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Preface

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

The 30 years since that first edition have been a remarkable period in busi-
ness history, and managers and investors continue to face opportunities and
challenges emerging from it. The events of the economic crisis that began in
2007, as well as the Internet boom and its fallout almost a decade earlier, have
strengthened our conviction that the core principles of value creation are gen-
eral economic rules that continue to apply in all market circumstances. Thus,
the extraordinarily high anticipated profits represented by stock prices during
the Internet bubble never materialized, because there was no “new economy.”
Similarly, the extraordinarily high profits seen in the financial sector for the
two years preceding the start of the 2007-2009 financial crisis were overstated,
as subsequent losses demonstrated. The laws of competition should have
alerted investors that those extraordinary profits couldn’t last and might not
be real.

Over time, we have also seen confirmed that for some companies, some of
the time, the stock market may not be a reliable indicator of value. Knowing
that value signals from the stock market may occasionally be unreliable makes
us even more certain that managers need at all times to understand the under-
lying, intrinsic value of their company and how it can create more value. In
our view, clear thinking about valuation and skill in using valuation to guide
business decisions are prerequisites for company success.

Today, calls mount for changes in the nature of shareholder capitalism.
As we explain in Chapter 1, we believe this criticism derives largely from

Xi
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a misguided focus by corporate leaders on short-term performance that
is inconsistent with the value-creation principles we describe in this book.
Creating value for shareholders does not mean pumping up today’s share
price. It means creating value for the collective of current and future share-
holders by applying the techniques explained in this book.

WHY THIS BOOK

Not all CEOs, business managers, and financial managers possess a deep
understanding of value, although they need to understand it fully if they
are to do their jobs well and fulfill their responsibilities. This book offers
them the necessary understanding, and its practical intent reflects its origin
as a handbook for McKinsey consultants. We publish it for the benefit of
current and future managers who want their companies to create value,
and also for their investors. It aims to demystify the field of valuation and
to clarify the linkages between strategy and finance. So while it draws on
leading-edge academic thinking, it is primarily a how-to book and one we
hope you will use again and again. This is no coffee-table tome: if we have
done our job well, it will soon be full of underlining, margin notations, and
highlighting.

The book’s messages are simple: Companies thrive when they create real
economic value for their shareholders. Companies create value by investing
capital at rates of return that exceed their cost of capital. These two truths
apply across time and geography. The book explains why these core prin-
ciples of value creation are genuine and how companies can increase value by
applying them.

The technical chapters of the book aim to explain, step-by-step, how to do
valuation well. We spell out valuation frameworks that we use in our consult-
ing work, and we illustrate them with detailed case studies that highlight
the practical judgments involved in developing and using valuations. Just as
important, the management chapters discuss how to use valuation to make
good decisions about courses of action for a company. Specifically, they will
help business managers understand how to:

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

* Develop a corporate portfolio strategy, based on understanding which
business units a corporate parent is best positioned to own and which
might perform better under someone else’s ownership.

* Assess major transactions, including acquisitions, divestitures, and
restructurings.
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* Improve a company’s strategic planning and performance management
systems to align the organization’s various parts behind improved ex-
ecution of strategic priorities and create value.

¢ Communicate effectively with investors, including whom to talk with
and how.

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

STRUCTURE OF THE BOOK

In this seventh edition, we continue to expand the practical application of
finance to real business problems, reflecting the economic events of the past
decade, new developments in academic finance, and the authors” own experi-
ences. The edition is organized into five parts, each with a distinct focus.

Part One, “Foundations of Value,” provides an overview of value cre-
ation. We make the case that managers should focus on long-term value
creation for current and future shareholders, not just some of today’s share-
holders looking for an immediate pop in the share price. We explain the two
core principles of value creation: (1) the idea that return on invested capital
and growth drive cash flow, which in turn drives value, and (2) the con-
servation of value principle, which says that anything that doesn’t increase
cash flow doesn’t create value (unless it reduces risk). We devote a chapter
each to return on invested capital and to growth, including strategic prin-
ciples and empirical insights.

Part Two, “Core Valuation Techniques,” is a self-contained handbook for
using discounted cash flow (DCF) to value a company. The reader will learn
how to analyze historical performance, forecast free cash flows, estimate the
appropriate opportunity cost of capital, identify sources of value, and inter-
pret results. We also show how to use multiples of comparable companies to
supplement DCF valuations.

Part Three, “Advanced Valuation Techniques,” explains how to analyze
and incorporate in your valuation such complex issues as taxes, pensions, re-
serves, capital-light business models, inflation, and foreign currency. It also
discusses alternative return-on-capital measures and applications.

Part Four, “Managing for Value,” applies the value-creation principles to
practical decisions that managers face. It explains how to design a portfo-
lio of businesses; how to run effective strategic-planning and performance
management processes; how to create value through mergers, acquisitions,
and divestitures; how to construct an appropriate capital structure and pay-
out policy; and how companies can improve their communications with the
financial markets.
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Part Five, “Special Situations,” is devoted to valuation in more complex
contexts. It explores the challenges of valuing high-growth companies, com-
panies in emerging markets, cyclical companies, and banks. In addition, it
shows how uncertainty and flexibility affect value and how to apply option-
pricing theory and decision trees in valuations.

Finally, our nine appendixes provide a full accounting of our methodol-
ogy in this book. They provide theoretical proofs, mathematical formulas, and
underlying calculations for chapters where additional detail might be helpful
in the practical application of our approach. Appendix H, in particular, pulls
into one place the spreadsheets for the comprehensive valuation case study of
Costco featured in this edition.

VALUATION SPREADSHEET

An Excel spreadsheet valuation model is available via Web download. This
valuation model is similar to the model we use in practice. Practitioners will
find the model easy to use in a variety of situations: mergers and acquisi-
tions, valuing business units for restructuring or value-based management,
or testing the implications of major strategic decisions on the value of your
company. We accept no responsibility for any decisions based on your in-
puts to the model. If you would like to purchase the model (ISBN 978-1-118-
61090-8 or ISBN 978-1-118-61246-9), please call (800) 225-5945, or visit www
.wileyvaluation.com.
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Part One

Foundations of Value






Why Value Value?

The guiding principle of business value creation is a refreshingly simple con-
struct: companies that grow and earn a return on capital that exceeds their cost
of capital create value. Articulated as early as 1890 by Alfred Marshall,! the con-
cept has proven to be both enduring in its validity and elusive in its application.

Nevertheless, managers, boards of directors, and investors sometimes
ignore the foundations of value in the heat of competition or the exuberance of
market euphoria. The tulip mania of the early 1600s, the dot-coms that soared
spectacularly with the Internet bubble, only then to crash, and the mid-2000's
real estate frenzy whose implosion touched off the financial crisis of 2007-2008
can all to some extent be traced to a misunderstanding or misapplication of
this guiding principle.

At other moments, the system in which value creation takes place comes
under fire. That happened at the turn of the twentieth century in the United
States, when fears about the growing power of business combinations raised
questions that led to more rigorous enforcement of antitrust laws. The Great
Depression of the 1930s was another such moment, when prolonged unemploy-
ment undermined confidence in the ability of the capitalist system to mobilize
resources, leading to a range of new policies in democracies around the world.

Today many people are again questioning the foundations of capitalism,
especially shareholder-oriented capitalism. Challenges such as globalization,
climate change, income inequality, and the growing power of technology titans
have shaken public confidence in large corporations.? Politicians and com-
mentators push for more regulation and fundamental changes in corporate

L A. Marshall, Principles of Economics (New York: Macmillan, 1890), 1:142.

2 An annual Gallup poll in the United States showed that the percentage of respondents with little or
no confidence in big business increased from 27 percent in 1997 to 34 percent in 2019, and those with
“a great deal” or “quite a lot” of confidence in big business decreased by five percentage points over
that period, from 28 percent to 23 percent. Conversely, those with “a great deal” or “quite a lot” of
confidence in small business increased by five percentage points over the same period (from 63 percent
in 1997 to 68 percent in 2019). For more, see Gallup, “Confidence in Institutions,” www.gallup.com.
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governance. Some have gone so far as to argue that “capitalism is destroying
the earth.”3

Many business leaders share the view that change is needed to answer
society’s call. In August 2019, Business Roundtable, an association of chief
executives of leading U.S. corporations, released its Statement on the Purpose
of a Corporation. The document’s 181 signers declared “a fundamental com-
mitment to all* of our stakeholders.”®> The executives affirmed that their com-
panies have a responsibility to customers, employees, suppliers, communities
(including the physical environment), and shareholders. “We commit to de-
liver value to all of them,” the statement concludes, “for the future success of
our companies, our communities and our country.”

The statement’s focus on the future is no accident: issues such as climate
change have raised concerns that today’s global economic system is short-
changing the future. It is a fair critique of today’s capitalism. Managers too
often fall victim to short-termism, adopting a focus on meeting short-term
performance metrics rather than creating value over the long term. There also
is evidence, including the median scores of companies tracked by McKinsey’s
Corporate Horizon Index from 1999 to 2017, that this trend is on the rise. The
roots of short-termism are deep and intertwined, so a collective commitment
of business leaders to the long-term future is encouraging.

As business leaders wrestle with that challenge, not to mention broader
questions about purpose and how best to manage the coalescing and colliding
interests of myriad owners and stakeholders in a modern corporation, they
will need a large dose of humility and tolerance for ambiguity. They’ll also
need crystal clarity about the problems their communities are trying to solve.
Otherwise, confusion about objectives could inadvertently undermine capital-
ism’s ability to catalyze progress as it has in the past, whether lifting millions
of people out of poverty, contributing to higher literacy rates, or fostering in-
novations that improve quality of life and lengthen life expectancy.

As business leaders strive to resolve all of those weighty trade-offs, we hope
this book will contribute by clarifying the distinction between creating share-
holder value and maximizing short-term profits. Companies that conflate the
two often put both shareholder value and stakeholder interests at risk. In the
first decade of this century, banks that acted as if maximizing short-term profits
would maximize value precipitated a financial crisis that ultimately destroyed
billions of dollars of shareholder value. Similarly, companies whose short-term
focus leads to environmental disasters destroy shareholder value by incurring
cleanup costs and fines, as well as via lingering reputational damage. The best
managers don’t skimp on safety, don’t make value-destroying decisions just

3 G. Monbiot, “Capitalism Is Destroying the Earth; We Need a New Human Right for Future Genera-
tions,” Guardian, March 15, 2019, www.guardian.com.

4Emphasis added by Business Roundtable.

5Kevin Sneader, the global managing partner of McKinsey & Company, is a signatory of the statement.
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because their peers are doing so, and don’t use accounting or financial gim-
micks to boost short-term profits. Such actions undermine the interests of all
stakeholders, including shareholders. They are the antithesis of value creation.

To dispel such misguided notions, this chapter begins by describing what value
creation does mean. We then contrast the value creation perspective with short-
termism and acknowledge some of the difficulties of value creation. We offer guid-
ance on reconciling competing interests and adhering to principles that promote
value creation. The chapter closes with an overview of the book’s remaining topics.

WHAT DOES IT MEAN TO CREATE SHAREHOLDER VALUE?

Particularly at this time of reflection on the virtues and vices of capitalism, it’s
critical that managers and board directors have a clear understanding of what
value creation means. For value-minded executives, creating value cannot be
limited to simply maximizing today’s share price. Rather, the evidence points
to a better objective: maximizing a company’s collective value to its sharehold-
ers, now and in the future.

If investors knew as much about a company as its managers do, maximiz-
ing its current share price might be equivalent to maximizing its value over
time. But in the real world, investors have only a company’s published finan-
cial results and their own assessment of the quality and integrity of its man-
agement team. For large companies, it’s difficult even for insiders to know
how financial results are generated. Investors in most companies don’t know
what'’s really going on inside a company or what decisions managers are mak-
ing. They can’t know, for example, whether the company is improving its
margins by finding more efficient ways to work or by skimping on product
development, resource management, maintenance, or marketing.

Since investors don’t have complete information, companies can easily
pump up their share price in the short term or even longer. One global con-
sumer products company consistently generated annual growth in earnings
per share (EPS) between 11 percent and 16 percent for seven years. Managers
attributed the company’s success to improved efficiency. Impressed, investors
pushed the company’s share price above those of its peers—unaware that the
company was shortchanging its investment in product development and brand
building to inflate short-term profits, even as revenue growth declined. Finally,
managers had to admit what they’d done. Not surprisingly, the company went
through a painful period of rebuilding. Its stock price took years to recover.

It would be a mistake, however, to conclude that the stock market is not
“efficient” in the academic sense that it incorporates all public information.
Markets do a great job with public information, but markets are not omni-
scient. Markets cannot price information they don’t have. Think about the
analogy of selling an older house. The seller may know that the boiler makes
a weird sound every once in a while or that some of the windows are a bit
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drafty. Unless the seller discloses those facts, a potential buyer may have great
difficulty detecting them, even with the help of a professional house inspector.

Despite such challenges, the evidence strongly suggests that companies
with a long strategic horizon create more value than those run with a short-
term mindset. Banks that had the insight and courage to forgo short-term
profits during the last decade’s real-estate bubble, for example, earned much
better total shareholder returns (TSR) over the longer term. In fact, when we
studied the patterns of investment, growth, earnings quality, and earnings
management of hundreds of companies across multiple industries between
2001 and 2014, we found that companies whose focus was more on the long
term generated superior TSR, with a 50 percent greater likelihood of being in
the top decile or top quartile by the end of that 14-year period.® In separate
research, we’ve found that long-term revenue growth—particularly organic
revenue growth—is the most important driver of shareholder returns for com-
panies with high returns on capital.” What’s more, investments in research
and development (R&D) correlate powerfully with long-term TSR.®

Managers who create value for the long term do not take actions to in-
crease today’s share price if those actions will damage the company down
the road. For example, they don’t shortchange product development, reduce
product quality, or skimp on safety. When considering investments, they take
into account likely future changes in regulation or consumer behavior, espe-
cially with regard to environmental and health issues. Today’s managers face
volatile markets, rapid executive turnover, and intense performance pres-
sures, so making long-term value-creating decisions requires courage. But the
fundamental task of management and the board is to demonstrate that cour-
age, despite the short-term consequences, in the name of value creation for the
collective interests of shareholders, now and in the future.

SHORT-TERMISM RUNS DEEP

Despite overwhelming evidence linking intrinsic investor preferences to
long-term value creation,’ too many managers continue to plan and execute
strategy—and then report their performance—against shorter-term measures,
particularly earnings per share (EPS).

6 Measuring the Economic Impact of Short-Termism, McKinsey Global Institute, February 2017, www
.mckinsey.com.

7B. Jiang and T. Koller, “How to Choose between Growth and ROIC,” McKinsey on Finance, no. 25
(Autumn 2007): 19-22, www.mckinsey.com. However, we didn’t find the same relationship for compa-
nies with low returns on capital.

8 We've performed the same analyses for 15 and 20 years and with different start and end dates, and
we’ve always found similar results.

°R. N. Palter, W. Rehm, and J. Shih, “Communicating with the Right Investors,” McKinsey Quarterly
(April 2008), www.mckinsey.com. Chapter 34 of this book also examines the behaviors of intrinsic and
other investor types.
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As a result of their focus on short-term EPS, major companies often pass
up long-term value-creating opportunities. For example, a relatively new
CFO of one very large company has instituted a standing rule: every busi-
ness unit is expected to increase its profits faster than its revenues, every
year. Some of the units currently have profit margins above 30 percent and
returns on capital of 50 percent or more. That’s a terrific outcome if your
horizon is the next annual report. But for units to meet that performance
bar right now, they are forgoing growth opportunities that have 25 percent
profit margins in the years to come. Nor is this an isolated case. In a survey
of 400 chief financial officers, two Duke University professors found that
fully 80 percent of the CFOs said they would reduce discretionary spending
on potentially value-creating activities such as marketing and R&D in order
to meet their short-term earnings targets.!’ In addition, 39 percent said they
would give discounts to customers to make purchases this quarter rather
than next, in order to hit quarterly EPS targets. That’s no way to run a rail-
road—or any other business.

As an illustration of how executives get caught up in a short-term EPS
focus, consider our experience with companies analyzing a prospective ac-
quisition. The most frequent question managers ask is whether the transaction
will dilute EPS over the first year or two. Given the popularity of EPS as a
yardstick for company decisions, you might think that a predicted improve-
ment in EPS would be an important indication of an acquisition’s potential to
create value. However, there is no empirical evidence linking increased EPS
with the value created by a transaction.!! Deals that strengthen EPS and deals
that dilute EPS are equally likely to create or destroy value.

If such fallacies have no impact on value, why do they prevail? The impe-
tus for a short-term view varies. Some executives argue that investors won't
let them focus on the long term; others fault the rise of activist shareholders
in particular. Yet our research shows that even if short-term investors cause
day-to-day fluctuations in a company’s share price and dominate quarterly
earnings calls, longer-term investors are the ones who align market prices
with intrinsic value.l?2 Moreover, the evidence shows that, on average, activist
investors strengthen the long-term health of the companies they pursue—for
example, challenging existing compensation structures that encourage short-
termism.!3 Instead, we often find that executives themselves or their boards
are the source of short-termism. In one relatively recent survey of more than
1,000 executives and board members, most cited their own executive teams

107, R. Graham, C. R. Harvey, and S. Rajgopal, “Value Destruction and Financial Reporting Decisions,”
Financial Analysts Journal 62, no. 6 (2006): 27-39.

I'R. Dobbs, B. Nand, and W. Rehm, “Merger Valuation: Time to Jettison EPS,” McKinsey Quarterly
(March 2005), www.mckinsey.com.

12 Palter et al., “Communicating with the Right Investors.”

137, Cyriac, R. De Backer, and J. Sanders, “Preparing for Bigger, Bolder Shareholder Activists,” McKinsey
on Finance (March 2014), www.mckinsey.com.
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and boards (rather than investors, analysts, and others outside the company)
as the greatest sources of pressure for short-term performance.!*

The results can defy logic. At a company pursuing a major acquisition, we
participated in a discussion about whether the deal’s likely earnings dilution
was important. One of the company’s bankers said he knew any impact on
EPS would be irrelevant to value, but he used it as a simple way to commu-
nicate with boards of directors. Elsewhere, we’'ve heard company executives
acknowledge that they, too, doubt the importance of impact on EPS but use it
anyway, “for the benefit of Wall Street analysts.” Investors also tell us that a
deal’s short-term impact on EPS is not that important. Apparently, everyone
knows that a transaction’s short-term impact on EPS doesn’t matter. Yet they
all pay attention to it.

The pressure to show strong short-term results often builds when busi-
nesses start to mature and see their growth begin to moderate. Investors con-
tinue to bay for high profit growth. Managers are tempted to find ways to
keep profits rising in the short term while they try to stimulate longer-term
growth. However, any short-term efforts to massage earnings that undercut
productive investment make achieving long-term growth even more difficult,
spawning a vicious circle.

Some analysts and some short-term-oriented investors will always clamor
for short-term results. However, even though a company bent on growing
long-term value will not be able to meet their demands all the time, this con-
tinuous 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. Perhaps even more important, it is 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.

Improving a company’s corporate governance proposition might help. In
a 2019 McKinsey survey, an overwhelming majority of executives (83 percent)
reported that they would be willing to pay about a 10 percent median pre-
mium to acquire a company with a positive reputation for environmental,
regulatory, and governance (ESG) issues over one with a negative reputation.

4 Commissioned by McKinsey & Company and by the Canada Pension Plan Investment Board, the
online survey, “Looking toward the Long Term,” was in the field from April 30 to May 10, 2013, and
garnered responses from 1,038 executives representing the full range of industries and company sizes
globally. Of these respondents, 722 identified themselves as C-level executives and answered questions
in the context of that role, and 316 identified themselves as board directors and answered accordingly.
To adjust for differences in response rates, the data are weighted by the contribution of each respon-
dent’s nation to global gross domestic product (GDP). For more, see J. Bailey, V. Bérubé, J. Godsall, and
C. Kehoe, “Short-termism: Insights from Business Leaders,” FCLTGlobal, January 2014, https:/ /www
fcltglobal.org.
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Investors seem to agree; one recent report found that global sustainable in-
vestment topped $30 trillion in 2018, rising 34 percent over the previous two
years.!?

Board members might also benefit from spending more time on their board
activities, so they have a better understanding of the economics of the com-
panies they oversee and the strategic and short-term decisions managers are
making. In a survey of 20 UK board members who had served on the boards
of both exchange-listed companies and companies owned by private-equity
firms, 15 of 20 respondents said that private-equity boards clearly added more
value. Their answers suggested two key differences. First, private-equity di-
rectors spend on average nearly three times as many days on their roles as do
those at listed companies. Second, listed-company directors are more focused
on risk avoidance than value creation.'®

Changes in CEO evaluation and compensation might help as well. The
compensation of many CEOs and senior executives is still skewed to short-
term accounting profits, often by formula. Given the complexity of managing
a large multinational company, we find it odd that so much weight is given
to a single number.

SHAREHOLDER CAPITALISM CANNOT SOLVE EVERY CHALLENGE

Short-termism is a critical affliction, but it isn’t the only source of today’s crisis
of trust in corporate capitalism. Imagine that short-termism were magically
cured. Would other foundational problems suddenly disappear as well? Of
course not. Managers struggle to make many trade-offs for which neither a
shareholder nor a stakeholder approach offers a clear path forward. This is
especially true when it comes to issues affecting people who aren’t immedi-
ately involved with the company—for example, a company’s carbon emis-
sions affecting parties that may be far away and not even know what the
company is doing. These so-called externalities can be extremely challenging
for corporate decision making, because there is no objective basis for making
trade-offs among parties.

Consider how this applies to climate change. One natural place to look for
a solution is to reduce coal production used to make electricity, among the
largest human-made sources of carbon emissions.!” How might the managers
of a coal-mining company assess the trade-offs needed to begin solving envi-
ronmental problems? If a long-term shareholder focus led them to anticipate

152018 Global Sustainable Investment Review, Global Sustainable Investment Alliance, 2018, www
.gsi-alliance.org.

16V, Acharya, C. Kehoe, and M. Reyner, “The Voice of Experience: Public versus Private Equity,”
McKinsey on Finance (Spring 2009): 16-21.

171n 2011, coal accounted for 44 percent of the global CO, emissions from energy production. CO, Emis-
sions from Fuel Combustion online data service, International Energy Agency, 2013, www.iea.org.
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potential regulatory changes, they would modify their investment strategies
accordingly; they might not want to open new mines, for example.

With perfect knowledge a decade or even five years ago, a coal company
could have reduced production dramatically or even closed mines in accor-
dance with the decline in demand from U.S. coal-fired power plants. But per-
fect information is a scarce resource indeed, sometimes even in hindsight, and
the timing of production changes and, especially, mine closures, would in-
evitably be abrupt. Further, closures would result in significant consequences
even if the choice is the “right” one.

In the case of mine closures, not only would the company’s shareholders
lose their entire investment, but so would its bondholders, who are often pen-
sion funds. All the company’s employees would be out of work, with mag-
nifying effects on the entire local community. Second-order effects would be
unpredictable. Without concerted action among all coal producers, another
supplier could step up to meet demand. Even with concerted action, power
plants might be unable to produce electricity, idling workers and causing
electricity shortages that undermine the economy. What objective criteria
would any individual company use to weigh the economic and environmen-
tal trade-offs of such decisions—whether they’re privileging shareholders or
stakeholders?

That’s not to say that business leaders should just dismiss externalities
as unsolvable or a problem to solve on a distant day. Putting off such critical
decisions is the essence of short-termism. With respect to the climate, some
of the world’s largest energy companies, including BP and Shell, are taking
bold measures right now toward carbon reduction, including tying executive
compensation to emissions targets.

Still, the obvious complexity of striving to manage global threats like cli-
mate change that affect so many people, now and in the future, places bigger
demands on governments. Trading off different economic interests and time
horizons is precisely what people charge their governments to do. In the case
of climate change, governments can create regulations and tax and other incen-
tives that encourage migration away from polluting sources of energy. Ideally,
such approaches would work in harmony with market-oriented approaches,
allowing creative destruction to replace aging technologies and systems with
cleaner and more efficient sources of power. Failure by governments to price
or control the impact of externalities will lead to a misallocation of resources
that can stress and divide shareholders and other stakeholders alike.

Institutional investors such as pension funds, as stewards of the millions of
men and women whose financial futures are often at stake, can play a critical
supporting role. Already, longer-term investors concerned with environmen-
tal issues such as carbon emissions, water scarcity, and land degradation are
connecting value and long-term sustainability. In 2014, heirs to the Rockefeller
Standard Oil fortune decided to join Stanford University’s board of trustees in
a campaign to divest shares in coal and other fossil fuel companies.
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Long-term-oriented companies must be attuned to long-term changes that
investors and governments will demand. This enables executives to adjust
their strategies over a 5-, 10-, or 20-year time horizon and reduce the risk of
holding still-productive assets that can’t be used because of environmental or
other issues. For value-minded executives, what bears remembering is that
a delicate chemistry will always exist between government policy and long-
term investors, and between shareholder value creation and the impact of
externalities.

CAN STAKEHOLDER INTERESTS BE RECONCILED?

Much recent criticism of shareholder-oriented capitalism has called on com-
panies to focus on a broader set of stakeholders beyond just its shareholders.
It's a view that has long been influential in continental Europe, where it is
frequently embedded in corporate governance structures. It’s gaining traction
in the United States as well, with the rise of public-benefit corporations, which
explicitly empower directors to consider the interests of constituencies other
than shareholders.

For most companies anywhere in the world, pursuing the creation of long-
term shareholder value requires satisfying other stakeholders as well. You
can’t create long-term value by ignoring the needs of your customers, suppli-
ers, and employees. Investing for sustainable growth should and often does
result in stronger economies, higher living standards, and more opportunities
for individuals.

Many corporate social-responsibility initiatives also create shareholder
value.!’® Consider Alphabet’s free suite of tools for education, including
Google Classroom, which equips teachers with resources to make their work
easier and more productive. As the suite meets that societal need, it also fa-
miliarizes students around the world with Google applications—especially in
underserved communities, where people might otherwise not have access to
meaningful computer science education at all. Nor is Alphabet reticent about
choosing not to do business in instances the company deems harmful to vul-
nerable populations; the Google Play app store now prohibits apps for per-
sonal loans with an annual percentage rate of 36 percent or higher, an all too
common feature of predatory payday loans."

Similarly, Lego’s mission to “play well”—to use the power of play to in-
spire “the builders of tomorrow, their environment and communities”—has
led to a program that unites children in rural China with their working parents.

185, Bonini, T. Koller, and P. H. Mirvis, “Valuing Social Responsibility Programs,” McKinsey Quarterly
(July 2009), www.mckinsey.com.

9. Hayashi, “Google Shuts Out Payday Loans with App-Store Ban,” Wall Street Journal, October 13,
2019, www.wsj.com.
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Programs such as these no doubt play a role in burnishing Lego’s brand
throughout communities and within company walls, where it reports that em-
ployee motivation and satisfaction levels beat 2018 targets by 50 percent. Or
take Sodexo’s efforts to encourage gender balance among managers. Sodexo
says the program has not only increased employee retention by 8 percent, but
also increased client retention by 9 percent and boosted operating margins by
8 percent.

Inevitably, though, there will be times when the interests of a company’s
stakeholders are not entirely complementary. Strategic decisions involve trade-
offs, and the interests of different groups can be at odds with one another. Im-
plicit in the Business Roundtable’s 2019 statement of purpose is concern that
business leaders have skewed some of their decisions too much toward the
interests of shareholders. As a starting point, we’d encourage leaders, when
trade-offs must be made, to prioritize long-term value creation, given the ad-
vantages it holds for resource allocation and economic health.

Consider employee stakeholders. A company that tries to boost profits by
providing a shabby work environment, underpaying employees, or skimping
on benefits will have trouble attracting and retaining high-quality employees.
Lower-quality employees can mean lower-quality products, reduced demand,
and damage to the brand reputation. More injury and illness can invite regula-
tory scrutiny and step up friction with workers. Higher turnover will inevita-
bly increase training costs. With today’s mobile and educated workforce, such
a company would struggle in the long term against competitors offering more
attractive environments.

If the company earns more than its cost of capital, it might afford to pay
above-market wages and still prosper; treating employees well can be good
business. But how well is well enough? A focus on long-term value creation
suggests paying wages that are sufficient to attract quality employees and
keep them happy and productive, pairing those wages with a range of non-
monetary benefits and rewards. Even companies that have shifted manufac-
turing of products like clothing and textiles to low-cost countries with weak
labor protection have found that they need to monitor the working conditions
of their suppliers or face a consumer backlash.

Similarly, consider pricing decisions. A long-term approach would weigh
price, volume, and customer satisfaction to determine a price that creates sus-
tainable value. That price would have to entice consumers to buy the products
not just once, but multiple times, for different generations of products. Any
adjustments to the price would need to weigh the value of a lower price to
buyers against the value of a higher price to shareholders and perhaps other
stakeholders. A premium price that signals prestige for a luxury good can
contribute long-term value. An obvious instance of going too far—or more
accurately, not looking far enough ahead—is Turing Pharmaceuticals. In 2015,
the company acquired the rights to a medication commonly used to treat
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EXHBIT 1.1 Correlation between Total Shareholder Returns and Employment Growth

Compound annual growth rate,' 2007-2017, %

United States European Union’

50 50
-25 20 <15 <10 -5 0 5 10 15 20 25 -25 -20 <15 <10 -5 0 5 10 15 20 25
Employment growth Employment growth

' Samples include companies with real revenues greater than $500 million and excludes outliers with more than 20% employment growth.
2 Sample includes companies in the core 15 EU member states.

AIDS-related illnesses and then raised the price per pill by more than 5,000
percent. The tactic prompted outrage and a wave of government investiga-
tions. The CEO was even derided as “the most hated man in America.”?

But far more often, the lines between creating and destroying value are
gray. Companies in mature, competitive industries, for example, grapple with
whether they should keep open high-cost plants that lose money, just to keep
employees working and prevent suppliers from going bankrupt. To do so in a
globalizing industry would distort the allocation of resources in the economy,
notwithstanding the significant short-term local costs associated with plant
closures.?! At the same time, politicians pressure companies to keep failing
plants open. The government may even be a major customer of the company’s
products or services.

In our experience, not only do managers carefully weigh bottom-line im-
pact, they agonize over decisions that have pronounced consequences on
workers’ lives and community well-being. But consumers benefit when goods
are produced at the lowest possible cost, and the economy benefits when oper-
ations that become a drain on public resources are closed and employees move
to new jobs with more competitive companies. And while it’s true that em-
ployees often can’t just pick up and relocate, it’s also true that value-creating
companies create more jobs. When examining employment, we found that the
U.S. and European companies that created the most shareholder value from

207, Thomas and T. Swift, “Who Is Martin Shkreli—the Most Hated Man in America’?” BBC News,
August 4, 2017, www.bbc.com.

21 Some argue that well-functioning markets also need well-functioning governments to provide the
safety nets and retraining support to make essential restructuring processes more equitable.
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2007 to 2017—measured as total shareholder returns—have shown stronger
employment growth (see Exhibit 1.1).2

CONSEQUENCES OF FORGETTING VALUE-CREATION PRINCIPLES

When companies forget the simple value-creation principles, the negative
consequences to the economy can be huge. Two recent examples of many ex-
ecutives failing in their duty to focus on true value creation are the Internet
bubble of the 1990s and the financial crisis of 2008.

During the Internet bubble, managers and investors lost sight of what drives
return on invested capital (ROIC); indeed, many forgot the importance of this
ratio entirely. Multiple executives and investors either forgot or threw out funda-
mental rules of economics in the rarefied air of the Internet revolution. The notion
of “winner take all” led companies and investors to believe that all that mattered
was getting big fast, on the assumption that they could wait until later to worry
about creating an effective business model. The logic of achieving ever-increasing
returns was also mistakenly applied to online pet supplies and grocery deliv-
ery services, even though these firms had to invest (unsustainably, eventually)
in more drivers, trucks, warehouses, and inventory when their customer base
grew. When the laws of economics prevailed, as they always do, it was clear that
many Internet businesses did not have the unassailable competitive advantages
required to earn even modest returns on invested capital. The Internet has revo-
lutionized the economy, as have other innovations, but it did not and could not
render obsolete the rules of economics, competition, and value creation.

Shortsighted focus can breed dishonorable dealing, and sometimes the con-
sequences can shake confidence in capitalism to its foundations. In 2008, too
many financial institutions ignored core principles. Banks lent money to in-
dividuals and speculators at low teaser rates on the assumption that housing
prices would only increase. Banks packaged these high-risk debts into long-
term securities and sold them to investors who used short-term debt to finance
the purchase, thus creating a long-term risk for whoever lent them the money.
When the home buyers could no longer afford the payments, the real estate
market crashed, pushing the values of many homes below the values of the
loans taken out to buy them. At that point, homeowners could neither make the
required payments nor sell their homes. Seeing this, the banks that had issued
short-term loans to investors in securities backed by mortgages became unwill-
ing to roll over those loans, prompting the investors to sell all such securities at
once. The value of the securities plummeted. Finally, many of the large banks
themselves owned these securities, which they, of course, had also financed
with short-term debt they could no longer roll over.

22We've performed the same analyses for 15 and 20 years and with different start and end dates, and
we’ve always found similar results.
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THIS BOOK

This book is a guide to how to measure and manage the value of a company.
The faster companies can increase their revenues and deploy more capital
at attractive rates of return, the more value they create. The combination of
growth and return on invested capital (ROIC), relative to its cost, is what
drives cash flow and value. Anything that doesn’t increase ROIC or growth at
an attractive ROIC doesn’t create value. This category can include steps that
change the ownership of claims to cash flows, and accounting techniques that
may change the timing of profits without actually changing cash flows.

This guiding principle of value creation links directly to competitive ad-
vantage, the core concept of business strategy. Only if companies have a well-
defined competitive advantage can they sustain strong growth and high returns
on invested capital. To the core principles, we add the empirical observation
that creating sustainable value is a long-term endeavor, one that needs to take
into account wider social, environmental, technological, and regulatory trends.

Competition tends to erode competitive advantages and, with them, re-
turns on invested capital. Therefore, companies must continually seek and
exploit new sources of competitive advantage if they are to create long-term
value. To that end, managers must resist short-term pressure to take actions
that create illusory value quickly at the expense of the real thing in the long
term. Creating value is not the same as, for example, meeting the analysts’
consensus earnings forecast for the next quarter. Nor is it ignoring the effects
of decisions made today that may create greater costs down the road, from en-
vironmental cleanup to retrofitting plants to meet future pollution regulations.
It means balancing near-term financial performance against what it takes to
develop a healthy company that can create value for decades ahead—a de-
manding challenge.

This book explains both the economics of value creation (for instance, how
competitive advantage enables some companies to earn higher returns on in-
vested capital than others) and the process of measuring value (for example,
how to calculate return on invested capital from a company’s accounting
statements). With this knowledge, companies can make wiser strategic and
operating decisions, such as what businesses to own and how to make trade-
offs between growth and return on invested capital. Equally, this knowledge
will enable investors to calculate the risks and returns of their investments
with greater confidence.

Applying the principles 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, a deep understanding of the competitive dynam-
ics of your industry, and a broad, well-informed perspective on how society
continually affects and is affected by your business. We hope this book provides
readers with the knowledge to help them throughout their careers to make and
defend decisions that will create value for investors and for society at large.






Finance in a Nutshell

Companies create value when they earn a return on invested capital (ROIC)
greater than their opportunity cost of capital.! If the ROIC is at or below the
cost of capital, growth may not create value. Companies should aim to find
the combination of growth and ROIC that drives the highest discounted value
of their cash flows. In so doing, they should consider that performance in the
stock market may differ from intrinsic value creation, generally as a result of
changes in investors’ expectations.

To illustrate how value creation works, this chapter uses a simple story.
Our heroes are Lily and Nate, who start out as the owners of a small chain of
trendy clothing stores. Success follows. Over time, their business goes through
a remarkable transformation. They develop the idea of Lily’s Emporium and
convert their stores to the new concept. To expand, they take their company
public to raise additional capital. Encouraged by the resulting gains, they
develop more retail concepts, including Lily’s Furniture and Lily’s Garden
Supplies. In the end, Lily and Nate are faced with the complexity of managing
a multibusiness retail enterprise.

THE EARLY YEARS

When we first met Lily and Nate, their business had grown from a tiny bou-
tique into a small chain of trendy, midpriced clothing stores called Lily’s
Dresses. They met with us to find out how they could know if they were
achieving attractive financial results. We told them they should measure their
business’s return on invested capital: after-tax operating profits divided by
the capital invested in working capital and property, plant, and equipment.

1 A simple definition of return on invested capital is after-tax operating profit divided by invested
capital (working capital plus fixed assets). ROIC’s calculation from a company’s financial statements is
explained in detail in Chapters 10 and 11.
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Then they could compare the ROIC with what they could earn if they invested
their capital elsewhere—for example, in the stock market.

Lily and Nate had invested $10 million in their business, and in 2020 they
earned about $1.8 million after taxes, with no debt. So they calculated their
return on invested capital as 18 percent. They asked what a reasonable guess
would be for the rate they could earn in the stock market, and we suggested
they use 10 percent. They easily saw that their money was earning 8 percent
more than what we were assuming they could earn by investing elsewhere, so
they were pleased with their business’s performance.

We commented that growth is also important to consider in measuring
financial performance. Lily told us that the business was growing at about 5
percent per year. Nate added that they discovered growth can be expensive; to
achieve that growth, they had to invest in new stores, fixtures, and inventory.
To grow at 5 percent and earn 18 percent ROIC on their growth, they rein-
vested about 28 percent of their profits back into the business each year. The
remaining 72 percent of profits was available to withdraw from the business.
In 2020, then, they generated cash flow of about $1.30 million.

Lily and Nate were satisfied with 5 percent growth and 18 percent ROIC
until Lily’s cousin Logan told them about his aggressive expansion plans for
his own retail business, Logan’s Stores. Based on what Logan had said, Lily
and Nate compared the expected faster growth in operating profit for Logan’s
Stores with their own company’s 5 percent growth, as graphed in Exhibit 2.1.
Lily and Nate were concerned that Logan’s faster-growing profits signaled a
defect in their own vision or management.

“Wait a minute,” we said. “How is Logan getting all that growth? What
about his ROIC?” Lily and Nate checked and returned with the data shown
in Exhibit 2.2. As we had suspected, Logan was achieving his growth by

ExHIBIT 2.1 Expected Profit Growth at Logan’s Stores Outpacing Lily’s Dresses

After-tax operating profit,
§ thousand

3,000 |-

Logan's Stores
2,500 |-
Lily's Dresses

2,000 |-

1,500 |-

1,000 |-

500 |-

0
2020 21 22 23 24 2025
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EXHBIT22 Lily's Dresses Outperforming in Return on Invested Capital (ROIC) and

Cash Flow
ROIC,
%
Lily's Dresses
Logan'’s Stores
10 |-
51
U 1 | | 1 |
2020 21 22 23 24 2025
Cash flow,
$ thousand
2,000 |-
Lily's Dresses
1,500 |-
1,000 |-
500 .
Logan'’s Stores
0 1 | | 1 ]
2020 21 22 23 24 2025

investing heavily. Despite all the growth in operating profit, his company’s
ROIC was declining significantly, so cash flow was slipping downward.

We asked the two why they thought their stores earned higher returns on
capital than Logan’s. Nate said one reason was that their products were unique
and cutting-edge fashion, so their customers were willing to pay higher prices for
their dresses than for the products at many other dress shops. Lily added that each
of their stores attracted more customers, so their sales per square foot (a proxy for
fixed costs) were greater than Logan’s. As they saw it, Logan’s products were not
much different from those of his competitors, so he had to match his prices to
theirs and had less customer traffic in his stores. This discussion helped Nate and
Lily appreciate that it was beneficial to consider ROIC along with growth.

A NEW CONCEPT

Several years later, Lily and Nate called us with a great idea. They wanted to
develop a new concept, which they called Lily’s Emporium. Lily’s Emporium
would operate larger stores carrying a wider assortment of clothes and acces-
sories that their talented designers were working on. But when they looked
at the projected results (they now had a financial-analysis department), they
found that all the new capital investment to convert their stores would reduce
ROIC and cash flow for four years, even though revenue and profits would be
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growing faster, as shown in Exhibit 2.3. After four years, cash flow would be
greater, but they didn’t know how to trade off the short-term decline in ROIC
and cash flow against the long-term improvement.

We affirmed that these were the right questions and explained that
answering them would require more sophisticated financial tools. We advised
them to use discounted cash flow (DCF), a measure that is also known as
present value. DCF is a way of collapsing the future performance of the com-
pany into a single number. Lily and Nate needed to forecast the future cash
flow of the company and discount it back to the present at the same opportu-
nity cost of capital we had used for our earlier comparisons.

We helped Lily and Nate apply DCF to their new concept, discounting
the projected cash flows at 10 percent. We showed them that the DCF value
of their company would be $53 million if they did not adopt the new concept.
With the new concept, the DCF value would be greater: $62 million. (Actually,
on our spreadsheet, we rounded to the nearest thousand: $61,911,000.) These
numbers gave them confidence in their idea for Lily’s Emporium.

SHOULD LILY AND NATE TRY TO MAXIMIZE ROIC?

As they saw how these financial measures could help them build a more valu-
able business, Lily and Nate began to formulate more questions about mea-
suring value. Lily asked if their strategy should be to maximize their return on

EXHIBIT 23 Expansion’s Impact on ROIC and Cash Flow

ROIC,
%

Expansion case: Lily's Dresses and Emporium

Base case: Lily's Dresses

10 1 1 1 1 1
2020 21 22 23 24 2025

Cash flow,
§ thousand

2,000 |- Expansion case: Lily's Dresses and Emporium

Base case: Lily's Dresses
1,500 |-

1,000 |-

500 |-

2020 21 22 23 24 2025
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EXHIBIT 2.4 Economic Profit Is Higher with Lower-Performing Stores in the Mix

Cost of Invested Economic

ROIC, capital, Spread, capital, profit,

% % % § thousand § thousand

Entire company 18 10 8 12,000 960
Without lower-performing stores 19 10 9 9,500 855

invested capital. She pointed to the fact that some stores outperformed others.
For example, some were earning an ROIC of only 14 percent. If the business
closed those lower-performing stores, they could increase their average return
on invested capital.

Our advice was to focus not on the ROIC itself, but on the combination of
ROIC (versus cost of capital) and the amount of capital. A tool for doing that is
called economic profit. We showed them how economic profit applies to their
business, using the measures in Exhibit 2.4.

We defined economic profit as the spread between ROIC and cost of capi-
tal multiplied by the amount of invested capital. In Lily and Nate’s case, their
economic profit forecast for 2024 would be the 8 percent spread by $12 million
in invested capital, or $960,000. If they closed their low-returning stores, their
average ROIC would increase to 19 percent, but their economic profit would
decline to $855,000. This is because even though some stores earn a lower
ROIC than others do, the lower-earning stores are still earning more than
the cost of capital. Using this example, we made the case that Lily and Nate
should seek to maximize economic profit, not ROIC, over the long term.

For Nate, though, this analysis raised a practical concern. With different
methods available, it wasn’t obvious which one to use. He asked, “When do
we use economic profit, and when do we use DCF?”

“Good question,” we said. “In fact, they're the same.” We prepared
Exhibit 2.5 to show Nate and Lily a comparison, using the DCF we had previ-
ously estimated for their business: $61,911,000. To apply the economic-profit
method, we discounted the future economic profit at the same cost of capital
we had used with the DCF. Then we added the discounted economic profit to
the amount of capital invested today. The results for the two approaches are
the same—exactly, to the penny.?

GOING PUBLIC
Now Lily and Nate had a way to make important strategic decisions over

multiple time periods. Lily’s Emporium was successful, and the next time
they called us, they talked excitedly about new ambitions. “We need more

2 See Chapter 10 for a detailed discussion of these two valuation approaches.



22 FINANCE IN A NUTSHELL

exHBIT 25 Identical Results from DCF and Economic-Profit Valuation

Valuation, by method, $ thousand

Discounted cash flow Economic profit
(DCF)

61,911 61,911

39,691

22,220

DCF Value Invested Present value Total value
capital of economic
profit

capital to build more stores more quickly,” Nate said. “Besides, we want to
provide an opportunity for some of our employees to become owners. So
we’ve decided to go public.” They asked us to help them understand how
going public would affect their financial decision making.

“Well,” we said, “now’s the time to learn what the distinction is between
financial markets and real markets and how they are related to each other.
You'll want to understand that good performance in one market does not nec-
essarily mean good performance in another.”

Up until now, we’d been talking with Lily and Nate about the real market.
How much profit and cash flow were they earning relative to the investments
they were making? Were they maximizing their economic profit and cash flow
over time? In the real market, the decision rule is simple: choose strategies or
make operational decisions that maximize the present value of future cash
flow or future economic profit.

When a company enters the capital market, the decision rules for the real
market remain essentially unchanged. But life gets more complicated, because
management must simultaneously deal with the financial market.

When a company goes public and sells shares to a wide range of investors
who can trade those shares in an organized market, the interaction (or trading
activity) between investors and even market speculators sets a price for those
shares. The price of the shares is based on what investors think those shares
are worth. Each investor decides what he or she thinks the value of the shares
should be and makes trades based on whether the current price is above or
below that estimate of the intrinsic value.
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This intrinsic value is based on the future cash flows or earnings power of
the company. This means, essentially, that investors are paying for the perfor-
mance they expect the company to achieve in the future, not what the com-
pany has done in the past (and certainly not the cost of the company’s assets).

Lily asked us how much their company’s shares would be worth. “Let’s
assume,” we said, “that the market’s overall assessment of your company’s
future performance is similar to what you think your company will do. The
first step is to forecast your company’s performance and discount the future
expected cash flows. Based on this analysis, the intrinsic value of your shares
is $20 per share.”

“That’s interesting,” said Nate, “because the amount of capital we've
invested is only $7 per share.” We told them that this difference meant the
market should be willing to pay their company a premium of $13 over the
invested capital for the future economic profit the company would earn.

“But,” Lily asked, “if they pay us this premium up front, how will the
investors make any money?”

“They may not,” we said. “Let’s see what will happen if your company
performs exactly as you and the market expect. Let’s value your company
five years into the future. If you perform exactly as expected over the next
five years and if expectations beyond five years don’t change, your company’s
value will be $32 per share. Let’s assume that you have not paid any divi-
dends. An investor who bought a share for $20 per share today could sell the
share for $32 in five years. The annualized return on the investment would
be 10 percent, the same as the discount rate we used to discount your future
performance. The interesting thing is that as long as you perform as expected,
the return for your shareholders will be just their opportunity cost. But if you
do better than expected, your shareholders will earn more than 10 percent.
And if you do worse than expected, your shareholders will earn less than 10
percent.”

“So,” said Lily, “the return that investors earn is driven not by the perfor-
mance of our company, but by its performance relative to expectations.”

“Exactly!” we said.

Lily paused and reflected on the discussion. “That means we must manage
our company’s performance in the real markets and the financial markets at
the same time.”

We agreed and explained that if they were to create a great deal of value
in the real market—say, by earning more than their cost of capital and grow-
ing fast—but didn’t do as well as investors expected, the investors would be
disappointed. Managers have a dual task: to maximize the intrinsic value of
the company and to properly manage the expectations of the financial market.

“Managing market expectations is tricky,” we added. “You don’t want in-
vestor expectations to be too high or too low. We’ve seen companies convince
the market that they will deliver great performance and then not deliver on
those promises. Not only does the share price drop when the market realizes
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that the company won’t be able to deliver, but regaining credibility may take
years. Conversely, if the market’s expectations are too low and you have a
low share price relative to the opportunities the company faces, you may be
subject to a hostile takeover.”

After exploring these issues, Lily and Nate felt prepared to take their com-
pany public. They went forward with an initial public offering and raised the
capital they needed.

EXPANSION INTO RELATED FORMATS

Lily and Nate’s business was successful, growing quickly and regularly beat-
ing the expectations of the market, so their share price was a top performer.
They were comfortable that their management team would be able to achieve
high growth in their Emporium stores, so they decided next to try some new
concepts they had been thinking about: Lily’s Furniture and Lily’s Garden
Supplies. But they grew concerned about managing the business as it became
more and more complex. They had always had a good feel for the business,
but as it expanded and they had to delegate more decision making, they were
less confident that things would be managed well.

They met with us again and told us that their financial people had put in
place a planning and control system to closely monitor the revenue growth,
ROIC, and economic profit of every store and each division overall. Their team
set revenue and economic-profit targets annually for the next three years, mon-
itored progress monthly, and tied managers’ compensation to economic profit
against these targets. Yet they told us they weren’t sure the company was on
track for the long-term performance that they and the market expected.

“You need a planning and control system that incorporates forward-look-
ing measures besides looking backward at financial measures,” we told them.

“Tell us more,” Nate said.

“As you've pointed out,” we said, “the problem with any financial mea-
sure is that it cannot tell you how your managers are doing at building the
business for the future. For example, in the short term, managers could im-
prove their financial results by cutting back on customer service, such as by
reducing the number of employees available in the store to help customers, by
cutting into employee training, or by deferring maintenance costs or brand-
building expenditures. You need to make sure that you build in measures
related to customer satisfaction or brand awareness—measures that let you
know what the future will look like, not just what the current performance is.”

Lily and Nate both nodded, satisfied. The lessons they so quickly absorbed
and applied have placed their company on a solid foundation. The two of
them still come to see us from time to time, but only for social visits. Some-
times they bring flowers from their garden supplies center.
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SOME LESSONS

While we have simplified the story of Lily and Nate’s business, it highlights
the core ideas around value creation and its measurement:

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

2. The more you can invest at returns above the cost of capital, the more
value you create. That is, growth creates more value as long as the re-
turn on invested capital exceeds the cost of capital.

3. You should select strategies that maximize the present value of future
expected cash flows or economic profit. The answer is the same regard-
less of which approach you choose.

4. The value of a company’s shares in the stock market equals the intrinsic
value based on the market’s expectations of future performance, but the
market’s expectations of future performance may not be same as the
company’s.

5. The returns that shareholders earn depend on changes in expectations
as much as on the actual performance of the company.

In the next chapter, we develop a more formal framework for understand-
ing and measuring value creation.






Fundamental Principles of
Value Creation

Companies create value for their owners by investing cash now to generate
more cash in the future. The amount of value they create is the difference be-
tween cash inflows and the cost of the investments made, adjusted to reflect
the fact that tomorrow’s cash flows are worth less than today’s because of the
time value of money and the riskiness of future cash flows. As we illustrated
in Chapter 2, the conversion of revenues into cash flows—and earnings—is
a function of a company’s return on invested capital (ROIC) and its revenue
growth. That means the amount of value a company creates is governed ul-
timately by its ROIC, revenue growth, and ability to sustain both over time.
Keep in mind that a company will create value only if its ROIC is greater
than its cost of capital.! Moreover, only if ROIC exceeds the cost of capital
will growth increase a company’s value. Growth at lower returns actually
reduces a company’s value. Exhibit 3.1 illustrates this core principle of value
creation.?

Following these principles helps managers decide which strategies and in-
vestments will create the most value for shareholders in the long term. The prin-
ciples also help investors assess the potential value of companies they might
consider investing in. This chapter explains the relationships that tie together

1 The cost of capital is an opportunity cost for the company’s investors, not a cash cost. See Chapter 4
for a more detailed explanation.

2In 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 (changes in growth and
ROIC). Sometimes we refer to value and value creation based on explicit projections of future growth,
ROIC, and cash flows. At other times, we use the market price of a company’s shares as a proxy for
value, and total shareholder returns (share price appreciation plus dividends) as a proxy for value
creation.

27
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EXHIBIT3.1 Growth and ROIC Drive Value

Return on
invested capital

Cash flow

Revenue growth Value

Cost of capital

growth, ROIC, cash flows, and value, and it introduces the way managers can
use these relationships to decide among different investments or strategies.
For example, we will show that high-ROIC companies typically create more
value by focusing on growth, while lower-ROIC companies create more value
by increasing ROIC. We’ll also explore the principle, often forgotten by execu-
tives, that anything that doesn’t increase cash flows, such as noncash account-
ing charges or changes in accounting methods, won't create value. And we’ll
introduce a simple equation that captures the essence of valuation in practice.

One might expect universal agreement on a notion as fundamental as
value, but this isn’t the case: many executives, boards, and financial media
still treat accounting earnings and value as one and the same and focus al-
most obsessively on improving earnings. However, while earnings and cash
flow are often correlated, earnings don’t tell the whole story of value creation.
Focusing too much on earnings or earnings growth often leads companies to
stray from a value-creating path.

For example, earnings growth alone can’t explain why investors in dis-
count retailer Costco, the fourth-largest retailer in the United States, with sales
of $126 billion in 2017, and Brown-Forman, the producer of Jack Daniels and
other alcoholic beverages, with sales of $4 billion the same year, earned similar
shareholder returns (dividends plus appreciation in the share price) between
1996 and 2017. These two successful companies had very different growth
rates. During the period, after-tax operating profits for Costco grew 11 percent
per year, while those of Brown-Forman grew 7 percent annually. This means
that profits for Costco in 2017 were nine times larger than in 1996, while profits
at Brown-Forman were only four times larger. Costco was one of the fastest-
growing companies in the United States during this time; its average annual
shareholder returns were 15 percent. Brown-Forman was growing much more
slowly, yet its annual shareholder returns were also 15 percent. The reason
Brown-Forman could create the same value as Costco, despite much slower
growth, was that Brown-Forman earned a 29 percent ROIC (excluding the
impact of acquisitions), while Costco’s ROIC was 13 percent.

To be fair, if all companies in an industry earned the same ROIC, then earn-
ings growth would be the differentiating metric, because then only growth and
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not ROIC would determine differences in companies’ cash flow. For reasons
of simplicity, analysts and academics have sometimes made this assumption.
But as Chapter 8 demonstrates, returns on invested capital can vary consider-
ably, not only across industries but also between companies within the same
industry and across time.

THE RELATIONSHIP OF GROWTH, ROIC, AND CASH FLOW

Disaggregating cash flow into revenue growth and ROIC helps illuminate
the underlying elements that power a company’s performance. Say a com-
pany’s cash flow was $100 last year and will be $115 next year. This doesn’t
tell us much about its economic performance, since the $15 increase in cash
flow could come from many sources, including revenue growth, a reduction
in capital spending, or a reduction in marketing expenditures. But if we told
you that the company was generating revenue growth of 7 percent per year
and would earn a return on invested capital of 15 percent, then you would be
able to evaluate its performance. You could, for instance, compare the com-
pany’s growth rate with the growth rate of its industry or the economy, and
you could analyze its ROIC relative to peers, its cost of capital, and its own
historical performance.

Growth, ROIC, and cash flow are mathematically linked. To see how, con-
sider two companies, Value Inc. and Volume Inc., whose projected earnings,
investment, and resulting cash flows are displayed in Exhibit 3.2. Earnings,
in this illustration, are expressed as net operating profit after taxes (NOPAT),
a term we use throughout the book. Both companies earned NOPAT of $100
million in year 1 and are expected to increase their revenues and earnings at 5
percent per year, so their projected earnings are identical. If the popular view
that value depends only on earnings were true, the two companies’ values
also would be the same. But this simple example demonstrates how wrong
that view can be.

EXHBIT 32 Tale of Two Companies: Same Earnings, Different Cash Flows

$ million
Value Inc. Year 1 Year 2 Year 3 Year 4 Year 5
NOPAT' 100 105 110 116 122
Investment (25) (26) (28) (29) (31)
Cash flow 75 79 82 87 91
Volume Inc. Year 1 Year 2 Year 3 Year 4 Year 5
NOPAT! 100 105 110 116 122
Investment (50) (53) (55) (58) (61)

Cash flow 50 52 55 58 61

" Net operating profit after taxes
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Almost all companies need to invest in plant, equipment, or working capi-
tal to grow. Free cash flow is what’s left over for investors once investments
have been subtracted from earnings. Value Inc. generates higher free cash
flows with the same earnings because it invests only 25 percent of its profits—
its investment rate—to achieve the same profit growth as Volume Inc., which
invests 50 percent of its profits. Value Inc.’s lower investment rate results in
50 percent higher cash flows each year than Volume Inc. sees while generating
the same level of profits.

We can value the two companies by discounting their future free cash
flows at a discount rate that reflects what investors expect to earn from in-
vesting in the companies—that is, their cost of capital. For both companies,
we assumed their growth and investment rates were perpetual, and we dis-
counted each year’s cash flow to the present at a 10 percent cost of capital. So,
for example, Value Inc.’s year 1 cash flow of $75 million has a present value of
$68 million today (see Exhibit 3.3). We summed each year’s results to derive
a total present value of all future cash flows: $1,500 million for Value Inc. and
$1,000 million for Volume Inc.

The companies’ values can also be expressed as price-to-earnings ra-
tios (P/Es). Divide each company’s value by its first-year earnings of $100
million. Value Inc.’s P/E is 15, while Volume Inc.’s is only 10. Despite
identical earnings and growth rates, the companies have different earn-
ings multiples because their cash flows are so different. Value Inc. gener-
ates higher cash flows because it doesn’t have to invest as much as Volume
Inc. does.

Differences in ROIC—defined here as the incremental NOPAT earned
each year relative to the prior year’s investment—are what drives difference
in investment rates. In this case, Value Inc. invested $25 million in year

ExHIBIT 33 Value Inc.: DCF Valuation

$ million
Value Inc.

Year 1 Year 2 Year3 Year 4 Year 5 Year X Sum
NOPAT! 100 105 110 116 122
Investment (25) (26) (28) (29) (31)
Cash flow 75 79 82 87 91 o
Value today 68 65 62 59 56 . 1,500

Present value of 75 Present value of 87
discounted at 10% for discounted at 10% for

1 year 4 years

" Net operating profit after taxes
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1 to increase its profits by $5 million in year 2. Its return on new capital
is 20 percent ($5 million of additional profits divided by $25 million of
investment).® In contrast, Volume Inc.’s return on invested capital is 10
percent ($5 million in additional profits in year 2 divided by an investment
of $50 million).

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

Growth = ROIC x Investment Rate
Applying the formula to Value Inc.:
5% =20% % 25%
Applying it to Volume Inc.:
5% =10% x50%

As you can see, Volume Inc. needs a higher investment rate to achieve the
same growth.
Another way to look at this comparison is in terms of cash flow:

Cash Flow = Earnings x (1 - Investment Rate)
In this equation, the investment rate is equal to growth divided by ROIC:
Cash Flow = Earnings x (1 - Growth /ROIC)
For Value Inc.:

$75=$100% (1 - 5%/ 20%)
= $100% (1 —25%)

For Volume Inc.:

$50 = $100 % (1 — 5% /10%)
= $100% (1 - 50%)

Since the three variables are tied together mathematically, you can describe
a company’s performance with any two variables. We generally describe a
company’s performance in terms of growth and ROIC because, as mentioned
earlier, you can analyze growth and ROIC across time and versus peers.

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.
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EXHIBIT 3.4 Translating Growth and ROIC into Cash Flow Available for Distribution

% of NOPAT

9% -14 0 31 64

Growth 6% 14 33 54 76

3% 57 67 77 88

7% 9% 13% 25%

ROIC

Exhibit 3.4 shows how different combinations of growth and ROIC gen-
erate different levels of cash flow that can be paid out to investors. The
numbers in the boxes represent cash flow as a percentage of NOPAT, which
represents the profits available for distribution to investors. You can see
that as growth slows at any level of ROIC, the cash generated per dollar of
NOPAT increases. That explains why even maturing companies experienc-
ing slowing growth can pay out much larger amounts of their earnings to
investors. Note also that companies with high ROIC tend to generate lots of
cash flow as long as they are growing modestly. This explains why mature
tech and pharma companies with high returns on capital pay out so much
of their earnings to investors. They don’t really have a choice, because they
typically generate much more cash flow than they can reinvest at attractive
returns on capital.

Note that near-term cash flow by itself may not be a meaningful perfor-
mance indicator. Consider what would happen if Value Inc. were to find
more investment opportunities at a 25 percent ROIC and be able to increase
its growth to 8 percent per year. Exhibit 3.5 shows the projected NOPAT
and cash flow. Because it would be growing faster, Value Inc. would need
to invest more of its earnings each year, so its cash flow at 8 percent growth
would be lower than at 5 percent growth until year 9. However, its value,
which at 5 percent growth would be $1.5 billion, would double at 8 per-
cent growth to $3 billion, because its cash flows would be higher in the
long term.
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EXHBIT 35 Value Inc.: Lower Initial Cash Flow at Higher Growth Rate

$ million
5% growth
Year1 Year2 Year3 Year4 Year5 Year6 Year7 Year8 Year9 Year10 Year11 Year12
NOPAT 100 105 110 116 122 128 138 141 148 155 163 171
Net investment (25) (26) (28) (29) (30) (32) (34) (35) (37) (39) (41) (43)
Cash flow 75 79 83 87 91 96 101 106 111 116 122 128
8% growth
Year1 Year2 Year3 Year4 Year5 Year6 Year7 Year8 Year9 Year10 Year11 Year12
NOPAT 100 108 17 126 136 147 159 17 185 200 216 233
Net investment (40) (43) (47) (50) (54) (59) (63) (69) (74) (80) (86) (93)
Cash flow 60 65 70 76 82 88 95 103 111 120 130 140

!

Higher growth rate initially generates less cash flow

If you simplify some assumptions—for example, that a company grows
at a constant rate and maintains a constant ROIC—you can reduce the dis-
counted cash flow to a simple formula. We call this the value driver formula.
Here, NOPAT represents the net operating profit after taxes, g is the growth
rate of the company, and WACC is the cost of capital.

NOPAT,[1-— 8 _
ROIC
WACC-g¢

Value =

Using this equation, you can see that value is driven by growth, ROIC,
and the cost of capital, just as we described in the example. In practice,
we rarely use this formula by itself, because of its assumption of con-
stant growth and ROIC forever. Still, we find it useful as a reminder of
the elements that drive value. Note that improving ROIC, for any level of
growth, always increases value because it reduces the investment required
for growth. The impact of growth, however, is ambiguous, as it appears in
both the numerator and the denominator. In the next section, we’ll show
that faster growth increases value only when a company’s ROIC is greater
than its cost of capital. At the end of this chapter, we’ll also show how this
equation is derived.
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BALANCING ROIC AND GROWTH TO CREATE VALUE

It is possible to create a matrix that shows how different combinations of
growth and ROIC translate into value (Exhibit 3.6). Each cell in the matrix
represents the present value of future cash flows under each of the assump-
tions of growth and ROIC, discounted at the company’s cost of capital. This
case assumes a 9 percent cost of capital and a company that earns $100 in the
first year.*

Observe that for any level of growth, value increases with improvements
in ROIC. In other words, when all else is equal, a higher ROIC is always good,
because it means that the company doesn’t have to invest as much to achieve
a given level of growth. The same can’t be said of growth. When ROIC is
high, faster growth increases value. But when ROIC is lower than the com-
pany’s cost of capital, faster growth destroys value. When return on capital
is lower than the cost of capital, growing faster means investing more at a
value-destroying return. Where ROIC equals the cost of capital, we can draw
the dividing line between creating and destroying value through growth. On
that line, value is neither created nor destroyed, regardless of how fast the
company grows. It’s as if management were on a treadmill. They’re working
hard, but after their workout, they are right where they started.

From the exhibit, you can also see that a company with high ROIC and low
growth may have a similar or higher valuation multiple than a company with

EXHIBIT 36 Translating Growth and ROIC into Value

Value,' $

9% 400 1,100 1,900 2,700

Growth | 6% 600 1,100 1,600 2,100

3% 800 1,100 1,400 1,600

7% 9% 13% 25%

ROIC

T Present value of future cash flows, assuming year 1 earnings of $100 and a 9% cost of capital. After 15 years, all scenarios grow at 4.5%.

* We made explicit cash flow forecasts for the first 15 years and assumed that growth after that point
converges on 4.5 percent in all scenarios. If a company grew faster than the economy forever, it would
eventually overtake the entire world economy.
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higher growth but low ROIC. For example, at the end of 2017, Brown-Forman
and Costco were both valued with a ratio of enterprise value to pretax oper-
ating profits in the range of 19 to 20 times. Yet Costco had been growing at
7 percent per year over the prior three years, while Brown-Forman had grown
at less than 2 percent per year. Again, Brown-Forman made up for its lower
growth with a higher ROIC of 30 percent in 2017, versus 15 percent for Costco
(which is good for a capital-intensive, low-margin retailer).

We sometimes hear the argument that even low-ROIC companies should
strive for growth. The logic is that if a company grows, its ROIC will naturally
increase. However, we find this is true only for young, start-up businesses.
Most often in mature companies, a low ROIC indicates a flawed business
model or unattractive industry structure. Don’t fall for the trap that growth
will lead to scale economies that automatically increase a company’s return on
capital. It almost never happens for mature businesses.

SOME EXAMPLES

The logic laid out in this section reflects the way companies perform in the
stock market. Recall the earlier explanation of why shareholder returns for
Costco and Brown-Forman were the same even though earnings for Costco
grew much faster. Another example of the relative impact of growth and ROIC
on value is Rockwell Automation, which provides integrated systems to mon-
itor and control automation in factories. Rockwell’s total shareholder returns
(TSR) from 1995 to 2018 were 19 percent per year, placing it in the top quar-
tile of industrial companies. During this period, Rockwell’s revenues actually
shrank from $13 billion in 1995 to $7 billion in 2018 as it divested its aviation
and power systems divisions. The major factor behind its high TSR was its
success in increasing ROIC, from about 12 percent in the mid-1990s to about
35 percent in 2018 (including goodwill). After spinning off its aviation busi-
ness (now known as Rockwell Collins) in 2001, Rockwell focused on its core
industrial-automation business and improved ROIC significantly. While this
was partially accomplished by divesting lower-margin ancillary businesses,
the majority of the improvement came from operational improvement in in-
dustrial automation. The company publicly reiterated its focus on cost and
capital productivity many times during the period.

Clearly, the core valuation principle applies at the company level. We have
found that it applies at the sector level, too. Consider companies as a whole in
the consumer packaged-goods sector. Even though well-known names in the
sector such as Procter & Gamble and Colgate-Palmolive aren’t high-growth
companies, the market values them at average or higher earnings multiples
because of their high returns on invested capital.

The typical large packaged-goods company increased its revenues 1.2 per-
cent a year from 2014 to 2019, slower than the median of about 4.5 percent for
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all Standard & Poor’s (S&P) 500 companies, excluding financial institutions.
Yet at the end of 2018, the median P/E of consumer packaged-goods compa-
nies was about 15, almost exactly the same as the median S&P 500 company.
The valuations of companies in this sector rested on their high ROICs—in
aggregate above 40 percent, compared with an aggregate ROIC of 22 percent
for the S&P 500 in 2018.

To test whether the core valuation principle also applies at the level of
countries and the aggregate economy, we compared large companies based
in Europe and the United States. The median trailing P/E ratio for large U.S.
companies was 15.5 times, versus 12.8 for large European companies. The
difference in valuation relative to invested capital is even more extreme. The
median enterprise value to invested capital for U.S. companies was 5.4, ver-
sus 3.2 for European companies. Some executives assume the reason is that
investors are simply willing to pay higher prices for shares of U.S. compa-
nies (an assumption that has prompted some non-U.S. companies to consider
moving their share listings to the New York Stock Exchange in an attempt
to increase their value). But the real reason U.S. companies trade at higher
multiples is that they typically earn higher returns on invested capital. The
median large U.S. company earned a 30 percent ROIC (before goodwill and
intangibles) in 2018, while the median large European company earned 19
percent. A large part of the difference is a different industry mix; the United
States has many more high-ROIC pharmaceutical, medical-device, and tech-
nology companies. These broad comparisons also hide the fact that some
European companies—for example, Robert Bosch in auto parts and Reck-
itt Benckiser in consumer packaged goods—outperform many of their U.S.
counterparts.

More evidence showing that ROIC and growth drive value appears in
Chapter 7.

IMPLICATIONS FOR MANAGERS

We'll dive deeper into the managerial dimensions of ROIC and growth in
Chapters 8 and 9, respectively. For now, we outline several lessons managers
should learn for strategic decision making.

Start by referring back to Exhibit 3.6, because it contains the most im-
portant strategic insights for managers concerning the relative impact that
changes in ROIC and growth can have on a company’s value. In general,
companies already earning a high ROIC can generate more additional value
by increasing their rate of growth, rather than their ROIC. For their part, low-
ROIC companies will generate relatively more value by focusing on increas-
ing their ROIC.

For example, Exhibit 3.7 shows that a typical high-ROIC company, such
as a branded consumer packaged—-goods company, can increase its value by
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EXHIBIT 3.7 Increasing Value: Impact of Higher Growth and ROIC

Change in value, %
High-ROIC company Moderate-ROIC company
Typical packaged-goods company Typical retailer

1 percentage point 10% 5%
higher growth

1 percentage point 6% 15%
higher ROIC

10 percent if it increases its growth rate by one percentage point, while a
typical moderate-ROIC company, such as the average retailer, will increase
its value by only 5 percent for the same increase in growth. In contrast, the
moderate-ROIC company gets a 15 percent bump in value from increasing
its return on invested capital by one percentage point, while the high-ROIC
company gets only a 6 percent bump from the same increase in return on
invested capital.

The general lesson is that high-ROIC companies should focus on growth,
while low-ROIC companies should focus on improving returns before grow-
ing. Of course, this analysis assumes that achieving a one-percentage-point
increase in growth is as easy as achieving a one-percentage-point increase in
ROIC, everything else being constant. In reality, achieving either type of in-
crease poses different degrees of difficulty for different companies in different
industries, and the impact of a change in growth and ROIC will also vary
between companies. However, every company needs to conduct the analysis
to set its strategic priorities.

Until now, we have assumed that all growth earns the same ROIC and
therefore generates the same value, but this is clearly unrealistic: different
types of growth earn different returns on capital, so not all growth is equally
value-creating. Each company must understand the pecking order of growth-
related value creation that applies to its industry and company type.

Exhibit 3.8 shows the value created from different types of growth for a
typical consumer products company.® These results are based on cases with
which we are familiar, not on a comprehensive analysis. Still, we believe they
reflect the broader reality.® The results are expressed in terms of value created
for $1.00 of incremental revenue. For example, $1.00 of additional revenue
from a new product creates $1.75 to $2.00 of value. The most important impli-
cation of this chart is the rank order. New products typically create more value
for shareholders, while acquisitions typically create the least. The key to the
difference between these extremes is differences in returns on capital for the
different types of growth.

5This exhibit will look different for different industries.
© 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.
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EXHBIT 38 Value Creation by Type of Growth

Shareholder value created for incremental $1.00 of revenue, $

Introduce new products o————o
Expand an existing business ——o
Increase share of a growing market *—e
Compete for share in a stable market [ S
Acquire businesses or—e
-05 0 05 1 1.5 2 25

"Value for a typical consumer packaged goods company.

Growth strategies based on organic new-product development frequently
have the highest returns because they don’t require much new capital; com-
panies can add new products to their existing factory lines and distribution
systems. Furthermore, the investments to produce new products are not all
required at once. If preliminary results are not promising, future investments
can be scaled back or canceled.

Acquisitions, by contrast, require that the entire investment be made up
front. The amount of 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 enough to generate an attractive ROIC, the rate of return is
typically only a small amount higher than 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 is not reflected in
the numbers. By contrast, acquisitions typically bring existing revenues and
cash flows that limit the downside risk to the acquirer. But including the risk
of failure would not change the pecking order of investments from a value-
creation viewpoint.

The interaction between growth and ROIC is a key factor to consider when
assessing the likely impact of a particular investment on a company’s overall
ROIC. For example, we've found that some very successful, high-ROIC com-
panies in the United States are reluctant to invest in growth if it will reduce
their returns on capital. One technology company had a 30 percent operating
margin and ROIC of more than 50 percent, 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 the first principle of value creation would lead you to expect,
even an opportunity with a 25 percent return would still create value as long
as the cost of capital was lower, despite the resulting decline in average ROIC.

The evidence backs this up. We examined the performance of 157 companies
with high (greater than 20 percent) ROIC over two time periods: 1996-2005
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EXHBIT 39 Impact of Growth and ROIC on High- and Low-ROIC Companies

Median annualized TSR vs. S&P 500, 1996-2005 and 2010-2017, %

Drivers of performance Performance, by high vs. low ROIC

Change in Companies with ROIC Companies with ROIC of
Growth ROIC over 20% 6%—9%
Above average Increased 6 4
Above average Decreased 2 -2
Below average Increased 0 3
Below average Decreased -3 -7

Source: B. Jiang and T. Koller, “How to Choose between Growth and ROIC,” McKinsey on Finance, no. 25 (Autumn 2007): 19-22. Updated to include 2010-2017 data
by the authors of this book.

and 2010-2017.7 Not surprisingly, the companies that created the most value,
measured by total shareholder returns, were those that grew fastest and main-
tained their high ROICs (see Exhibit 3.9). But the second-highest value creators
within this group were those that grew fastest even though they experienced
moderate declines in their ROICs. They created more value than companies
that increased their ROICs but grew slowly.

We've also seen companies with low returns pursue growth on the as-
sumption that this will also improve their profit margins and returns, rea-
soning that growth will increase ROIC by spreading fixed costs across more
revenues. As mentioned earlier in this chapter, however, except at small start-
up companies, faster growth rarely fixes a company’s ROIC problem. Low re-
turns usually indicate a poor industry structure (as is the case with airlines in
Europe and Asia),® a flawed business model, or weak execution. If a company
has a problem with ROIC, the company shouldn’t grow until the problem
is fixed.

The evidence backs this up as well. We examined the performance of 110
low-ROIC companies (the right column in Exhibit 3.9). The companies that

7B. Jiang and T. Koller, “How to Choose between Growth and ROIC,” McKinsey on Finance, no. 25 (Au-
tumn 2007): 19-22. Updated to include 2010-2017 data by the authors of this book.

8 Airlines have traditionally suffered from overcapacity and lack of differentiation, leading to price
competition and low returns. Recently, U.S. airlines, after a wave of consolidation, have been disci-
plined about adding capacity and creating ways to charge for services, like checking bags, with the
result that returns on capital are higher than in the past.
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EXHIBIT3.10 Impact on Value of Improving Margin vs. Capital Productivity

Increase in value from improving ROIC by 1 percentage point’
% change

Through margin Through capital Ratio of margin impact to

ROIC, % improvement productivity capital productivity impact
10 200 135 1.2x

20 6.7 29 2.3x

30 4.0 1.2 3.4x

40 29 0.6 4.6x

" For a company with a 9% cost of capital.

had low growth but increased their ROICs outperformed the faster-growing
companies that did not improve their ROICs.

One final factor for management to consider is the method by which it
chooses to improve ROIC. A company can increase ROIC by either improv-
ing profit margins or improving capital productivity. With respect to future
growth, it doesn’t matter which of these paths a company emphasizes. But
for current operations, at moderate ROIC levels, a one-percentage-point in-
crease in ROIC through margin improvement will have a moderately higher
impact on value relative to improving capital productivity. At high levels of
ROIC, though, improving ROIC by increasing margins will create much more
value than an equivalent ROIC increase by improving capital productivity.
Exhibit 3.10 shows how this works for a company that has a 9 percent cost
of capital.

The reason for this relationship is best explained by an example. Con-
sider a company with zero growth, $1,000 of revenues, $100 of profits, and
$500 of invested capital (translating to a 10 percent margin, a 50 percent
ratio of invested capital to revenues, and ROIC of 20 percent). One way to
increase ROIC by one percentage point is to increase the profit margin to
10.5 percent, increasing profits by $5. Since the company is not growing,
the $5 of extra profits translates to $5 of cash flow each year going forward.
Discounting at a 10 percent cost of capital, this represents a $50 increase in
value. The company could also increase ROIC by reducing working capital.
If it reduced working capital by $24, ROIC would increase to 21 percent
($100 divided by $476). The company’s value would increase only by the
$24 one-time cash inflow from reducing working capital. Future cash flows
would not be affected.

ECONOMIC PROFIT COMBINES ROIC AND SIZE

You can also measure a company’s value creation using economic profit, a
measure that combines ROIC and size into a currency metric (here we use the
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U.S. dollar). Economic profit measures the value created by a company in a
single period and is defined as follows:

Economic Profit = Invested Capital x (ROIC — Cost of Capital)

In other words, economic profit is the spread between the return on invested
capital and the cost of capital times the amount of invested capital. Value Inc.’s
economic profit for year 1 is $50 (Value Inc. must have $500 of starting capital
if it earns $100 at a 20 percent return in year 1):

Economic Profit = $500 x (20% — 10%)
=$500 % 10%
=$50

Volume Inc.’s economic profit in year 1 is zero (Volume Inc. must have $1,000
of starting capital if it earns $100 at a 10 percent return in year 1):

Economic Profit = $1,000 % (10% —10%)
=%$1,000x 0%
=$0

You can also value a company by discounting its projected economic profit at
the cost of capital and adding the starting invested capital. Value Inc. starts
with $500 of invested capital. Its economic profit in year 1 is $50, which grows
at 5 percent. Discounting the growing economic profit at a 10 percent discount
rate gives a present value of economic profit of $1,000.” Use these amounts to
solve for value:

Value = Starting Invested Capital + PV(Projected Economic Profit)
=$500 + $1,000
=$1,500

The value of Value Inc. using the economic-profit approach is $1,500, exactly
the same as with the discounted-cash-flow (DCF) approach.

Economic profit is also useful for comparing the value creation of differ-
ent companies or business units. Consider Value Inc.’s economic profit of $50.
Suppose Big Inc. had $5,000 in invested capital but earned only a 15 percent
return on capital (and assume it doesn’t have investment opportunities with

° The present value of economic profit for a growing perpetuity is economic profit in year 1 divided by
the cost of capital minus the growth rate. For Value Inc., the present value of economic profit is there-
fore $50/(10% — 5%).



42 FUNDAMENTAL PRINCIPLES OF VALUE CREATION

higher returns on capital). Its economic profit would be $250. Clearly, creating
$250 of economic profit is preferable to creating $50.

Finally, measuring performance in terms of economic profit encourages a
company to undertake investments that earn more than their cost of capital,
even if their return is lower than the current average return. Suppose Value
Inc. had the opportunity to invest an extra $200 at a 15 percent return. Its av-
erage ROIC would decline from 20 percent to 18.6 percent, but its economic
profit would increase from $50 to $60.

CONSERVATION OF VALUE

A corollary of the principle that discounted cash flow (DCF) drives value is
the conservation of value: anything that doesn’t increase cash flows doesn’t
create value. That means value is conserved, or unchanged, when a company
changes the ownership of claims to its cash flows but doesn’t change the total
available cash flows—for example, when it substitutes debt for equity or is-
sues debt to repurchase shares. Similarly, changing the appearance of the cash
flows without actually changing the cash flows—say, by changing accounting
techniques—doesn’t change the value of a company.!® While the validity of
this principle is obvious, it is worth emphasizing because executives, inves-
tors, and pundits so often forget it, as when they hope that one accounting
treatment will lead to a higher value than another or that some fancy financial
structure will turn a mediocre deal into a winner.

The battle over how companies should account for executive stock options
illustrates the extent to which executives continue to believe (erroneously)
that the stock market is unaware of the conservation of value. Even though
there is no cash effect when executive stock options are issued, they reduce
the cash flow available to existing shareholders by diluting their ownership
when the options are exercised. Under accounting rules dating back to the
1970s, companies could exclude the implicit cost of executive stock options
from their income statements. In the early 1990s, as options became more ma-
terial, the Financial Accounting Standards Board (FASB) proposed a change to
the accounting rules, requiring companies to record an expense for the value
of options when they are issued. A large group of executives and venture
capitalists thought investors would be spooked if options were brought onto
the income statement. Some claimed that the entire venture capital industry
would be decimated because young start-up companies that provide much
of their compensation through options would show low or negative profits.

The FASB issued its new rules in 2004,'! more than a decade after taking
up the issue and only after the bursting of the dot-com bubble. Despite dire

10Tn some cases, a company can increase its value by reducing its cost of capital by using more debt
in its capital structure. However, even in this case, the underlying change is to reduce taxes, but the
overall pretax cost of capital doesn’t change. See Chapter 33 for further discussion.

1 Financial Accounting Standard 123R, released in December 2004, effective for periods beginning after
June 15, 2005.
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predictions, the stock prices of companies didn’t change when the new ac-
counting rules were implemented, because the market already reflected the
cost of the options in its valuations of companies.!? One respected analyst told
us, “I don’t care whether they are recorded as an expense or simply disclosed
in the footnotes. I know what to do with the information.”

In this case, the conservation of value principle explains why executives
didn’t need to worry about any effects that changes in stock option account-
ing would have on their share price. The same applies to questions such as
whether an acquisition creates value simply because reported earnings in-
crease, whether a company should return cash to shareholders through share
repurchases instead of dividends, or whether financial engineering creates
value. In every circumstance, executives should focus on increasing cash flows
rather than finding gimmicks that merely redistribute value among investors
or make reported results look better. Executives should also be wary of pro-
posals that claim to create value unless they’re clear about how their actions
will materially increase the size of the pie. If you can’t pinpoint the tangible
source of value creation, you're probably looking at an illusion, and you can
be sure that’s what the market will think, too.

Conserving Value: A Brief History

The value conservation principle is described in the seminal textbook Principles
of Corporate Finance, by Richard Brealey, Stewart Myers, and Franklin Allen.’3
One of the earliest applications of the principle can be found in the pioneering
work of Nobel Prize winners Franco Modigliani and Merton Miller, financial
economists who in the late 1950s and early 1960s questioned whether man-
agers could use changes in capital structure to increase share prices. In 1958,
they showed that the value of a company shouldn’t be affected by changing
the structure of the debt and equity ownership unless the overall cash flows
generated by the company also change.!*

Imagine a company that has no debt and generates $100 of cash flow each
year before paying shareholders. Suppose the company is valued at $1,000.
Now suppose the company borrows $200 and pays it out to the shareholders.
Our knowledge of the core valuation principle and the value conservation
principle tells us that the company would still be worth $1,000, with $200 for
the creditors and $800 for the shareholders, because its cash flow available to
pay the shareholders and creditors is still $100.

12D. Aboody, M. Barth, and R. Kasznik, “Firms’ Voluntary Recognition of Stock-Based Compensation
Expense,” Journal of Accounting Research 42, no. 2 (December 2004): 251-275; D. Aboody, M. Barth, and
R. Kasznik, “SFAS No. 123 Stock-Based Compensation Expense and Equity Market Values,” Account-
ing Review 79, no. 2 (2004): 251-275; M. Semerdzhian, “The Effects of Expensing Stock Options and a New
Approach to the Valuation Problem” (working paper, May 2004, SSRN).

I3R. Brealey, S. Myers, and F. Allen, Principles of Corporate Finance, 12th ed. (New York: McGraw-Hill/
Irwin, 2017).

14 F. Modigliani and M. H. Miller, “The Cost of Capital, Corporation Finance and the Theory of Invest-
ment,” American Economic Review 48, no. 3 (1958): 261-297.
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In most countries, however, borrowing money does change cash flows
because interest payments are tax deductible. The total taxes paid by the
company are lower, thereby increasing the cash flow available to pay both
shareholders and creditors. In addition, having debt may induce managers to
be more diligent (because they must have cash available to repay the debt on
time) and, therefore, increase the company’s cash flow. On the downside, hav-
ing debt could make it more difficult for managers to raise capital for attrac-
tive investment opportunities, thereby reducing cash flow. The point is that
what matters isn’t the substitution of debt for equity in and of itself; it matters
only if the substitution changes the company’s cash flows through tax reduc-
tions or if associated changes in management decisions change cash flows.

In a similar vein, finance academics in the 1960s developed the idea of
efficient markets. While the meaning and validity of efficient markets are sub-
jects of continuing debate, especially after the bursting of the dot-com and
real estate bubbles, one implication of efficient-market theory remains: the
stock market isn’t easily fooled when companies undertake actions to increase
reported accounting profit without increasing cash flows. One example is the
market’s reaction to changes in accounting for employee stock options, as
described in the previous section of this chapter. And when the FASB elimi-
nated goodwill amortization effective in 2002 and the International Account-
ing Standards Board (IASB) did the same in 2005, many companies reported
increased profits, but their underlying values and stock prices didn’t change,
because the accounting change didn’t affect cash flows. The evidence is over-
whelming that the market isn’t fooled by actions that don’t affect cash flow, as
we will show in Chapter 7.

A Tool for Managers

The conservation of value principle is so useful because it tells us what to look
for when analyzing whether some action will create value: the cash flow im-
pact and nothing else. This principle applies across a wide range of important
business decisions, such as accounting policy, acquisitions (Chapter 31), cor-
porate portfolio decisions (Chapter 28), dividend payout policy (Chapter 33),
and capital structure (also Chapter 33).

This section provides three examples where applying the conservation of
value principle can be useful: share repurchases, acquisitions, and financial
engineering.

Share Repurchases Share repurchases have become a popular way for com-
panies to return cash to investors (see Chapter 33 for more detail). Until the
early 1980s, more than 90 percent of the total distributions by large U.S. com-
panies to shareholders were dividends, and less than 10 percent were share



CONSERVATION OF VALUE 45

repurchases. But since 1998, about 50 percent of total distributions have been
share repurchases.'®

While buying back shares is often a good thing for management to do, a
common fallacy is that share repurchases create value simply because they
increase earnings per share (EPS).1® For example, assume that a company with
$700 of earnings and 1,000 shares outstanding borrows $1,000 to repurchase
10 percent of its shares. For every $1,000 of shares repurchased, the company
will pay, say, 5 percent interest on its new debt. After tax savings of 25 percent,
its total earnings would decline by $37.50, or 5.4%. However, the number of
shares has declined by 10 percent, so earnings per share (EPS) would increase
by about 5 percent.

A 5 percent increase in EPS without working very hard sounds like a great
deal. Assuming the company’s P/E ratio doesn’t change, its market value per
share also will increase by 5 percent. In other words, you can get something
for nothing: higher EPS with a constant P/E.

Unfortunately, this doesn’t square with the conservation of value, because
the total cash flow of the business has not increased. While EPS has increased
by 5 percent, the company’s debt has increased as well. With higher leverage,
the company’s equity cash flows will be more volatile, and investors will de-
mand a higher return. This will bring down the company’s P/E, offsetting the
increase in EPS.

Moreover, you must consider where the company could have invested the
cash rather than returning it to shareholders. If the return on capital from
the investment exceeded the company’s cost of capital, it’s likely that the
longer-term EPS would be higher from the investment than from the share
repurchases. Share repurchases increase EPS immediately, but possibly at the
expense of lower long-term earnings.!”

However, even if cash flow isn’t increased by a buyback, some have rightly
argued that repurchasing shares can reduce the likelihood that management
will invest the cash at low returns. If this is true and it is likely that manage-
ment would otherwise have invested the money unwisely, then you have a
legitimate source of value creation, because the operating cash flows of the
company would increase. Said another way, when the likelihood of investing
cash at low returns is high, share repurchases make sense as a tactic for avoid-
ing value destruction. But they don’t in themselves create value.

Some argue that management should repurchase shares when the compa-
ny’s shares are undervalued. Suppose management believes that the current

15T Koller, “Are Share Buybacks Jeopardizing Future Growth?,” McKinsey on Finance, no. 56 (October
2015), www.mckinsey.com.

160, Ezekoye, T. Koller, and A. Mittal, “How Share Repurchases Boost Earnings without Improving
Returns,” McKinsey on Finance, no. 58 (April 2016), www.mckinsey.com.

17 1bid.
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share price of the company doesn’t reflect its underlying potential, so it buys
back shares today. One year later, the market price adjusts to reflect manage-
ment’s expectations. Has value been created? Once again, the answer is no,
value has not been created; it has only been shifted from one set of sharehold-
ers (those who sold) to the shareholders who did not sell. So while the hold-
ing shareholders may have benefited, the shareholders as a whole were not
affected. Buying back shares when they are undervalued may be good for the
shareholders who don’t sell, but studies of share repurchases have shown that
companies aren’t very good at timing share repurchases, often buying when
their share prices are high, not low.!

Executives as a rule need to exercise caution when presented with trans-
actions like share repurchases that appear to create value by boosting EPS.
Always ask, “Where is the source of the value creation?” Some research and
development (R&D)-intensive companies, for example, have searched for
ways to capitalize R&D spending through complex joint ventures, hoping
to lower expenses that reduce EPS. But does the joint venture create value
by increasing short-term EPS? No, and in fact it may destroy value because
the company now transfers upside potential—and risk, of course—to its
partners.

Acquisitions Chapter 31 covers acquisitions in more detail, but for now we
can say that acquisitions create value only when the combined cash flows
of the two companies increase due to cost reductions, accelerated revenue
growth, or better use of fixed and working capital.

To give you a sense of how a good transaction might work, we’ll use the
example of United Rentals” purchase of RSC (another equipment rental com-
pany) for $1.9 billion in 2011. Within several years, they had achieved more
than $250 million of annual cost savings. We conservatively estimated that the
cost savings were worth over $1.5 billion in present value. That’s equivalent to
about 80 percent of the purchase price.

A revenue acceleration example comes from Johnson & Johnson, which
in 1994 acquired Neutrogena, a maker of skin-care products, for $924 million.
Over the next eight years, management introduced 20 new products within
existing product categories and launched an entire line of men’s care products.
It also accelerated the brand’s presence outside the United States. As a result,
J&J increased Neutrogena'’s sales from $281 million to $778 million by 2002.

18B. Jiang and T. Koller, “The Savvy Executive’s Guide to Buying Back Shares,” McKinsey on Finance, no.
41 (Autumn 2011): 14-17. The results here are counter to academic studies that were based on earlier
samples and included many small companies. Our study included only companies in the S&P 500.
When share buybacks were rare, announcements were made with great fanfare and often provided
strong signals of management’s concern for capital discipline. Most of the fanfare has faded, as compa-
nies regularly repurchase shares, so announcements aren’t a surprise to the market anymore.
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The common element of both these acquisitions was radical performance
improvement, not marginal change. But sometimes we have seen acquisitions
justified by what could only be called magic.

Assume, for example, that Company A is worth $100 and Company B is
worth $50, based on their respective expected cash flows. Company A buys
Company B for $50, issuing its own shares. For simplicity, assume that the
combined cash flows are not expected to increase. What is the new Company
AB worth?

Immediately after the acquisition, the two companies are the same as they
were before, with the same expected cash flows, and the original sharehold-
ers of the two companies still own the shares of the combined company. So
Company AB should be worth $150, and the original A shareholders” shares
of AB should be worth $100, while the original B shareholders” shares of AB
should be worth $50.

As simple as this seems, some executives and financial professionals will
still see some extra value in the transaction. Assume that Company A is ex-
pected to earn $5 next year, so its P/E is 20 times. Company B is expected to
earn $3 next year, so its P/E is 16.7 times. What then will be the P/E of Com-
pany AB? A straightforward approach suggests that the value of Company
AB should remain $150. Its earnings will be $8, so its P/E will be about 18.8,
between A’s and B’s P/Es. But here’s where the magic happens. Many execu-
tives and bankers believe that once A buys B, the stock market will apply A’s
P/E of 20 to B’s earnings. In other words, B’s earnings are worth more once
they are owned by A. By this thinking, the value of Company AB would be
$160, a $10 increase in the combined value.

There are even terms for this: multiple expansion in the United States and
rerating in the United Kingdom. The notion is that the multiple of Company
B’s earnings expands to the level of Company A’s because the market doesn’t
recognize that perhaps the new earnings added to A are not as valuable. This
must be so, because B’s earnings will now be all mixed up with A’s, and the
market won’t be able to tell the difference.

Another version of the multiple-expansion illusion works the other way
around. Now suppose Company B purchases Company A. We've heard the
argument that since a company with a lower price-to-earnings (P/E) ratio is
buying a higher-P/E company, it must be getting into higher-growth busi-
nesses. Higher growth is generally good, so another theory postulates that
because B is accelerating its growth, its P/E will increase.

If multiple expansion were true, all acquisitions would create value be-
cause the P/E on the lower-P/E company’s earnings would rise to that of the
company with the higher P/E, regardless of which was the buyer or seller. But
no data exist that support this fallacy. Multiple expansion may sound great,
but it is an entirely unsound way of justifying an acquisition that doesn’t have
tangible benefits.
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Every corporate leader must know this. So why are we discussing such
obvious fallacies? The answer is that companies often do justify acquisitions
using this flawed logic. Our alternative approach is simple: if you can’t point
to specific sources of increased cash flow, the stock market won’t be fooled.

Financial Engineering Another area where the value conservation principle
is important is financial engineering, which unfortunately has no standard
definition. For our purposes, we define financial engineering as the use of
financial instruments or structures other than straight debt and equity to man-
age a company'’s capital structure and risk profile.

Financial engineering can include the use of derivatives, structured debt,
securitization, and off-balance-sheet financing. While some of these activities
can create real value, most don’t. Even so, the motivation to engage in non-
value-added financial engineering remains strong because of its short-term,
illusory impact.

Consider that many of the largest hotel companies in the United States
don’t own most of the hotels they operate. Instead, the hotels themselves are
owned by other companies, often structured as partnerships or real estate in-
vestment trusts (REITs). Unlike corporations, partnerships and REITs don't
pay U.S. income taxes; only their owners do. Therefore, an entire layer of taxa-
tion is eliminated by placing hotels in partnerships and REITs in the United
States. This method of separating ownership and operations lowers total in-
come taxes paid to the government, so investors in the ownership and oper-
ating companies are better off as a group, because their aggregate cash flows
are higher. This is an example of financial engineering that adds real value by
increasing cash flows.

In contrast, sale-leaseback transactions rarely create value for investment-
grade companies.!? In a sale-leaseback transaction, a company sells an asset
that it owns but wants to continue to use, such as an office building, to a buyer
who then leases it back to the company. Often, the company structures the
lease so that it is treated as a sale for accounting purposes, and then removes
the asset from the company’s balance sheet. It can also use the sale proceeds
to pay down debt. Now it appears that the company has fewer assets and
less debt. Rental expense replaces future depreciation and interest expense
(though rental expense is typically higher than the sum of depreciation and
interest expense).

For larger investment-grade companies, the implied interest rate on the
lease is often higher than the company’s regular borrowing rate, because the
lessor uses the creditworthiness of the lessee to finance its purchase. In ad-
dition, the company buying the asset must cover its cost of equity and its
operating costs.

19 Both the FASB and IASB changed the lease accounting rules effective for the 2019 calendar year.
Under the new rules, all leases greater than one year must be capitalized.



THE MATH OF VALUE CREATION 49

If the company intends to use the asset for its remaining life (by renewing
the lease as it expires), then it has created no value, even though the company
appears to be less capital-intensive and to have lower debt. In fact, it has de-
stroyed value because the cost of the lease is higher than the cost of borrow-
ing. The company also incurs its own transaction costs and may have to pay
taxes on any gain from the sale of the asset. What’s more, other creditors and
rating agencies will often treat the lease as a debt equivalent anyway.

The transaction may create value if the company wants the ability to stop
using the asset before its remaining life expires and wants to eliminate the risk
that the value of the asset will be lower when it decides to stop using the asset.

Sale-leaseback transactions may also create value if the lessor is better able
to use the tax benefits associated with owning the asset, such as accelerated
depreciation. This does not violate the conservation of value principle, be-
cause the total cash flows to the companies involved have increased—at the
expense of the government.

THE MATH OF VALUE CREATION

Earlier in this chapter, we introduced the value driver formula, a simple equa-
tion that captures the essence of valuation. For readers interested in the techni-
cal math of valuation, this section will show how we derive the formula. Let’s
begin with some terminology that we will use throughout the book (Part Two
defines the terms in detail):

* Net operating profit after taxes (NOPAT) represents the profits generated
from the company’s core operations after subtracting the income taxes
related to those core operations.

* [Invested capital represents the cumulative amount the business has in-
vested in its core operations—primarily property, plant, and equipment
and working capital.

* Net investment is the increase in invested capital from one year to the next:

Net Investment = Invested Capital;,; —Invested Capital;

¢ Free cash flow (FCF) is the cash flow generated by the core operations of
the business after deducting investments in new capital:

FCF = NOPAT — Net Investment

® Return on invested capital (ROIC) is the return the company earns on each
dollar invested in the business:

NOPAT
Invested Capital

ROIC =
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ROIC can be defined in two ways: as the return on all capital or as
the return on new, or incremental, capital. For now, we assume that both
returns are the same.

o [Investment rate (IR) is the portion of NOPAT invested back into the
business:

_ Net Investment
~ NOPAT

IR

» Weighted average cost of capital (WACC) is the rate of return that investors
expect to earn from investing in the company and therefore the appro-
priate discount rate for the free cash flow. WACC is defined in detail in
Chapter 15.

* Growth (g) is the rate at which the company’s NOPAT and cash flow
grow each year.

Assume that the company’s revenues and NOPAT grow at a constant rate
and the company invests the same proportion of its NOPAT in its business
each year. Investing the same proportion of NOPAT each year also means that
the company’s free cash flow will grow at a constant rate.

Since the company’s cash flows are growing at a constant rate, we can
begin by valuing a company using the well-known cash-flow perpetuity
formula:

FCF,_4

Value= ————
WACC-g¢

This formula is well established in the finance and mathematics literature.?’

Next, define free cash flow in terms of NOPAT and the investment rate:

FCF = NOPAT - Net Investment
=NOPAT - (NOPAT xIR)
=NOPAT(1-1R)

Earlier, we developed the relationship between the investment rate (IR),
the company’s projected growth in NOPAT (g), and the return on investment
(ROIC):*!

¢ =ROICxIR

2 For the derivation, see T. E. Copeland and J. Fred Weston, Financial Theory and Corporate Policy, 3rd ed.
(Reading, MA: Addison-Wesley, 1988), Appendix A.

2 Technically, we should use the return on new, or incremental, capital, but for simplicity we assume
that the ROIC and incremental ROIC are equal.
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Solving for IR, rather than g, leads to:

R=—5
ROIC

Now build this into the definition of free cash flow:

FCF = NOPAT|1-—$
ROIC

Substituting for free cash flow in the cash-flow perpetuity formula gives the
key value driver formula:??

NOPAT,[1-— 8 _
ROIC

WACC - g

Value =

This formula underpins the discounted-cash-flow (DCF) approach to valu-
ation, and a variant of the equation lies behind the economic-profit approach.
Chapter 10 describes in depth these two mathematically equivalent valuation
techniques. You might go so far as to say that this formula represents all there
is to valuation. Everything else is mere detail.

Substituting the forecast assumptions given for Value Inc. and Volume Inc.
in Exhibit 3.2 into the key value driver formula results in the same values we
came up with when we discounted their cash flows:

Company NOPAT,._; $ | Growth, % ROIC, % WACC, % Value, $
Value Inc. 100 5 20 10 1,500
Volume Inc. 100 5 10 10 1,000

In most cases, we do not use this formula in practice. The reason is that in
most situations, the model is overly restrictive, as it assumes a constant ROIC
and growth rate going forward. For companies whose key value drivers are
expected to change, we need a model that is more flexible in its forecasts. Nev-
ertheless, while we do not use this formula in practice, it is extremely useful
as a means to maintain focus on what drives value.

Until now, we have concentrated on how ROIC and growth drive the DCF
valuation. It is also possible to use the key value driver formula to show that
ROIC and growth determine the multiples commonly used to analyze company

22 Technically, this formula should use the return on new invested capital (RONIC), not the company’s
return on all invested capital (ROIC). For convenience throughout this book, we frequently use ROIC
to denote both the return on all capital and the return on new invested capital.
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valuation, such as price-to-earnings and market-to-book ratios. To see this,
divide both sides of the key value driver formula by NOPAT:

18
Value ROIC
NOPAT,.; WACC-g

As the formula shows, a company’s earnings multiple is driven by both its
expected growth and its return on invested capital.

You can also turn the formula into a value-to-invested-capital formula.
Start with the identity:

NOPAT = Invested Capital x ROIC

Substitute this definition of NOPAT into the key value driver formula:

Invested Capital x ROIC x (1 -8 ]

Value = ROIC

WACC-g¢
Divide both sides by invested capital:?®

8
1-—
Value _ ROIC| _ROIC_
Invested Capital WACC-g¢

Now that we have explained the logic behind the DCF approach to valua-
tion, you may wonder why analysts’ reports and investment-banking pitches
so often use earnings multiples, rather than valuations based on DCF analysis.
The answer is partly that earnings multiples are a useful shorthand for com-
municating values to a wider public. A leading sell-side analyst told us that
he uses discounted cash flow to analyze and value companies but typically
communicates his findings in terms of implied multiples. For example, an
analyst might say Company X deserves a higher multiple than Company Y
because it is expected to grow faster, earn higher margins, or generate more
cash flow. Earnings multiples are also a useful sanity check for your valua-
tion. In practice, we always compare a company’s implied multiple based on
our valuation with those of its peers to see if we can explain why its multiple
is higher or lower in terms of its ROIC or growth rates. See Chapter 18 for a
discussion of how to analyze earnings multiples.

B1f total ROIC and incremental ROIC are not the same, then this equation becomes:

Value o
___Roic|__RONIC
Invested Capital WACC-g¢

where ROIC equals the return on the company’s current capital and RONIC equals the return on new
invested capital.
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SUMMARY

This chapter has explored how expected cash flows, discounted at a cost of
capital, drive value. Cash flow, in turn, is driven by expected returns on in-
vested capital and revenue growth. Companies create value only when ROIC
exceeds their cost of capital. Further, higher-ROIC companies should typically
prioritize growth over further improving ROIC, as growth is a more powerful
value driver for them. In contrast, lower-ROIC companies should prioritize
improving ROIC, as it is a stronger value driver for them.

A corollary of this is the conservation of value: anything that doesn’t
increase cash flows doesn’t create value. So changing the appearance of a
company’s performance through, say, accounting changes or write-ups or
write-downs, without changing cash flows, won’t change a company’s value.
Risk enters into valuation both through the company’s cost of capital and
in the uncertainty of future cash flows. Because investors can diversify their
portfolios, the only risk that affects the cost of capital is the risk that investors
cannot diversify, a topic we take up in Chapters 4 and 15.






Risk and the Cost
of Capital

In valuing companies or projects, the subjects of risk and the cost of capital are
essential, inseparable, and fraught with misconceptions. These misconceptions
can lead to damaging strategic mistakes. For example, when a company borrows
money to finance an acquisition and applies only the cost of debt to the target’s
cash flows, it might easily overestimate by two times the target’s value. Conversely,
when a company adds an arbitrary risk premium to a target’s cost of capital in an
emerging market, it could underestimate the value of the target by half.

A company’s cost of capital is critical for determining value creation and
for evaluating strategic decisions. It is the rate at which you discount future
cash flows for a company or project. It is also the rate you compare with the
return on invested capital to determine if the company is creating value. The
cost of capital incorporates both the time value of money and the risk of in-
vestment in a company, business unit, or project.

In this chapter, we'll explain why the cost of capital is not a cash cost, but an
opportunity cost. The opportunity cost is based on what investors could earn
by investing their money elsewhere at the same level of risk. This is always an
option for publicly listed companies.! Only certain types of risks—those that
cannot be diversified—affect a company’s cost of capital. Other risks, which
can be diversified, should only be reflected in the cash flow forecast using
multiple cash flow scenarios.

We'll also discuss how much cash flow risk to take on. Companies should
take on all investments that have a positive expected value,? regardless of

1 As a reminder from Chapter 2, the amount of value that companies create is the amount they earn
above their cost of capital. That is, companies create value only when they can invest funds at higher
returns than their investors can earn themselves.

2 This is often referred to as net present value (NPV); we prefer the term expected value because it
emphasizes the riskiness of underlying cash flows.
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their risk profile, unless the projects are so large that failure would threaten
the viability of the entire company. Most executives are reluctant to take on
smaller risky projects even if the returns are very high. By aggregating projects
into portfolios, rather than assessing them individually, executives can often
overcome excessive loss aversion.

Our focus in this chapter will be on key principles. Chapter 15 provides
detail on how to measure the cost of capital.

COST OF CAPITAL IS AN OPPORTUNITY COST

The cost of capital is not a cash cost. It is an opportunity cost. To illustrate,
when one company acquires another company, the alternative might have
been to return that cash to shareholders, who could then reinvest it in other
companies. So the cost of capital for the acquiring company is the price
investors charge for bearing risk—what they could have earned by reinvest-
ing the proceeds in other investments with similar risk.3 Similarly, when
valuing individual business units or projects for strategic decision making,
the correct cost of capital is what a company’s investors could expect to earn
in other similarly risky projects, not necessarily the whole company. The
core principle is that the cost of capital is driven by investors” opportunity
cost, because the executives leading the company are the investors’ agents
and have a fiduciary responsibility to the company’s investors.* That’s why
the cost of capital is also referred to as the investors’ required return or
expected return. The meaning of these terms may differ in academia, but
for the most part you can use cost of capital, required return, and expected
return interchangeably.

Chapter 15 describes in detail how to estimate a company’s opportu-
nity cost of capital. Most practitioners use a weighted average cost of capital
(WACC), meaning the weighted average of the cost of equity capital and the
cost of debt capital.® For now, it’s enough to say that a company’s cost of eq-
uity capital is what investors could earn by investing in a broad portfolio of

3To be more precise, the cost of capital is the return investors can earn from investing in a well-diversi-
fied, “efficient” portfolio of investments with similar risk.

“4In some countries, executives also have a duty to the “company,” but that concept is typically vaguely
defined and does not provide executives with much guidance. For the most part, even in those coun-
tries, the opportunity cost for investors is the best calculation to make. In the United States, a recent
innovation is the “benefit” corporation, whose charter includes additional objectives that executives
can weigh against the interest of shareholders, including positive impact on society, workers, commu-
nities, and the environment. The concept is relatively new; not many large listed companies are benefit
corporations, the conversion to which requires a shareholder vote.

5 The use of WACC is a practical solution. In theory, the opportunity cost of capital is independent of
capital structure (a company’s amount of debt versus equity) except for the tax benefit of debt. An
alternative is to estimate the opportunity cost of capital as the company’s cost of equity (what equity
investors expect to earn) if it had no debt, adjusted directly for the tax benefit of debt. In theory, the two
approaches should yield the same result.
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companies (say, the S&P 500), adjusted for the riskiness of the company rela-
tive to the average of all companies.

Within a company, individual business units can have different costs of
capital if their risk profiles differ. The company’s overall cost of capital is
simply a weighted average of its business units’ costs of capital. In banking,
for example, risky trading operations carry much higher costs of capital than
more stable retail banking units.

Executives often fail to adequately incorporate the idea of opportunity cost
in thinking about their cost of capital. Sometimes they mix up the opportunity
cost of capital by associating different funding streams with different invest-
ments. For example, when one company acquires another, the buyer might
raise enough debt to pay for the entire company. It is tempting to say that the
cost of capital for the acquisition is the cost of the debt. But this would be a
mistake, because the risk of the target’s free cash flows does not equal the risk
of the bondholders’ cash flows.

To illustrate, say Company A is considering buying Company B. Both op-
erate in the same product area with similar risk. Company A has no debt and
an opportunity cost of capital of 8 percent. Suppose Company A can borrow at
4 percent after taxes. For a target company growing at 3 percent with $1 billion
in earnings and a 15 percent return on capital, the value of the target would
be $80 billion at a 4 percent cost of capital and $20 billion at an 8 percent cost
of capital. To get a sense of how absurd it would be to use the 4 percent cost
of capital, consider that the implied price-to-earnings ratio (P/E) at 4 percent
is 80, compared with 20 at an 8 percent cost of capital. Companies growing at
3 percent don’t trade at a P/E of 80.

In addition, if you apply the cost of debt to the acquisition, you end up
with a perverse situation: Company A’s existing businesses are assigned an 8
percent cost of capital, and the acquired business is assigned a 4 percent cost
of capital. In addition, the only reason Company A can borrow 100 percent
of the cost of the acquisition is that it has unused debt capacity in its existing
businesses. And don’t forget, the cost of capital is determined by the acquired
company’s riskiness, not that of the parent company (although their risk pro-
files are likely to be the same if they are in the same industry).

COMPANIES HAVE LITTLE CONTROL OVER THEIR COST OF CAPITAL

It might be surprising to learn that the cost of capital for a company with
steady revenues, like Procter & Gamble, isn’t that different from a company
like LyondellBasell, a chemical company in an industry known for having
more variable earnings and cash flows. In 2019, most large companies” WACC
fell in the range of 7 to 9 percent. The range is small because investors pur-
posely avoid putting all their eggs in one basket. The ability of investors to
diversify their portfolios means that only nondiversifiable risk affects the cost
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EXHBIT 41 Volatility of Portfolio Return Declines with Diversification

Volatility of

/ portfolio return

Diversifiable risk
Total risk

-- Market volatility

Nondiversifiable risk

0 5 10 15 20

Number of stocks in portfolio

of capital. Furthermore, because nondiversifiable risk also generally affects
all companies in the same industry in the same way, a company’s industry is
what primarily drives its cost of capital. Companies in the same industry will
have similar costs of capital.

Stock market investors, especially institutional investors, may hold hun-
dreds of different stocks in their portfolios. Even the most concentrated in-
vestors have at least 50. As a result, their exposure to any single company is
limited. It is possible to show how the total risk of a portfolio of stocks de-
clines as more shares are added to the portfolio (Exhibit 4.1). The risk declines
because companies’ cash flows are not perfectly correlated. Over any period
of time, some will increase while others decline.

One of the durable tenets of academic finance concerns the effect of diver-
sification on the cost of capital. If diversification reduces risk to investors and
it is not costly to diversify, then investors will not demand a higher return for
any risks that can be eliminated through diversification. They require com-
pensation only for risks they cannot diversify away.

The risks they cannot diversify away are those that affect all compa-
nies—for example, exposure to economic cycles. However, since most of the
risks that companies face are, in fact, diversifiable, most risks don’t affect
a company’s cost of capital. One way to see this in practice is to note the
relatively narrow range of P/Es for large companies. Most large compa-
nies have P/Es between 12 and 20. If the cost of capital varied from 5 to 15
percent instead of 7 to 9 percent, many more companies would have P/Es
below 8 and above 25.

Whether a company’s cost of capital is 7 percent or 9 percent or somewhere
in between is a question of great dispute (as we explore in Chapter 15). For
decades, the standard model for measuring differences in costs of capital has
been the capital asset pricing model (CAPM). The CAPM has been challenged
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by academics and practitioners, but so far, no practical competing model
has emerged.® At any rate, when returns on capital across companies vary
from less than 5 percent to more than 30 percent (sometimes even within the
same sector), a one-percentage-point difference in the cost of capital seems
hardly worth arguing about.

The unique risks that any company faces—say, product obsolescence and
new competition—are not priced into the cost of capital. That does not mean a
company’s value is immune to these risks; they do affect expected cash flows
and therefore expected value. Companies certainly do need to worry about
the effects of such risks, as we discuss later in this chapter.

It is a common misconception that the cost of capital is company-spe-
cific, rather than a function of the industries in which a company oper-
ates and the specific investments it makes. For the most part, companies
have scant influence over the cost of capital of their individual business
units or their company as a whole. There are some theoretical examples of
how companies could reduce their cost of capital. For example, a company
could outsource production to lower fixed costs and therefore reduce the
volatility of cash flows. If you can achieve lower volatility than your peers’,
your cost of capital will be slightly lower. But it’s unlikely that the change
in the cost of capital will be large enough relative to other strategic consid-
erations of outsourcing manufacturing. Some companies have shortened
the duration of their debt to try to reduce their cost of capital. What these
companies fail to recognize is that this increases their risk because of the
possibility that interest rates will be higher when the shorter-term debt is
rolled over or that the company may have difficulty refinancing the debt
at all.

CREATE BETTER FORECASTS, NOT AD HOC RISK PREMIUMS

Certain projects carry what many investors see as high risk.” These include
large capital projects in politically unstable countries (common among com-
panies in the mining and oil and gas sectors), speculative R&D projects in

®Many in the academic community use the Fama-French three-factor model, but mostly for capital
market research rather than business valuation. With this model, a stock’s excess returns are regressed
on excess market returns (like the CAPM), the excess returns of small stocks minus big stocks (SMB),
and the excess returns of high book-to-market stocks minus low book-to-market stocks (HML). In 2015,
the authors expanded the model to five factors, adding operating profitability and investment. See E.
Fama and K. French, “The Cross-Section of Expected Stock Returns,” Journal of Finance (June 1992):
427-465; E. Fama and K. French, “Common Risk Factors in the Returns on Stocks and Bonds,” Journal
of Financial Economics 33 (1993): 3-56; and E. Fama and K. French, “A Five-Factor Asset Pricing Model,”
Journal of Financial Economics 116 (2015): 1-22.

7 This section is adapted from R. Davies, M. Goedhart, and T. Koller, “Avoiding a Risk Premium That
Unnecessarily Kills Your Project,” McKinsey on Finance, no. 44 (Summer 2012).
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high tech and pharmaceuticals, and acquisitions of unproven technologies or
businesses in a wide range of industries. The potential returns for such invest-
ments are alluring, but what if the projects or companies fail? The answer is
not to ignore these risks, but to explicitly include them in cash flow forecasts,
not the cost of capital. The preferred way is to develop multiple cash flow
scenarios.

It’s not unusual for companies to bump up the assumed cost of capital to
reflect the uncertainty of risky projects. In doing so, however, they often un-
wittingly set these rates at levels that even substantial underlying risks would
not justify—and end up rejecting good investment opportunities as a result.®
What many don’t realize is that assumptions of discount rates that are only
three to five percentage points higher than the cost of capital can significantly
reduce estimates of expected value. Adding just three percentage points to an
8 percent cost of capital for an acquisition, for example, can reduce its present
value by 30 to 40 percent.

Moreover, increasing the discount rate embeds into the valuation process
opaque risk assumptions that are often based on little more than a gut sense
that the risk is higher. The problem arises because companies take shortcuts
when they estimate cash flows. To calculate expected value, project analysts
should discount the expected cash flows at an appropriate cost of capital. In
many cases, though, they use only estimates of cash flow that assume every-
thing goes well. Managers, realizing this, increase the discount rate to com-
pensate for the possibility that cash flows are overstated.

A better approach for determining the expected value of a project is to
develop multiple cash flow scenarios, value them at the unadjusted cost of
capital, and then apply probabilities for the value of each scenario to estimate
the expected value of the project or company. Exhibit 4.2 provides an exam-
ple. For simplicity, we assume just two scenarios, one with a present value of
$1,000 and the other with a present value of $1,667, based on each scenario’s
expected cash flow. Assuming a 50 percent probability for each scenario leads
to an expected value of $1,333.

EXHIBIT 42 Scenario Approach to Incorporating Nondiversifiable Risk

Expected net

present value Probability of NPV at 8% Cash flows, §
(NPV), $ scenario WACC, $ Year 1 Year 2 Year 3
Base case:
1333 50% 1,667 100 102 104
' Downside case:
50% 1,000 60 61 62

8 M. Goedhart and P. Haden, “Are Emerging Markets as Risky as You Think?” McKinsey on Finance,
no. 7 (Spring 2003).
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Using scenarios has several advantages:

¢ [t provides decision makers with more information. Rather than look-
ing at a project with a single-point estimate of expected value (say, $100
million), decision makers know that there is a 20 percent chance that
the project’s value is —-$20 million and an 80 percent chance it is $120
million. Making implicit risk assumptions explicit encourages dialogue
about the risk of the project.

¢ It encourages managers to develop strategies to mitigate specific risks,
because it explicitly highlights the impact of failure or less than com-
plete success. For example, executives might build more flexibility into
a project by providing options for stepwise investments—scaling up in
case of success and scaling down in case of failure. Creating such op-
tions can significantly increase the value of projects.

¢ It acknowledges the full range of possible outcomes. When project ad-
vocates submit a single scenario, they need it to reflect enough upside to
secure approval but also be realistic enough that they can commit to its
performance targets. These requirements often produce a poor compro-
mise. If advocates present multiple scenarios, they can show a project’s
full upside potential and realistic project targets they can truly commit
to while also fully disclosing a project’s potential downside risk.

Managers applying the scenario approach should be wary of overly sim-
plistic assumptions—say, a 10 percent increase or decrease to the cash flows. A
good scenario analysis will often lead to a highly successful case that is many
multiples of the typical base case. It will often also include a scenario with a
negative value. In addition, there may not be a traditional base case. For many
projects, there is only big success or failure, with low likelihood that a project
will just barely earn more than the cost of capital.

Consider an extreme example. Project A requires an up-front investment
of $2,000. If everything goes well with the project, the company earns $1,000
per year forever. If not, the company gets zero. (Such all-or-nothing projects
are not unusual.) To value project A, finance theory directs you to discount the
expected cash flow at the cost of capital. But what is the expected cash flow in
this case? If there is a 60 percent chance of everything going well, the expected
cash flows would be $600 per year. At a 10 percent cost of capital, the project
would be worth $6,000 once completed. Subtracting the $2,000 investment, the
net value of the project before the investment is made is $4,000.

But the project will never generate $600 per year. It will generate annual cash
flows of either $1,000 or zero. That means the present value of the discounted
cash flows will be either $10,000 or nothing, making the project net of the initial
investment worth either $8,000 or —$2,000. The probability of it being worth the
expected value of $4,000 (that is, $6,000 less the investment) is zero. Rather than
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trying to identify the expected value, managers would be better off knowing that
the project carries a 60 percent chance of being worth $8,000 and a 40 percent risk
of losing $2,000. Managers can then examine the scenarios under which each
outcome prevails and decide whether the upside compensates for the downside,
whether the company can comfortably absorb the potential loss, and whether
they can take actions to reduce the magnitude or risk of loss. The theoretical ap-
proach of focusing on expected values, while mathematically correct, hides some
important information about the range and exclusivity of particular outcomes.

Moreover, some companies don’t apply the expected-value approach cor-
rectly. Few companies discuss multiple scenarios, preferring a single-point
forecast on which to base a yes-or-no decision. Most companies would simply
represent the expected cash flows from this project as being $1,000 per year,
the amount if everything goes well, and allow for uncertainty in the cash
flow by arbitrarily increasing the discount rate. While you can get to the right
answer with this approach, it has two flaws. First, there is no easy way to de-
termine the cost of capital that gives the correct value. In this case, using a 16.7
percent cost of capital instead of 10 percent results in a project value of $6,000
before the investment and $4,000 after the investment. But the only way to
know that this is the correct value would be to conduct a thorough scenario
analysis. Companies sometimes arbitrarily add a risk premium to the cost of
capital, but there is no way for them to know whether the amount they add
is even reasonably accurate. Second, the decision makers evaluating a project
with cash flows of $1,000 per year and a 16.7 percent cost of capital are still
not thinking through the 40 percent risk that it might generate no cash at all.

If for some reason you must use a single cash flow scenario, you can analyt-
ically estimate the equivalent risk premium for different probability levels of
failure, as in Exhibit 4.3. The exhibit shows the amounts by which you would
increase the cost of capital instead of using cash flow scenarios for different
combinations of the probability of failure, as represented on the vertical axis,
and the size of loss relative to the base case, as represented by the horizontal
axis. For example, if there was a 50 percent chance of failure in which case
the project would be worth 40 percent less than expected, the equivalent risk
premium would be 1.5 percent. Notice in this exhibit that the risk premiums
are small relative to what most people expect. To get close to a 3 percent risk
premium, for example, you’d have to believe there was a 50 percent chance of
failure and a 60 percent reduction in cash flows associated with failure. To get
to a 5 percent risk premium, you’d have to believe there is a 50 percent chance
of failure and more than an 80 percent reduction in cash flows.’

Adding ad hoc risk premiums is a crude way to include project-specific un-
certainty in a valuation. Scenario-based approaches have the dual appeal of bet-
ter answers and more transparency on the assumptions embedded within them.

°Note that the risk premium will be determined not just by the probability and magnitude of loss, but
also by the duration of the project or company and pattern of cash flows.
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EXHIBIT 43 Example of Equivalent Risk Premiums for Different Probability Levels of
Failure

Risk premium, %

Size of cash flow reduction, %
20 40 60 80 100

10 | 0.1 0.2 0.4 05 0.7
20 0.2 05 0.8 11 15
Probability of
lower cash flow, 30 | 04 0.8 1.3 1.9 26
0y
%
’ 40 05 11 19 2.8 4.0
50 | 0.7 26 4.0 6.0

A 1.5% risk premium is required,
assuming even odds that an invest-
ment will lose 40% of its value

Note: This particular example is for a company with an indefinite life, assuming a smooth cash flow profile, 8% weighted average cost of capital, and 2% terminal
growth. The cost of capital adjustments would be larger for a project with a short life.

Source: R. Davis, M. Goedhart, and T. Koller, “Avoiding a Risk Premium That Unnecessarily Kills Your Project,” McKinsey Quarterly (August 2012)

DECIDE HOW MUCH CASH FLOW RISK TO TAKE ON

Now let’s turn to cash flow risk. When we talk about total cash flow risk,
we mean the uncertainty that a company faces about its future cash flows,
whether for the company as a whole, a business unit, or a single project. Fi-
nance theory provides guidance on pricing the nondiversifiable part of cash
flow risk in the cost of capital. In theory, a company should take on all proj-
ects or growth opportunities that have positive expected values even if there
is high likelihood of failure, as long as the project is small enough that fail-
ure will not put the company in financial distress. In practice, we’ve found
that companies overweight the impact of losses from smaller projects, thereby
missing value creation opportunities.

For instance, how should a company think through whether to undertake
a project—let’s call it project A—with a 60 percent chance of earning $8,000,
a 40 percent chance of losing $2,000, and an expected value of $4,000? Theory
says to take on all projects with a positive expected value, regardless of the
upside-versus-downside risk. A company is likely to have many small proj-
ects like this example, so for small projects, it should take on all projects with
positive expected value, regardless of risk.

But what if the company instead has one large project where the downside
possibility would bankrupt the company? Consider an electric power com-
pany with the opportunity to build a nuclear power facility for $15 billion (a
realistic amount for a facility with two reactors). Suppose the company has
$25 billion in existing debt and $25 billion in equity market capitalization. If
the plant is successfully constructed and brought on line, there is an 80 percent
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chance it will be worth $28 billion, for a net value of $13 billion. But there is
a 20 percent chance it will fail to receive regulatory approval and be worth
zero, leading to a loss of $15 billion. The expected value is $7 billion net of
investment.!? Failure will bankrupt the company, because the cash flow from
the company’s existing plants would be insufficient to cover its existing debt
plus the debt on the failed plant. In this case, the economics of the nuclear
plant spill over onto the value of the rest of the company. Failure would wipe
out all the equity of the company, not just the $15 billion invested in the plant.

The implication is that a company should not take on a risk that will put
the rest of the company in danger. In other words, don’t do anything that has
large negative spillover effects on the rest of the company. This caveat would
be enough to guide managers in the earlier example of deciding whether to
go ahead with project A. If a $2,000 loss would endanger the company as a
whole, management should forgo the project, despite its 60 percent likelihood
of success. But by the same token, companies should not avoid risks that don’t
threaten their ability to operate normally.

Executives making decisions for their companies should think about the
company’s risk profile, not their own.!! After all, that’s the job of corpora-
tions; they are designed to take risks and overcome the natural loss aversion
of individuals. The earliest corporations were the British and Dutch East India
shipping companies. With those, if a ship sank, all shareholders would lose
a tolerable amount instead of having one ship owner lose his entire fortune.

Professors Daniel Kahneman and Amos Tversky have demonstrated that
most people place greater weight on the potential economic losses from their
decisions than on the potential equivalent gains. In a McKinsey survey of 1,500
global executives across many industries,'> we presented the executives with
the following scenario: You are considering making a $10 million investment
that has some chance of returning, in present value, $40 million over three
years, with some chance of losing the entire investment in the first year. What
is the highest loss you would tolerate and still proceed with the investment?

A risk-neutral executive would be willing to accept a 75 percent chance of
loss and a 25 percent chance of gain. One-quarter of $40 million is $10 million,
which is the initial investment, so a 25 percent chance of gain creates an ex-
pected risk-neutral value of zero. But most survey respondents demonstrated
extreme loss aversion; they were willing to accept only a 19 percent chance of
loss to make this investment, nowhere near the risk-neutral answer of 75 per-
cent. In fact, only 9 percent of respondents were willing to accept a 40 percent

10 The calculation is ($13 billion x 80%) + (-=$15 billion x 20%).

11 “The remainder of this section is adapted from D. Lovallo, T. Koller, R. Uhlaner, and D. Kahneman,
“Your Company Is Too Risk-Averse,” Harvard Business Review (March—April 2020), hbr.org.

12T. Koller, D. Lovallo, and Z. Williams, “Overcoming a Bias against Risk,” McKinsey & Company
(August 2012), https:/ /www.mckinsey.com/business-functions/strategy-and-corporate-finance/our-
insights /overcoming-a-bias-against-risk.
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EXHIBIT 44 Aggregating Projects Reduces Risk While Achieving High Expected Returns

Return, Risk, Expected net
ratio of present value to standard deviation of expected present value,
Projects investment return, % $ million
Portfolio of selected [ 45 M5 | S, 100
projects A-Q
A 15.4 64 200
B 12.4 104 500
C 75 66 50
D 47 22 5
E 4.7 150 200
F 44 52 500
G 37 37 30
H 37 29 400
| 27 58 900
J 26 31 400
K 25 150 300
L 2.3 20 220
M 19 18 520
N 1.5 20 300
0 1.1 13 850
P 0.9 5 2,000
Q 0.3 5 850

or greater chance of loss. Informally, we’ve asked groups of executives the
same question at even lower levels of investment and found similar results.
Our findings echo those from Professor Ralph O. Swalm, going back to 1966.13

This phenomenon has serious consequences for hierarchical organizations.
Executives are just as loss-averse when the bets are small as they are when the
gambles are large, even though small gambles do not raise the same issues of
survival or ruin that provide a rationale for aversion to large risks. What’s more,
small gambles offer opportunities for the risk-reducing effects of aggregation.

To overcome loss aversion and make better investment decisions, individ-
uals and organizations must learn to frame choices in the context of the entire
company’s success, not the individual project’s performance. In practice, this
means looking at projects as a portfolio by aggregating them, rather than fo-
cusing on the risk of individual projects.

One technology company successfully used a portfolio approach to as-
sess its projects. First, executives estimated the expected return of each project
proposal (measured as expected present value divided by investment) and the
risks associated with each (measured as the standard deviation of projected
returns). Executives then built portfolios of projects and identified combina-
tions that would deliver the best balance between return and risk. When they
viewed portfolios of projects in the aggregate (Exhibit 4.4), executives could

13 These results build on a 1966 Harvard Business Review article, “Utility Theory: Insights into Risk Taking,”
by Ralph O. Swalm. He studied executives with varying levels of spending authority and found that risk-
preference profiles were very similar for executives at different levels of the organization.
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see that portfolios of projects had higher returns than most of the individual
projects and much lower risk compared with most of the individual projects.

It’s worth pointing out that even though a portfolio of projects has lower
risk, the use of portfolios does not lower a company’s cost of capital. That’s
because the portfolio, by definition, cannot reduce the nondiversifiable risk,
which is the risk embedded in the cost of capital.

DECIDE WHICH TYPES OF RISK TO HEDGE

There are also risks that investors are eager for companies to take. For ex-
ample, investors in gold-mining companies and oil production companies
buy those stocks to gain exposure to often-volatile gold or oil prices. If gold
and oil companies attempt to hedge their revenues, that effort merely com-
plicates life for their investors, who then must guess how much price risk is
being hedged and how and whether management will change its policy in
the future. Moreover, hedging may lock in today’s prices for two years, the
time horizon within which it is possible to hedge those commodities, but a
company’s present value includes the cash flows from subsequent years at
fluctuating market prices. So while hedging may reduce the short-term cash
flow volatility, it will have little effect on the company’s valuation based on
long-term cash flows.

Some risks, like the commodity price risk in this example, can be managed
by shareholders themselves. Other, similar-looking risks—for example, some
forms of currency risk—are harder for shareholders to manage. The general
rule is to avoid hedging the first type of risk but hedge the second if possible.

Consider the effect of U.S. dollar currency risk on Heineken, the global
brewer. For the U.S. market, Heineken produces its flagship brand, Heineken,
in the Netherlands, and ships it to America. In most other markets, it produces
and sells in the same country. So, for most markets, an exchange rate change
affects only the translation of local profits into their reporting currency. For
example, for most markets, a 1 percent change in the value of the local cur-
rency relative to the euro translates into a 1 percent change in revenues and a
1 percent change in profits as well. Note that the effect on revenues and profits
is the same, because all the revenues and costs are in the same currency. There
is no change in operating margin.

The U.S. market is different. When the dollar/euro exchange rate changes,
Heineken's revenues in euros are affected, but its costs are not. If the dollar
declines by 1 percent, Heineken’s euro revenues also decline by 1 percent. But
since its costs are in euros, those don’t change. Assuming a 10 percent margin
to begin with, a 1 percent decline in the dollar will reduce Heineken’s mar-
gin to 9 percent, and its profits reported in euros will decline by a whopping
10 percent.
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Because Heineken’s production facilities are in a different country and it is
unable to pass on cost increases because it is competing with locally produced
products, its currency risk is larger for its U.S. business than for its other mar-
kets. Hedging might be much more important for Heineken’s U.S. business
than for other markets, because a rise or fall in the dollar/euro exchange rate
has a much greater impact on its business.

SUMMARY

To avoid unfavorable strategic decisions, executives must understand well the
dynamic relationship between the cost of capital and risk. Risk enters valu-
ation both through the company’s cost of capital (an opportunity cost) and
through the uncertainty surrounding future cash flows. Because investors can
diversify their portfolios, a company’s cost of capital is for the most part de-
termined by the industry in which it operates.

Valuations that use multiple cash flow scenarios better reflect diversifi-
able risks than those that adjust the cost of capital. Executives tend to shy
away from risky projects even if the potential return is high. This excessive
loss aversion can be overcome by examining portfolios of projects, rather than
individual ones.






The Alchemy of Stock
Market Performance

A commonly used measure for evaluating the performance of a company and
its management is total shareholder returns (TSR), defined as the percent in-
crease in share price plus the dividend yield over a period of time.! In fact, in
the United States, the Securities and Exchange Commission requires that com-
panies publish in their annual reports their TSR relative to a set of peers over
the last five years. That sounds like a good idea: if managers focus on improv-
ing TSR to win performance bonuses, then their interests and the interests of
their shareholders should be aligned. The evidence shows that this is indeed
true over long periods—at a minimum, 10 to 15 years. But TSR measured over
shorter periods may not reflect the actual performance of a company, because
TSR is heavily influenced by changes in investors” expectations, not just the
company’s performance.

Earning a high TSR is much harder for managers leading an already-suc-
cessful company than for those leading a company with substantial room
for improvement. That’s because a company performing above its peers
will attract investors expecting more of the same, pushing up the share
price. Managers then must pull off herculean feats of real performance
improvement to exceed those expectations and outperform on TSR. We
call their predicament the “expectations treadmill.” For high-performing
companies, TSR in isolation can unfairly penalize their high performance.
Another drawback is that using TSR by itself, without understanding
its components, doesn’t help executives or their boards understand how
much of the TSR comes from operating performance, nonoperating items,
and changes in expectations.

!Later in this chapter, we’ll show that we also need to consider the impact of share repurchases as a
significant source of cash distributions.

69
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The widespread use of TSR over short periods as a measure of manage-
ment performance can create perverse incentives. Managers running full tilt
on the expectations treadmill may be tempted to pursue ideas that give an im-
mediate bump to their TSR at the expense of longer-term investments that will
create more value for shareholders over a longer horizon. In addition, TSR
may rise or fall across the board for all companies because of external factors
beyond managers’ control, such as changing inflation rates. Strictly speaking,
such factors should play no part in managers’ compensation.

This chapter starts by explaining the expectations treadmill. It then shows
an approach to analyzing TSR that isolates how much TSR comes from rev-
enue growth and improvements in return on invested capital (ROIC)—the
factors that drive long-term value creation—versus changes in expectations
and nonoperating items. Managers, boards of directors, and investors can
learn much more about company performance from this granular break-
down of TSR.

WHY SHAREHOLDER EXPECTATIONS BECOME A TREADMILL

As we described in Chapter 2, the return on capital that a company earns
is not the same as the return earned by every shareholder. Suppose a com-
pany can invest $1,000 in a factory and earn $200 a year, which it pays out in
dividends to its shareholders. The first investors in the company pay $1,000 in
total for their shares, and if they hold the shares, they will earn 20 percent per
year ($200 divided by $1,000).

Suppose that after one year, all the investors decide to sell their shares,
and they find buyers who pay $2,000 for the lot. The buyers will earn only
10 percent per year on their investment ($200 divided by $2,000). The first
investors will earn a 120 percent return ($200 dividends plus $1,000 gain
on their shares versus their initial investment of $1,000). The company’s
return on capital is 20 percent, while one group of investors earns 120 per-
cent, and the other group earns 10 percent. All the investors collectively
will earn, on a time-weighted average, the same return as the company.
But individual groups of investors will earn very different returns, because
they pay different prices for the shares, based on their expectations of fu-
ture performance.

One way of understanding the effects of this dynamic is through the
analogy of a treadmill, the speed of which represents the expectations built
into a company’s share price. If the company beats expectations, and if the
market believes the improvement is sustainable, the company’s stock price
goes up, in essence capitalizing the future value of this incremental improve-
ment. But it also means that managers must run even faster just to maintain
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the new stock price,? let alone improve it further: the speed of the treadmill
quickens as performance improves. So a company with low expectations of
success among shareholders at the beginning of a period may have an easier
time outperforming the stock market simply because low expectations are
easier to beat.

The treadmill analogy is useful because it describes the difficulty of con-
tinuing to outperform the stock market. At some point, it becomes almost
impossible for management to deliver on accelerating expectations without
faltering, just as anyone would eventually stumble on a treadmill that keeps
moving faster.

Consider the case of Terry Turnaround, a fictional character based on the
experience of many CEOs. Terry has just been hired as the CEO of Prospectus,
a company with below-average returns on capital and growth relative to com-
petitors. Because of this past performance, the market doesn’t expect much, so
the value of Prospectus is low relative to competitors. Terry hires a top-notch
team and gets to work. After two years, Prospectus is gaining ground on its
peers in margins and return on capital, and its market share is rising. Pro-
spectus’s stock price rises twice as fast as its peers’ because the market wasn't
expecting the company’s turnaround.

Terry and her team continue their hard work. After two more years, Pro-
spectus has become the industry leader in operating performance, with the
highest return on capital. Because of its low starting point, the company’s
share price has risen at four times the rate of the industry average. Given
Prospectus’s new trajectory and consistent performance, the market expects
continued above-average returns on capital and revenue growth.

As time goes by, Prospectus maintains its high return on capital and leading
market share. But two years later, Terry notes with frustration that her com-
pany’s shares are now doing no better than those of its peers, even though the
company has outperformed rivals. At this point, Terry is trapped on the expec-
tations treadmill: she and her team have done such a good job that the expecta-
tion of continued high performance is already incorporated into the company’s
share price. As long as Prospectus delivers results in line with the market’s ex-
pectations, its share price performance will be no better or worse than average.

This explains why extraordinary managers may deliver only ordinary
TSR: even for the extraordinary manager, it can be extremely difficult to
keep beating high expectations. It also explains why managers of compa-
nies with low performance expectations might easily earn a high TSR, at

2 Theoretically, if a company’s performance exactly matches expectations, its TSR will equal the cost of
equity. In practice, however, with continual changes in interest rates, inflation, and economic activity,
comparison to the broader market is sometimes preferable.
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least for a short time. They can create a higher TSR by delivering perfor-
mance that raises shareholder expectations to the level of expectations for
their peers in the sector.

The danger for companies whose shareholders already have high expec-
tations is that in their quest to achieve above-peer TSR, they may resort to
misguided actions, such as pushing for unrealistic earnings growth or pursu-
ing big, risky acquisitions. Consider the electric power boom at the end of
the 1990s and in the early 2000s. Deregulation led to high hopes for power-
generation companies, so deregulated energy producers were spun off from
their regulated parents at extremely high valuations. Mirant, for instance, was
spun off from Southern Company in October 2000 with a combined equity
and debt capitalization of almost $18 billion, a multiple of about 30 times earn-
ings before interest, taxes, and amortization (EBITA)—quite extraordinary for
a power-generation company. To justify its value, Mirant expanded aggres-
sively, as did similar companies, investing in power plants in the Bahamas,
Brazil, Chile, the United Kingdom, Germany, China, and the Philippines, as
well as 14 U.S. states. The debt burden from these investments quickly became
too much for Mirant to handle, and the company filed for bankruptcy in July
2003. The expectations treadmill pushed Mirant into taking enormous risks to
justify its share price, and it paid the ultimate price.

The expectations treadmill is the dynamic behind the adage that a good
company and a good investment may not be the same. In the short term,
good companies may not be good investments, because future great per-
formance might already be built into the share price. Smart investors may
prefer weaker-performing companies, because they have more upside po-
tential, as the expectations expressed in their lower share prices are easier
to beat.

THE TREADMILL'S REAL-WORLD EFFECTS

Tyson Foods and J&J Snack Foods are two U.S. branded-food processors.
Tyson is one of the largest in the world, with brands such as Hillshire
Farm and Sara Lee. Its revenues in 2017 were $40 billion. J&J Snack Foods
is smaller, at just over $1 billion of revenues in 2017, with brands such as
Icee and Auntie Anne’s. Not surprisingly, given its smaller size and more
snack-oriented products, J&] grew its revenues faster, at 6 percent per year
from 2013 to 2017, while Tyson grew only 3 percent (Exhibit 5.1). J&J also
outperformed on ROIC, with after-tax ROIC (before goodwill and intangi-
bles) averaging about 24 percent over the period, compared with Tyson’s 19
percent. Yet Tyson’s shareholders earned almost twice the TSR: 27 percent
versus 14 percent annualized.
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EXHBIT5.1 Tyson Foods vs. J&J Snack Foods: Growth, Return on Invested Capital
(ROIC), and Total Shareholder Returns (TSR)

Dec 2014-Dec 2017, %

27

M Tyson
M J&J Snack Foods

19

14
6
‘

Revenue Growth Average ROIC Annualized TSR

The expectations treadmill explains the mismatch between TSR and the
underlying value created by the two companies. Using the ratio of enterprise
value (EV) to net operating profit after taxes (NOPAT) as a proxy for market
expectations, J&J’s EV/NOPAT started the period at 23 times, while Tyson
started at 13 times. This means that J&J’s treadmill was already running fast,
with high expectations already built into the share price. Tyson’s EV/NOPAT
was below average, reflecting modest performance expectations. The EV/
NOPAT for both companies increased during the period—J&J from 23 times
to 29 times, and Tyson from 13 times to 17 times.

Another source of the difference in TSR was changes in ROIC, driven pri-
marily by changes in margins. Tyson’s adjusted EBITA/revenues increased
from 4 percent to 9 percent, while J&]’s remained flat at about 12 percent.
Similarly, Tyson’s ROIC (excluding goodwill) increased from 12 percent to 22
percent, while J&J’s declined from 25 percent to 21 percent.’

Which company did a better job? You can make arguments for either one:
Tyson succeeded in outperforming its expectations, and J&J Snack Foods suc-
ceeded in delivering against high expectations. TSR might have been a fair mea-
sure of the performance of Tyson’s managers, but it would not have reflected
what a great job the J&J team did. For TSR to provide deeper insight into a
company’s true performance, we need a finer-grained look inside this measure.

3]&]J Snack Foods” ROIC declined while its EBITA margin went up because it used more capital (work-
ing capital and net property, plant, and equipment) to generate each dollar of revenues in 2017 versus
2013.
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DECOMPOSING TSR

We recommend analyzing TSR by decomposing it and quantifying its compo-
nents in the manner outlined in this section. The effort serves two purposes.
First, when managers, boards of directors, and investors understand the
sources of TSR, they are better able to evaluate management. For example, it’s
important to know that J&J’s TSR, though lower than Tyson’s, reflects strong
underlying performance against high expectations. Second, decomposing TSR
can help with setting future targets. For example, it may be challenging for Ty-
son’s managers to repeat their high TSR, because that would probably require
raising profit margins and earnings multiples much higher.

The traditional approach to analyzing total shareholder returns is math-
ematically correct, but it does not link TSR to the true underlying sources of
value creation. The decomposition we recommend gives managers a clearer
understanding of the elements of TSR they can change, those that are beyond
their control, and the speed at which their particular expectations treadmill is
running. This information helps managers focus on creating lasting value and
communicate to investors and other stakeholders how their plans are likely to
affect TSR in the short and long terms.

Decomposition of TSR begins with its definition as the percent change in
a company’s market value plus its dividend yield (for simplicity, we assume
the company has no debt and distributes all its excess cash flow as dividends
each year):

TSR = Percent Change in Market Value + Dividend Yield

The change in market value is the change in net income plus the change in
a company’s price-to-earnings ratio (P/E).* Adding the dividend yield gives
the following equation for TSR:

TSR = Percent Change in Net Income + Percent Change in P/E
+ Dividend Yield

This equation expresses what we refer to as the “traditional” approach
to analyzing TSR. While technically correct, however, this expression of TSR
misses some important factors. For example, a manager might assume that all
forms of net-income growth create an equal amount of value. Yet we know
from Chapter 3 that different sources of earnings growth may create differ-
ent amounts of value, because they are associated with different returns on
capital and therefore generate different cash flows. For example, growth from
acquisitions may reduce future dividend growth because of the large invest-
ments required.

4 Technically, there is an additional cross-term, which reflects the interaction of the share price change
and the P/E change, but it is generally small, so we ignore it here.



DECOMPOSING TSR 75

ExHBIT52 TSR Driven by Revenue Growth, Margin, ROIC, and Changes in
Expectations

Revenue

growth
Net-income
growth
Market value Margin
increase change
Change in
multiple
Total shareholder
returns (TSR)
Earnings yield
(net income/market
value of equity)
Dividends'/
Revenue
— market value
: growth
of equity

Investment
(investment/market
value of equity)

Return on invested
capital (ROIC)

Note: Assumes company has no debt and no share repurchases.

"Dividends = Net Income — Investment

A second problem is that this approach assumes that the dividend yield
can be increased without affecting future earnings and dividends, as if divi-
dends themselves create value. But dividends are merely a residual. For exam-
ple, if a company pays a higher dividend today by taking on more debt, that
simply means future dividends must be lower because future interest expense
and debt repayments will be higher. Similarly, if a company manages to pay a
higher dividend by forgoing attractive investment opportunities, then future
dividends will suffer, as future cash flows from operations will be lower.

Finally, the traditional expression of TSR fails to account for the impact of
financial leverage: two companies that create underlying value equally well
could generate very different TSR, simply because of the differences in their
debt-to-equity ratios and the resulting differences in the risk to their investors.

To avoid these problems, we can decompose the traditional TSR compo-
nents into ones that provide better insight into understanding the underlying
sources of value creation. Exhibit 5.2 shows this graphically.

The derivation works as follows. Assume a company with no debt pays
out all its cash flow as dividends. Start with the traditional definition:

TSR = Percent Change in Net Income + Percent Change in P/E
+ Dividend Yield
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The percent increase in earnings can be decomposed into the increase in rev-
enues and the change in profit margin:®

Percent Change in Net Income = Percent Increase in Revenues
+ Impact of Increase in Profit
Margin on Net Income

The dividend yield also can be decomposed:

Dividends
Market Value

In this simplified example, where the company pays out all its cash flow as
dividends, dividends will equal net income less investment. Therefore, the
dividend yield can be expressed as the earnings yield (net income divided
by market value) less the percent of market value invested back into the
business:

Dividend Yield =

Net Income Investment

Dividend Yield = -
Market Value Market Value

Putting these components together gives the following expression for TSR:

Investment

Market Value
+ Impact of Change in Profit Margin

TSR = Percent Change in Revenue —

Net Income

——————— + Percent Change in P/E
Market Value

To summarize, TSR is driven by these five factors:

. Revenue growth
. Investment required to achieve that revenue growth

. Impact of a change in margin on net income growth

B~ W N =

. Starting ratio of net income to market value (which is the inverse of
the P/E ratio)

5. Change in P/E ratio

The investment required for growth is a function of growth and ROIC, as
described in Chapter 3:

Investment = Net Income x Growth / ROIC

5To be precise, there is an additional cross-term that reflects the interaction of these two effects, which
we have omitted to focus on the key points.
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EXHIBIT 5.3 Traditional vs. Enhanced TSR Decomposition

Company A financials Decomposition of TSR

$ million Base year 1year later % Traditional ~ Enhanced

Invested capital 100.0 107.0 Growth 7.0 70

Eamings 125 134 Required investment - (5.6)
TSR from performance 7.0 14

P/E (multiple) 10.0 10.3 |,

Equity value 125.0 137.5 Earnings yield - 10.0

Dividends 5.0 5.5 Change in P/E 30 30
Dividend yield 44 -

TSR, % 14.4 TSR, % 14.4 14.4

The percent of market value invested therefore equals

Investment  Net Income x Growth/ROIC
Market Value Market Value
_ Net Income « Growth
Market Value  ROIC

The ratio of net income to market value is just the inverse of the P/E ratio;
therefore,

Investment 1

= x Growth /ROIC
Market Value P/E

Now we can see how TSR is driven by growth and ROIC, adjusted by the
beginning P/E.

Exhibit 5.3 uses the financials of hypothetical Company A to compare
the traditional method of TSR decomposition with our enhanced approach.®
Looking at the two decomposition approaches on the right side of the exhibit,
the traditional approach indicates that Company A has a 14.4 percent TSR,
based on 7 percent earnings growth, a 3 percent change in the company’s
P/E (a proxy for changed expectations), and a 4.4 percent dividend yield.
The enhanced approach breaks down the TSR of Company A into three of the
four parts of our full process of decomposition (for simplicity, in this example,
Company A does not increase its margins). This shows that not much of the
14.4 percent TSR reflects the creation of new value. First, the reinvestment
required to achieve 7 percent growth in earnings consumed most of the earn-
ings growth itself, leaving TSR arising from performance at only 1.4 percent.
Another 3 percent of TSR comes from a change in shareholder expectations
(reflected in the P/E multiple increase), rather than performance, and the

®The example assumes no changes in profit margins for both companies, so that earnings growth can
arise only from investments.
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EXHBIT 5.4 Earnings Yield: TSR with Zero Growth

Company H Company L

Year 0 Year 1 Year 0 Year 1
Earnings, $ 100 100 100 100
P/E 20 20 15 15
Value, $ 2,000 2,000 1,500 1,500
Dividends (equals earnings), $ 100 100
Value plus dividends, $ 2,100 1,600

TSR, % 50 6.7

Inverse of P/E, % 5.0 6.7

remaining 10 percent is simply the earnings yield, reflecting what the TSR
would have been with zero growth and if investors had not changed their
expectations.

We have found that many people struggle with the earnings yield (zero-
growth return) part of this decomposition. Here’s a simple example of how
this works. Suppose you have two companies, H and L, each with $100 of
earnings and zero growth. Since the companies aren’t growing, they don’t
need to invest, so dividends to shareholders would equal earnings. Company
H has a P/E of 20, and Company L has a P/E of 15. Exhibit 5.4 shows why the
inverse of the P/E, the earnings yield, is the return the companies would earn
if they didn’t grow and their P/Es didn’t change.

In the example, you can see that the TSR of Company H is 5.0 percent, ex-
actly equal to the inverse of the P/E, the earnings yield. Similarly, Company
L’s TSR of 6.7 percent equals the inverse of its P/E. Note also that Company
H, with the higher P/E, has the lower earnings yield (or zero-growth TSR).
This demonstrates that companies with higher P/Es must achieve greater
growth or improvements in ROIC to outperform the TSR of companies with
lower P/Es.

The next example shows the impact of debt financing on the TSR decom-
position. Suppose you own a house worth $500,000 and you’ve borrowed
$200,000 against the house. If the house increases in value to $550,000, your
equity value would increase from $300,000 to $350,000. A 10 percent increase
in the value of the house leads to a 17 percent return on your equity.

The same concept applies to companies. Consider Company B, which is
identical to Company A (our simpler example in Exhibit 5.3) except for its
debt financing. As detailed in Exhibit 5.5, the difference in financing means
Company B generated a higher TSR of 18 percent. The traditional approach
to decomposing TSR suggests that Company B’s shareholders benefited from
a higher dividend yield and a stronger increase in expectations. However,
our more fundamental decomposition of Company B, based on earnings yield
(zero-growth TSR) and changed expectations measured by the unlevered P/E
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ExHiBIT 55 Enhancing TSR Decomposition to Uncover Effects of Leverage

Company B financials Decomposition of TSR
$ million Base year 1 year later % Traditional ~ Enhanced
Enterprise value 125.0 137.5 Growth 7.0 7.0
Debt! (25.0) (25.0) Required investment - (5.6)
Equity value 100.0 1125 TSR from performance 7.0 14
Dividends 55 > Earnings yield - 10.0
Change in P/E? 5.5 3.0
P/E (multiple) 8.0 8.4 Impact of financial leverage - 36
Dividend yield 55 —
TSR, % 18.0 TSR, % 18.0 18.0

T Assumes, for illustrative purposes, that debt carries no interest.
2 Change in P/E multiple for traditional approach vs. change in unlevered P/E multiple in enhanced approach (enterprise value/earnings)

(ratio of enterprise value to earnings), shows that the first three parts of the
company’s decomposed TSR are in fact identical to those of Company A. The
additional 3.6 percent TSR for Company B arises from the higher proportion
of debt in its capital, rather than any newly created value. Adjusting for the
higher financial risk associated with higher debt shows that Company B did
not in fact create more value than Company A—an important fact for inves-
tors and the companies’ executives.

We can apply this approach to our earlier comparison of Tyson and J&]J Snack
Foods. Exhibit 5.6 shows the TSR decomposition for the two companies. While
Tyson’s 27 percent annual TSR for 2013-2017 was higher than J&J’s14 percent,
J&]J outperformed Tyson on the TSR derived from growth: growth, net of invest-
ments, contributed 3 percent to TSR, versus a negative amount for Tyson, which
made significant acquisitions that outweighed its modest revenue growth.

Tyson benefited from a much larger increase in operating profit margin: a
TSR effect of 22 percent by increasing its margin from 4 percent to 9 percent,
while J&]’s margin was flat, at about 12 percent. Note that even though Tyson’s

EXHBIT56 Tyson Foods vs. J&J Snack Foods: TSR Decomposition, 2013-2017

% Annualized
Tyson J&J Snack

Impact of financial leverage
Nonoperating cash flows
TSR 27 14 13

Foods Foods Difference

Revenue growth 3 6 (3)
Investment for growth (22) (3) (19)
Net impact of growth (19) 3 (22)
Change in margin 22 0 22
TSR from performance 3
Earnings yield (zero growth return) 4

7

1

1

3
7
Change in earnings multiple 8
6
3
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margin increased more, J&] still earned a higher margin. Interestingly, both
companies earned similar ROIC in 2017, about 22 percent, because Tyson had
higher capital productivity.

While the impact of increasing expectations (the change in multiple) was
similar at the two companies, J&J’s multiple remained at a much higher level.
Tyson’s EV/NOPAT multiple increased from 13 times to 17 times, while J&J’s
increased from 23 times to 29 times.

Tyson had a further seven-percentage-point advantage in TSR due to
higher financial leverage. The impact of leverage on J&J’s TSR was actually
negative, because it had more cash than debt. In contrast, Tyson’s debt added
six percentage points to its TSR.

UNDERSTANDING EXPECTATIONS

As the examples in this chapter have shown, investors” expectations at the be-
ginning and end of the measurement period have a big effect on TSR. A crucial
issue for investors and executives to understand, however, is that a company
whose TSR has consistently outperformed the market will reach a point where
the company will no longer be able to satisfy expectations reflected in its share
price. From that point, TSR will be lower than it was in the past, even though
the company may still be creating huge amounts of value. Managers need to
realize and communicate to their boards and to investors that a small decline
in TSR is better for shareholders in the long run at this juncture than a desper-
ate attempt to maintain TSR through ill-advised acquisitions or new ventures.

This was arguably the point that Home Depot had reached in 1999. Earlier,
we used earnings multiples to express expectations, but you can also translate
those multiples into the revenue growth rate and ROIC required to satisfy
current shareholder expectations by reverse engineering the share price. Such
an exercise can also help managers assess their performance plans and spot
any gaps between their likely outcome and the market’s expectations. At the
end of 1999, Home Depot had a market value of $132 billion, with an earnings
multiple of 47. Using a discounted-cash-flow model that assumes constant
margins and return on capital, Home Depot would have had to increase rev-
enues by 26 percent per year over the next 15 years to maintain its 1999 share
price. Home Depot’s actual revenue growth through 2006 averaged a very
healthy 13 percent per year, an impressive number for such a large company
but far below the growth required to justify its share price in 1999. It’s no
surprise, therefore, that Home Depot’s shares underperformed the S&P 500
by 8 percent per year over the period. Since then, Home Depot’s revenues in-
creased from $90 billion in 2006 to $108 billion in 2018, an annualized increase
of 2 percent per year. A large part of the slow growth was due to the weakness
in the housing market, with revenue dropping to $66 billion in 2010 before
recovering to the current level.



IMPLICATIONS FOR MANAGERS 81

What should Home Depot’s board of directors have done immediately
after 1999, given the company’s high market value? Celebrating is definitely
not the answer. Some companies would try to justify their high share prices
by considering all sorts of risky strategies. But given Home Depot’s size, the
chances of finding enough high-ROIC growth opportunities to justify its 1999
share price were virtually nil.

Realistically, there wasn’t much Home Depot could have done except
prepare for an inevitable decline in share price: Home Depot’s market value
dropped from $130 billion in December 1999 to $80 billion in December 2006 (it
increased to over $200 billion by mid-2019). Some companies can take advan-
tage of their high share prices to make acquisitions. But that probably wasn’t
a good idea for Home Depot because of its high growth—a large-enough man-
agement challenge to maintain—even without considering that the retail in-
dustry doesn’t have a track record of making large acquisitions successfully.

Home Depot’s situation in 1999 was unusual. Most companies, most of
the time, will not have much trouble satisfying the shareholder expectations
expressed in their current share price simply by performing as well as the rest
of their industry. We have reverse engineered hundreds of companies’ share
prices over the years using discounted cash flows. With the exception of the
Internet bubble era (1999-2000), at least 80 percent of the companies have had
performance expectations built into their share prices that are in line with in-
dustry growth expectations and returns on capital. TSR for a company among
these 80 percent is unlikely to be much different from the industry average
unless the company performs significantly better or worse than expected,
relative to its industry peers. The other 20 percent, however, should brace
themselves for a significantly faster or slower ride on the treadmill. Managers
who reverse engineer their share prices to understand expectations of their
ROIC and growth can benefit from seeing on which side of this 80/20 divide
they fall.

IMPLICATIONS FOR MANAGERS

The expectations treadmill makes it difficult to use TSR as a performance mea-
surement tool. As we saw in the example of Tyson and J&]J Snack Foods, the
sizable differences in TSR for the two companies from 2013 to 2017 masked the
big difference in expectations at the beginning of the measurement period. In
Home Depot’s case, living up to the expectations was virtually impossible, as
no company can run that fast for very long.

As a result of the expectations treadmill, many executive compensation
systems tied to TSR do not reward managers for their performance as manag-
ers, since the majority of a company’s short-term TSR is driven by movements
in its industry and the broader market. That was the case for the many execu-
tives who became wealthy from stock options in the 1980s and 1990s, a time
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when share prices increased primarily because of falling inflation and interest
rates, rather than anything those managers did. Conversely, many stock op-
tion gains were wiped out during the 2008 financial crisis. Again, the causes
of these gains and losses were largely disconnected from anything managers
did or didn’t do (except for managers in financial institutions).

Instead of focusing primarily on a company’s TSR over a given period,
effective compensation systems should focus on growth, ROIC, and TSR per-
formance relative to peers. That would eliminate much of the TSR that is not
driven by company-specific performance.

In addition to fixing compensation systems, executives need to become
much more sophisticated in their interpretation of TSR, especially short-term
TSR. If executives and boards understand what expectations are built into
their own and their peers’ share prices, they can better anticipate how their
actions might affect their own share prices when the market finds out about
them. For example, if you're executing a great strategy that will create signifi-
cant value, but the market already expects you to succeed, you can’t expect
to outperform on TSR. The management team and board need to know this,
so the board will take a long-term view and continue to support manage-
ment’s value-creating priorities, even if these do not immediately strengthen
the share price.

Executives also need to give up incessantly monitoring their stock prices.
It’s a bad habit. TSR is largely meaningless over short periods. In a typical
three-month time frame, more than 40 percent of companies experience a
share price increase or decrease of over 10 percent,” movements that are noth-
ing more than random. Therefore, executives shouldn’t even try to under-
stand daily share price changes unless prices move over 2 percent more than
the peer average in a single day or 10 percent more in a quarter.

Finally, be careful what you wish for. All executives and investors like to
see their company’s share price increase. But once your share price rises, it’s
hard to keep it rising faster than the market average. The expectations tread-
mill is virtually impossible to escape, and we don’t know any easy way to
manage expectations down.

7 Share price movement relative to the S&P 500 index for a sample of nonfinancial companies with
greater than $1 billion market capitalization, measured during 2004-2007.



Valuation of ESG and
Digital Initiatives

As we write this book at the beginning of 2020, two items on any execu-
tive’s agenda are noteworthy for their emerging importance in creating
value and their slipperiness when it comes to valuing them. One is man-
aging the intertwined elements of environmental, social, and governance
(ESG) concerns. The other is grappling with the myriad manifestations of
technological improvement or transformation commonly referred to as
“digital.”

The principles of corporate valuation do not include simple prescrip-
tions for assigning values to various approaches to ESG or individual digi-
tal assets or strategies. Today, for even the most proficient analyst seeking
a corporate valuation, there is only so much that can be done with these
elusive elements. Many services publish various ESG ratings, for example,
but researchers have found that the ratings are uncorrelated across differ-
ent services, because work is still in progress on how to identify robust
metrics of their success.

This chapter offers instead a way to think about how to value strate-
gies and decisions related to ESG and digital initiatives. Our view is that
companies should focus on the few areas that make a difference in their
industry—for example, water consumption for beverage makers, supply
chain management for apparel companies, or carbon emissions for many
industries. It’s also important, particularly at times of rapid technological
change, to fix a gimlet eye on the risks of embracing—or ignoring—trends
big and small. In each case, we recommend trying out the basic principles
of valuation to establish a foundation for measuring outcomes, combined
with gathering data to improve their application in the future.

83
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A COMMON FRAMEWORK

Before we dive into the details of ESG and digital valuation, it’s worth point-
ing out that valuing these strategies or projects follows the same principles
that apply to all investment decisions: use discounted cash flows, and com-
pare scenario cash flows with a base case. Often, what is most critical for this
analysis is the definition of the base case.

Sometimes executives argue that hard-to-quantify investments are neces-
sary because they are “strategic,” or that their benefits can’t be measured. This
is rarely the case. The logic error is often in defining the base case. Take the
decision by a bank to invest in a mobile-banking app. How would you quan-
tify the value of this investment? The key is the base case. If all of a bank’s
competitors have mobile apps and the bank doesn’t invest in one, its market
share will likely fall over time as it loses customers (or fails to attract new
ones). Therefore, the base case would be a decline in profits and cash flows,
not stable profits and cash flows.

Companies are often reluctant to create business-as-usual projections
that show declines in profits and cash flows. Yet such declines are what will
most often happen when companies avoid change. Companies must become
comfortable with declining-base cases; if they don’t, they will have difficulty
quantifying the value of many investments in ESG and digital. Quantify-
ing the value is essential to making smart choices. It allows you to compare
these initiatives against other investments that may be competing for scarce
resources. And as in the example of the mobile-banking app, it may cause
you to think about how much to invest in particular initiatives. It's not good
enough to look at advancing technology or increasing demand for sustain-
ability and act blindly, based on an uninformed sense of obligation to keep
up with outside forces.

ENVIRONMENTAL, SOCIAL, AND GOVERNANCE (ESG) CONCERNS

Every business is deeply intertwined with environmental, social, and gover-
nance (ESG) concerns:!

* Environmental criteria include the energy a company takes in and the
waste it discharges, the resources it needs, and the consequences for liv-
ing beings as a result. Some of the most significant measures are carbon
emissions and climate change.

! This section on ESG is an adaptation of an article coauthored by one of this book’s authors:
W. Henisz, T. Koller, and R. Nuttall, “Five Ways That ESG Creates Value,” McKinsey Quarterly
(November 2019), www.mckinsey.com.
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¢ Social criteria address the relationships a company has and the reputa-
tion it fosters with people and institutions in the communities in which
it does business. Important criteria include labor relations, diversity,
and inclusion.

¢ Governance is the internal system of practices, controls, and
procedures a company adopts in order to govern itself, make effec-
tive decisions, comply with the law, and meet the needs of external
stakeholders.

These individual elements are themselves intertwined. For example, social
criteria overlap with environmental criteria and governance when companies
seek to comply with environmental laws and broader societal concerns about
sustainability.

The combining of these reputation and business risks and benefits has
more executives thinking and acting on ESG in a proactive way. As we dis-
cussed in Chapter 1, the U.S. Business Roundtable in August 2019 issued a
statement strongly affirming businesses” connection with a broad range of
stakeholders, including customers, employees, suppliers, communities, and
shareholders.? Investors are becoming more interested in a company’s ESG
performance, and ESG-oriented investing is on the rise. ESG-related invest-
ment funds now top $30 trillion—up 68 percent since 2014 and tenfold since
2004.> The acceleration has been driven by heightened social, governmental,
and consumer attention to the broader impact of corporations, as well as by
the investors and executives who realize that a strong ESG proposition can
safeguard a company’s long-term success.

The weight of accumulated research finds that companies that pay atten-
tion to environmental, social, and governance concerns do not experience a
drag on value creation.* Better performance in ESG also corresponds with a

2 The stakeholder-minded approach is elaborated upon in Witold J. Henisz, Corporate Diplomacy: Why
Firms Need to Build Ties with External Stakeholders (New York: Routledge, 2016); J. Browne, R. Nut-
tall, and T. Stadlen, Connect: How Companies Succeed by Engaging Radically with Society (New York:
PublicAffairs, 2016); and C. Mayer, Prosperity: Better Business Makes the Greater Good (Oxford: Oxford
University Press, 2019).

3 Global Sustainable Investment Review 2018, Global Sustainable Investment Alliance, 2018, www
.gsi-alliance.org.

4W. J. Henisz and J. McGlinch, “ESG, Material Credit Events, and Credit Risk,” Journal of Applied Cor-
porate Finance 31 (July 2019): 105-117; M. Khan, G. Serafeim, and A. Yoon, “Corporate Sustainability:
First Evidence on Materiality,” Accounting Review 91, no. 6 (November 2016): 1697-1724; and Z. Nagy,
A. Kassam, and L.-E. Lee, “Can ESG Add Alpha? An Analysis of ESG Tilt and Momentum Strategies,”
white paper, MSCI, June 2015, msci.com.
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reduction in downside risk, as evidenced, among other ways, by lower loan
and credit default swap spreads and higher credit ratings.>

In a 2019 McKinsey survey of 558 executives from around the globe and
in different industries, 57 percent said they believe that ESG programs create
shareholder value.® While nearly all of the 57 percent said these programs
create long-term value, two-thirds of them also reported that such programs
create value in the short term. Among the major benefits driving value cre-
ation, according to respondents, are maintaining a good reputation and brand
equity, attracting and maintaining talented employees, and strengthening the
company’s competitive position. Respondents across the spectrum also said
they would be willing to pay a 10 percent premium for a company with a posi-
tive ESG record versus one with a negative record.

These favorable opinions do not mean that a company should undertake
every ESG idea that comes along. Consistent with valuation principles, our
point is that companies should take ESG considerations into account when
they make important decisions and that companies should actively look for
opportunities to invest in projects that have ESG benefits. Those who look
actively may find more positive present value opportunities than they had
expected. Where can they look for a strong ESG proposition that makes finan-
cial sense? ESG may link to cash flow in five important ways: (1) facilitating
revenue growth, (2) reducing costs, (3) minimizing regulatory and legal inter-
ventions, (4) increasing employee productivity, and (5) optimizing investment
and capital expenditures.

Revenue Growth

A strong ESG proposition helps companies tap new markets and expand in
existing ones. When governing authorities trust corporate actors, they are
more likely to award them the access, approvals, and licenses that afford fresh

5 See, for example, S. A. Lundqvist and A. Vilhelmsson, “Enterprise Risk Management and Default
Risk: Evidence from the Banking Industry,” Journal of Risk and Insurance 85, no. 1 (March 2018), https://
onlinelibrary.wiley.com; E. Landry, M. Lazaro, and A. Lee, “Connecting ESG and Corporate Bond Per-
formance,” MIT Management Sloan School and Breckinridge Capital Advisors, 2017, mitsloan.mit.edu;
and M. Reznick and M. Viehs, “Pricing ESG Risk in Credit Markets,” Hermes Credit and Hermes EOS,
2017, hermes-investment.com. Similar benefits are found in yield spreads attached to loans; see A.
Goss and G. S. Roberts, “The Impact of Corporate Social Responsibility on the Cost of Bank Loans,”
Journal of Banking and Finance 35, no. 7 (2011): 17941810, sciencedirect.com; S. Chava, “Environmental
Externalities and Cost of Capital,” Management Science 60, no. 9 (September 2014): 2111-2380; S. C. Bae,
K. Chang, and H.-C. Yi, “The Impact of Corporate Social Responsibility Activities on Corporate Financ-
ing: A Case of Bank Loan Covenants,” Applied Economics Letters 23, no. 17 (2016): 1234-1237; and S. C.
Bae, K. Chang, H.-C. Yi, “Corporate Social Responsibility, Credit Rating, and Private Debt Contracting:
New Evidence from Syndicated Loan Market,” Review of Quantitative Finance and Accounting 50, no. 1
(2018): 261-299.

6 See L. Delevingne, A. Griindler, S. Kane, and T. Koller, “The ESG Premium: New Perspectives on
Value and Performance,” McKinsey on Finance 73 (January 2020), www.mckinsey.com.



ENVIRONMENTAL, SOCIAL, AND GOVERNANCE (ESG) CONCERNS 87

opportunities for growth. For example, in a recent, massive public-private
infrastructure project in Long Beach, California, the for-profit companies se-
lected to participate were screened based on their prior performance in sus-
tainability. Superior ESG execution has demonstrably paid off in mining as
well. Consider gold, a commodity (albeit an expensive one) that should, all
else being equal, generate the same returns for the companies that mine it re-
gardless of their ESG propositions. Yet one major study found that companies
with social engagement activities perceived to be beneficial by public and so-
cial stakeholders had an easier go at extracting those resources, without exten-
sive planning or operational delays. These companies achieved demonstrably
higher valuations than competitors with lower social capital.”

ESG can also drive consumer preference. McKinsey research has shown
that customers say they are willing to pay to “go green.” Although there can
be wide discrepancies in practice, including customers who refuse to pay even
1 percent more, the researchers found that when consumers were surveyed on
purchases in multiple industries, including the automotive, building, electron-
ics, and packaging categories, upward of 70 percent said they would pay an
additional 5 percent for a green product if it met the same performance stan-
dards as a nongreen alternative. In another study, nearly half (44 percent) of
respondents identified business and growth opportunities as the impetus for
their companies to start sustainability programs.

The payoffs are real. When Unilever developed Sunlight, a brand of dish-
washing liquid that uses much less water than its other brands, sales of Sunlight
and Unilever’s other water-saving products proceeded to outpace category
growth by more than 20 percent in a number of water-scarce markets. Procter
& Gamble, too, is taking aim at developing an estimated $20 billion prod-
uct line of detergents that are effective in cold water.8 And Finland’s Neste,
founded as a traditional petroleum-refining company more than 70 years ago,
now generates more than two-thirds of its profits from renewable fuels and
sustainability-related products.

Cost Reductions

ESG can also reduce costs substantially. Among other advantages, execut-
ing ESG effectively can help combat rising operating expenses (such as raw
materials costs and the true cost of water or carbon), which McKinsey research
found can boost operating profits by as much as 60 percent. The researchers
created a metric—the amount of energy use, water use, and waste created in
relation to revenue—to analyze the relative resource efficiency of companies

7W. J. Henisz, S. Dorobantu, and L. J. Nartey, “Spinning Gold: The Financial Returns to Stakeholder
Engagement,” Strategic Management Journal 35, no. 12 (December 2014): 1727-1748.
8 Henisz, Corporate Diplomacy.
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within various sectors. They found a significant correlation between resource
efficiency and financial performance. The study also identified companies
across sectors that did particularly well in terms of resource efficiency and
financial performance—precisely the companies that had taken their sustain-
ability strategies the furthest.

As with each of the five links to ESG value creation, the first step to real-
izing value begins with recognizing the opportunity. Consider 3M, which has
long understood that being proactive about environmental risk can be a source
of competitive advantage. The company has a program called “pollution pre-
vention pays,” which aims to prevent rather than clean up pollution; efforts
have included reformulating products, improving manufacturing processes,
redesigning equipment, and recycling and reusing waste from production.
Since introducing the program in 1975, 3M has saved $2.2 billion. Another
enterprise, a major water utility, achieved cost savings of almost $180 million
per year through lean initiatives aimed at improving preventive maintenance,
refining spare-parts inventory management, and tackling energy consump-
tion and recovery from sludge. FedEx, for its part, aims to convert its entire
35,000-vehicle fleet to electric or hybrid engines. To date, 20 percent have been
converted, which has already reduced fuel consumption by more than 50 mil-
lion gallons.’

Reduced Regulatory and Legal Interventions

A stronger external-value proposition can enable companies to achieve
greater strategic freedom, easing regulatory pressure. In case after case,
across sectors and geographies, we’ve seen that strength in ESG helps re-
duce companies’ risk of adverse government action. It can also engender
government support.

The value at stake may be higher than you think. Typically one-third of
corporate profits are at risk from state intervention.!’ Regulation’s impact, of
course, varies by industry. For pharmaceuticals and health care, the profits
at stake are about 25 to 30 percent. In banking, where provisions on capi-
tal requirements, “too big to fail” regulations, and consumer protection are
so critical, the value at stake is typically 50 to 60 percent. For the automo-
tive, aerospace and defense, and tech sectors, where government subsidies
(among other forms of intervention) are prevalent, the value at stake can reach
60 percent as well.

°W.J. Henisz, “The Costs and Benefits of Calculating the Net Present Value of Corporate Diplomacy,”
Field Actions Science Reports, special issue 14 (2016), https:/ /journals.openedition.org/factsreports /4109.
10See Henisz et al., “Five Ways That ESG Creates Value.”
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Employee Productivity Uplift

A strong ESG proposition can help companies attract and retain quality
employees, enhance employee motivation by instilling a sense of purpose,
and increase productivity overall. Employee satisfaction is positively corre-
lated with shareholder returns.!! For example, the London Business School’s
Alex Edmans found that the companies that made Fortune’s list of the 100
Best Companies to Work For in America generated 2.3 to 3.8 percent higher
stock returns per year than their peers, measured over a period of more than
25 years.!? Moreover, it has long been observed that employees who report
feeling not just satisfied but also connected perform better. The stronger an
employee’s perception of impact on the beneficiaries of their work, the greater
the employee’s motivation to act in a “prosocial” way.!3

Recent studies have also shown that positive social impact correlates with
higher job satisfaction, and field experiments suggest that when companies
“give back,” employees react with enthusiasm. For instance, randomly se-
lected employees at one Australian bank who received bonuses in the form
of company payments to local charities reported greater and more immediate
job satisfaction than their colleagues who were not selected for the donation
program.'4

Just as a sense of higher purpose can inspire employees to perform bet-
ter, a weaker ESG proposition can drag productivity down. The most glaring
examples are strikes, worker slowdowns, and other labor actions within an
organization. But it’s worth remembering that productivity constraints can
also manifest outside of a company’s four walls, across the supply chain.!®
Primary suppliers often subcontract portions of large orders to other firms or
rely on purchasing agents, and subcontractors are typically managed loosely,
sometimes with little oversight regarding workers” health and safety.

11 A. Edmans, “Does the Stock Market Fully Value Intangibles? Employee Satisfaction and Equity
Prices,” Journal of Financial Economics 101, no. 3 (September 2011): 621-640.

12 A. Edmans, “The Link between Job Satisfaction and Firm Value, with Implications for Corporate
Social Responsibility,” Academy of Management Perspectives 26, no. 4 (November 2012): 1-19.

13 A. M. Grant, “Does Intrinsic Motivation Fuel the Prosocial Fire? Motivational Synergy in Predicting
Persistence, Performance, and Productivity,” Journal of Applied Psychology 93, no. 1 (2008): 48-58; A. M.
Grant, “Relational Job Design and the Motivation to Make a Prosocial Difference,” Academy of Manage-
ment Review 32, no. 2 (April 2007): 393-417; and J. S. Bunderson and ]. A. Thompson, “Violations of
Principle: Ideological Currency in the Psychological Contract,” Academy of Management Review 28, no.
4 (2003): 571-586.

147.-E. De Neve et al., “Work and Well-Being: A Global Perspective,” in Global Happiness Policy Report,
ed. Global Council for Happiness and Wellbeing (New York: Sustainable Development Solutions Net-
work, 2018).

15 A.-T. Bové and S. Swartz, “Starting at the Source: Sustainability in Supply Chains,” McKinsey & Co.,
November 2016, www.mckinsey.com.
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Farsighted companies pay heed. Consider General Mills, which works to
ensure that its ESG principles apply “from farm to fork to landfill.” Walmart,
for its part, tracks the work conditions of its suppliers, including those with
extensive factory floors in China, according to a proprietary company score-
card. And Mars seeks opportunities where it can deliver what it calls “win-
win-wins” for the company, its suppliers, and the environment. Mars has
developed model farms that not only introduce new technological initiatives
to farmers in its supply chains, but also increase farmers” access to capital so
they are able to obtain a financial stake in those initiatives.!®

Investment and Asset Optimization

A strong ESG proposition can enhance investment returns by allocating capi-
tal to more promising and more sustainable opportunities (for example, re-
newables, waste reduction, and scrubbers). It can also help companies avoid
stranded investments that may not pay off because of longer-term environ-
mental issues (such as massive write-downs in the value of oil tankers). Re-
member, taking proper account of investment returns requires that you start
from the proper baseline. When it comes to ESG, it’s important to bear in
mind that a do-nothing approach is usually an eroding line, not a straight one.
Continuing to rely on energy-hungry plants and equipment, for example, can
drain cash going forward. While the investments required to update opera-
tions may be substantial, choosing to wait it out can be the most expensive
option of all.

The rules of the game are shifting: regulatory responses to emissions will
likely add to energy costs and could especially affect balance sheets in carbon-
intense industries. And bans or limitations on such things as single-use plas-
tics or diesel-fueled cars in city centers will introduce new constraints on an
immense number of businesses, many of which could find themselves having
to play catch-up. One way to get ahead of the future curve is to consider re-
purposing assets right now—for instance, converting failing parking garages
into uses with higher demand, such as residences or day-care facilities, a trend
we’re beginning to see in reviving cities.

Foresight flows to the bottom line, and riding sustainability’s tailwinds
presents new opportunities to enhance investment returns. “Consider China,
for example. The country’s imperative to combat air pollution is forecast to
create more than $3 trillion in investment opportunities through 2030, ranging
across industries from air-quality monitoring to indoor air purification and
even cement mixing.

16 K. Askew, “Extended Supply Chains Are Broken”: Why Mars Thinks the Commodities Era Is Over,”
Food Navigator, June 6, 2018, www.foodnavigator.com.
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DIGITAL INITIATIVES

The definition of digital is fuzzy. Some view it as simply the upgraded term for
what their IT function does. Others focus on digital marketing and sales, pro-
viding digital services to customers, or connecting devices. The applications
of digital technology in organizations involve all of these and probably ideas
that haven’t been thought of yet. Several of our colleagues examined a typical
consumer packaged-goods company to see how many ways digitization and
digital applications could be used to improve performance. They identified at
least 33 possibilities, including digital marketing, optimizing trade spending,
improving sales force coverage, predictive maintenance, supply chain plan-
ning, and robotic process automation in the back office.

Given the wide scope of potential digital initiatives, it is no surprise that
most companies are launching them. In a 2018 survey of 1,733 managers,
about eight in ten said their organizations had begun a digital transformation.
However, just 14 percent said their efforts had made and sustained perfor-
mance improvements. What’s more, only 3 percent reported complete success
at sustaining their change.!” Evidently, digital is an area where management
discipline is much needed.

Measuring the Value of Digitization

It’s not surprising that companies struggle with how to evaluate the myriad
“digital” initiatives being proposed. Yet the fundamental principle still ap-
plies: evaluate digital projects based on the cash flow they are expected to
generate. While it sounds simple, getting it right requires some thoughtful
strategic analysis.

Ideally, all investment decisions should be analyzed against an alternative
course of action. For digital projects, the alternative may be to do nothing. But
the do-nothing case doesn’t mean zero cash flows. In fact, the do-nothing or
business-as-usual case is often the key to evaluating digital projects.

Banks have faced this challenge several times over the past 40 years. In the
1970s and 1980s, banks introduced automated teller machines. In the 2000s,
banks set up online banking. In the 2010s, banks developed mobile-banking
apps. It seems obvious that banks needed to introduce all these innovations.
But these innovations probably didn’t generate new revenues, because cus-
tomers expected them. Thus, although a mobile-banking app makes strategic
sense, it appears to create a negative present value due to its additional costs
with no added revenues.

17 7. Deakin, L. LaBerge, and B. O’'Beirne, “Five Moves to Make During a Digital Transformation,”
McKinsey & Company, April 2019.
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Here’s where the importance of the base case comes in. If the bank
doesn’t build a mobile app, it will likely lose market share and revenues
over time. In this case, the cash inflows are the avoidance of lost revenues,
which could be substantial. So this project likely does have a positive pres-
ent value.

Ideally, the bank would estimate the timing of market-share loss to de-
cide on the best time to build the app. Perhaps delaying a year or two might
maximize value if the bank’s customer base isn’t clamoring for it yet. The
bank should also consider alternative features for the app and ways to build
it. Should it start with something simple and low cost to roll out and then
improve it over time? Or should it spend more up front on a more feature-
laden product? As you can see, there are many different cash flow scenarios
to analyze when making this decision.

Paths to Improved Performance

Digital initiatives can improve a company’s performance in numerous ways.
To analyze the potential impact of digital, it helps to frame the discussion as
two opportunities or threats. The first—and the highest-profile manifestation
of digital in the business press—is an application of digital tools that fun-
damentally disrupts an industry, requiring a major revamp of a company’s
business model.

The second kind of impact, less dramatic but also important, occurs when
companies use digital to simply do the things they already do, only better.
Digital strategies can be applied in more mundane but also important ways in-
cluding cost reduction, improved customer experience, new revenue sources,
and better decision making. The line between the two applications can blur,
such as when clothing retailers integrate their physical and online sales. The
retailer is still selling clothes, but the customer’s experience has changed, and
the retailer must substantially retool its business.

New Business Models In some cases, digital disruption upends entire busi-
ness models or creates entirely new businesses. The Internet changed the way
consumers research and purchase airline tickets and hotel rooms, disinterme-
diating many traditional travel agents. The introduction of video-streaming
services has disrupted the economics of traditional broadcast and cable TV
channels. In some cases, digital has created enormous new businesses. Cloud
computing services generated between $80 billion and $100 billion of reve-
nues in 2019, up from less than $10 billion ten years earlier. The rise of cloud
computing disrupted two other industries. First, the standardization of serv-
ers by leading players disrupted the manufacturers of mainframe and server
computers. Second, it disrupted the IT services business that ran companies’
data centers.
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To value these new businesses, use the standard DCF approach. The fact
that these businesses are often growing fast and don’t earn profits early on
does not affect the valuation approach. Eventually, they will need to generate
profits and cash flow and earn an attractive ROIC. In Chapter 36, we describe
how to value high-growth companies. The key point is that with high-growth
companies, you must start in the future to estimate revenues when the market
begins to stabilize, based on the market’s potential size. You should estimate
ROIC based on an assessment of the fundamental economics of the business.

An important consideration in estimating the potential size and ROIC of
a new digital business is whether or not it will have network effects, also called
increasing returns to scale. The basic idea is this: in certain situations, as com-
panies grow, 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 industries with
network effects, competition is kept at bay by the low and decreasing unit
costs of the market leader (hence the tag “winner take all” for this kind of
industry).

Take Microsoft’s Office software, a product that provides word process-
ing, spreadsheets, and graphics. Office has long been the standard used by
most companies and other users. Early on, as the installed base of Office users
expanded, it became ever more attractive for new customers to use Office for
these tasks, because they could share documents, calculations, and images
with so many others. As the customer base grew, margins were very high, be-
cause the incremental cost of providing software through DVD or download
was so low. Office is one of the most profitable products of all time. That said,
even such a successful product may be threatened by competition as more
computing moves to the cloud.

Such network effects are not the usual case. The history of innovation
shows how difficult it is to earn monopoly-size returns on capital for any
length of time except in very special circumstances. Many companies and
investors didn’t realize how rare this was during the dot-com bubble of
1999-2000. More recently, investors again may have gone overboard with the
number of “unicorns,” typically defined as start-up companies with values
above $1 billion (usually still private) and negative profits. In 2019, as some
unicorns went public or tried to, there was a renewed realization that not
all these companies could earn extraordinary returns from network effects,
and values fell considerably. It's unlikely that companies offering analytics
services, selling e-cigarettes, or renting out short-term office space will achieve
long-term network effects.

Cost Reduction Many digital initiatives can help companies reduce their
operating costs. Predictive maintenance on factory equipment reduces both
maintenance costs and lost production from downtime. Another example is



94 VALUATION OF ESG AND DIGITAL INITIATIVES

the grandly named robotic process automation (RBA). This doesn’t refer to
physical robots, but rather to software that automates processes like accounts-
payable processing. As these robots become more sophisticated, they can take
on even more difficult tasks, handling exceptions in addition to plain-vanilla
accounts payable.

Some examples show great progress for this kind of cost reduction. One
mining company saved over $360 million per year from process automation
in the field that gave managers more insight into what exactly was happening,
enabling managers to make adjustments and anticipate needed ones. Fossil-
fuel power generators have improved a plant’s heat rate (how efficiently the
plant uses fuel) by up to 3 percent by using sensors and actuators for remote
monitoring and automated operations, as well as employing smart valves that
self-report and repair leakages. They’ve also used automated work-order gen-
eration, remote expert support using virtual-reality devices, and automated
warehouses to reduce operating costs by 5 to 20 percent. At the same time,
they have improved safety by using robots for tasks in confined spaces, as
well as advanced analytics to prevent accidents due to fatigue or distraction.!®

Understanding the economics of cost reduction is not as straightforward
as it may seem. You might be tempted to estimate the present value by simply
discounting the expected savings and subtracting the investments required.
But you also must examine the second-order effects. Are your competitors
pursuing the same initiatives? In a competitive industry like the chemicals
business, those cost reductions might simply be passed through to customers
as price reductions. Chemical companies typically find ways to reduce costs
by around 2 percent per year, but their margins don’t increase, because indus-
try players pass the savings on to customers.

In a situation like this, where the present value of cost reduction efforts is
zero because the savings are passed on to customers, the alternative case be-
comes important. If your competitors are pursuing digital initiatives to reduce
costs and you are not, you'll still have to reduce your prices in line with your
competitors’. The alternative to the digital initiative would be a decline in
cash flows due to lower prices without reduced costs. So the present value of
the initiative may turn positive again, once you compare your initiative to the
right base case. In practice, whether the savings are passed on to customers
will vary by industry, but it’s critical to think carefully through the alternative
case.

Improved Customer Experience Consumers have benefited tremendously
from the digital actions of companies serving them. Many retailers have become
“omnichannel,” giving consumers a high degree of flexibility. Consumers can

18 G. Guzman, A. Prasanna, P. Safarik, and P. Tanwar, “Unlocking the Value of Digital Operations in
Electric-Power Generation,” McKinsey & Company, October 2019, www.mckinsey.com.
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purchase an item of clothing in a store or online, to be shipped to the buyer’s
home or to a local store. If the local store doesn’t have the right size for an in-
store shopper, the customer can order it on the spot and have it delivered to
the customer’s home. A customer who decides to return an item can return it
to any store or mail it back, regardless of how it was purchased. Consumers
can also track in real time the progress of shipments heading their way.

Using digitization to improve customer experience can add value to the
business in a variety of ways. One leading manufacturer of agricultural prod-
ucts was struggling with low customer satisfaction scores and an erosion of
its customer base. Using digital solutions, the company created a seamless on-
line process for ordering, tracking, and query management. This increased the
company’s customer satisfaction score by 24 percentage points and improved
throughput by 20 percent.!” In some cases, improved customer service also
reduces costs. An electricity distribution company fully redesigned its cus-
tomer interfaces in a “digital-first” way that made a priority of the customer’s
online interaction. Customer satisfaction rose 25 percentage points, employee
satisfaction increased by 10 percentage points, and customer service costs fell
40 percent.

As is the case with applying digital solutions to reduce costs, it’s critical
to think through the competitive effects of investing in digital to gain a supe-
rior customer experience. Recall our earlier example of the mobile-banking
app. The value proposition boils down to cash flow, but special considerations
emerge. Does the improved customer service lead to higher market share be-
cause your customer service is better than that of your competitors? Or does
it maintain your market share or avoid losing market share because your com-
petitors are doing the same thing?

In many situations, customers have come to expect an improved customer
experience and are unwilling to pay extra for it. In the case of omnichannel re-
tailers, today’s customers routinely expect seamless transactions across chan-
nels from many retailers, but for the retailers, providing omnichannel services
is expensive. The cost to ship online orders often makes these sales unprofit-
able, while in-store sales may be declining, leading to lower margins, as some
costs are fixed. Even so, retailers have no choice but to provide the omnichan-
nel services despite lower profitability. If they don’t, they’ll lose even more
revenues and profits.

New Revenue Sources Some companies have been able to create new rev-
enue sources through digital initiatives. In these cases, the economic analy-
sis versus the base case is more straightforward, because at least for a while,
you (and maybe your competitors) are making the pie bigger for the whole

97, Boringer, B. Grehan, D. Kiewell, S. Lehmitz, and P. Moser, “Four Pathways to Digital Growth That
Work for B2B Companies,” McKinsey & Company, October 2019.
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industry. However, genuinely new revenue sources can be hard to find and
difficult to convince customers to pay for.

Imagine you are sitting at home with an urge for some ice cream but don’t
want to go out to the local convenience store. Ben & Jerry’s in the United King-
dom has set up centralized ice-cream freezers where a delivery company picks
up the ice cream and delivers it to the customer within a short time period.
These centralized freezers generate ten times the volume of convenience store
freezers—mostly additional sales, because without the convenient delivery,
many customers would simply skip the ice cream.

Or consider farm equipment manufacturer John Deere’s introduction of
precision farming services. The company has created a data-driven service
business that collects soil samples and analyzes weather patterns to help farm-
ers optimize crop yields. Sensors in tractors and other machinery provide data
for predictive maintenance, automated sprinkler systems synchronize with
weather data, and an open-software platform lets third parties build new ser-
vice apps.?

Then there’s one transportation company’s digital solution to help its cus-
tomers improve fleet maintenance. That solution helped generate more than
$10 million of additional revenue through software subscriptions and after-
market parts sales.?!

These new revenue sources can create value because they don’t involve
just keeping up with the competition. In two of the examples, digital innova-
tions created an overall increase in the revenue pool for the industry. In Ben &
Jerry’s case, the overall consumption of ice cream increased. In John Deere’s
case, a new product offering also increased overall demand.

Better Decision Making Finally, some executives are pairing the trove of
data being generated and new advanced analytics techniques to enable man-
agers to make better decisions about a broad range of activities, including how
they fund marketing, utilize assets, and retain customers.

Consider two examples. A maker of high-tech hardware implemented a
partially automated solution to improve pricing for thousands of product
configurations. Key features included configuration-based price benchmark-
ing, analysis of price trends, and automated pricing recommendations with
weekly updates of up to 200,000 price points for up to 20,000 products. A con-
sumer products company used advanced analytics to improve the design of
its planograms. A planogram is a model of how a consumer packaged-goods
company allocates its limited space on retail shelves. It describes which prod-
ucts will be included and how to display them. Analytics showed decision

207, Bughin, T. Catlin, M. Hirt, and P. Willmott, “Why Digital Strategies Fail,” McKinsey Quarterly (Janu-
ary 2018), www.mckinsey.com.

21 M. Banholzer, M. Berger-de Leon, S. Narayanan, and M. Patel, “How Industrial Incumbents Create
New Businesses,” McKinsey & Company (September 2019), www.mckinsey.com.
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makers at the company that they could dramatically improve effectiveness.
At the same time, they reduced the number of people required to design pla-
nograms from ten to just two.

Advanced analytics to improve decision making can generate additional
revenues, reduce costs, or both. In the planogram example, the improvement
can increase total customer spending by getting customers to upgrade to more
profitable products. In this case, because the change involves only choices
within the company’s product mix, the improvement can create value without
necessarily inviting a competitive response. In other cases, the benefits may be
diluted because competitors take similar actions, but the investment in analyt-
ics still may create value by maintaining competitive parity.

CLOSING THOUGHTS

As executives and investors alike grapple with understanding the impact on
business value of emerging environmental, social, and governance issues, as
well as the competitive implications of digital technologies in all their forms,
it bears remembering that these topics and the management responses to them
will likely be fluid for some time to come. Still, as new as these topics may
seem, existing valuation principles can help with framing initial responses
and surfacing techniques for dealing with such challenges as they evolve.
Companies will also do well if they concentrate on the specific areas that will
have the greatest impact on the factors that create value.






The Stock Market Is
Smarter Than You Think

The stock market’s volatility and the sometimes-erratic pricing of companies’
shares have always raised questions about the link between stock prices and
economic fundamentals. Some experts have at times even posited that stock
markets seem to lead lives of their own. In 2017 the level of market valuations
led Nobel laureate Richard Thaler to comment, “We seem to be living in the
riskiest moment of our lives, and yet the stock market seems to be nap-
ping. . . . I admit to not understanding it.”! Several years earlier, another Nobel
Prize-winning economist, Robert Shiller, wrote, “Fundamentally, stock markets
are driven by popular narratives, which don’t need basis in solid facts.”?
American investor Bill Gross claimed in 2012 that the last 100 years of U.S.
stock returns “belied a commonsensical flaw much like that of a chain letter or
yes—a Ponzi scheme.”?

Does it make sense to view the stock market as an arena where emotions
rule supreme? We think not. Certainly, irrational behavior can drive prices
for some stocks in some sectors in the short term. And for shorter periods of
time, even the market overall can lose touch with economic fundamentals. But
in the long term, the facts clearly show that individual stocks and the market
as a whole track return on invested capital (ROIC) and growth. For this rea-
son, managers should continue to make decisions based on these fundamental
drivers of value. By doing so, managers can also detect and perhaps exploit
any irrational market deviations if and when they occur.

In this chapter, we’ll explain how a market with different types of investors
can lead to rational prices most of the time, even if some of the investors don’t

7. Smialek, “Nobel Economist Thaler Says He’s Nervous about Stock Market,” Bloomberg News, Octo-
ber 10, 2017, www.bloomberg.com.

2R. Shiller, “When a Stock Market Is Contagious,” New York Times, October 18, 2014, www.nytimes.com.
3W. H. Gross, “Cult Figures,” Investment Outlook (PIMCO), August 2012, www.pimco.com.
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make decisions based on economic fundamentals. Then we’ll show the empiri-
cal evidence that growth and return on invested capital (ROIC) are, in fact, the
key drivers of value. Finally, we’ll explode the myths behind some commonly
accepted beliefs that are at odds with the fundamental principles of valuation.

MARKETS AND FUNDAMENTALS: A MODEL

We use a straightforward model to illustrate how market trading by both fun-
damental, or informed, investors and nonfundamental investors (what we call
“noise traders”) will produce prices that are generally in line with intrinsic
value but can still be volatile.* These prices may even deviate significantly
from intrinsic value under certain, albeit rare, conditions.

Assume a basic market where trading is limited to one company’s stock
and, for comparison, a risk-free asset. Two types of investors trade in this mar-
ket. Informed investors develop a point of view about the intrinsic value of
the company’s shares based on its underlying fundamentals, such as return
on capital and growth. They base their buy and sell decisions on this informed
point of view. They may not all agree on the intrinsic value. Some may believe
the company’s shares are worth $40, others $50, and others $60. Because of
transaction costs and uncertainty about the intrinsic value, they will trade only
if the stock price deviates by more than 10 percent from their value estimates.

The other investors in this market are the noise traders. These traders may
be news oriented, trading on any event they believe will move the share price
in the near term, without having a point of view on the company’s intrinsic
value. Noise traders can also trade on momentum, basing their trades only
on price trends: when shares are going up, they buy, assuming the price will
continue to increase, and when prices are going down, they sell.”

Say trading starts when the price of a single share in the market is $30.
Informed investors start buying shares because they believe the shares should
be worth $40 to $60; such buying drives up the share price. Some noise trad-
ers notice the rising share price and begin to purchase as well. This accelerates
the share price increase, attracting more and more noise traders. As the share
price increases, the informed investors gradually slow their purchases. At $44,
the most pessimistic begin to sell. Once the price passes $66, all informed
investors are selling. Momentum declines, which some of the noise traders
sense, so they begin to sell as well. The selling pressure builds, and the stock

4 Nonfundamental investors could be called “irrational” because they don’t make decisions based on
an economic analysis of a company. We call them nonfundamental, because their strategies might be
rational and sophisticated even though not based on fundamentals.

5Our two investor groups are similar to feedback traders and smart-money investors, as in W. N. Goetz-
mann and M. Massa, “Daily Momentum and Contrarian Behavior of Index Fund Investors,” Journal of
Financial and Quantitative Analysis 37, no. 3 (September 2002): 375-389.
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exHiBiT 7.1 Model of Share Price Trading Boundaries
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price begins to fall. The noise investors accelerate the fall, but this slows as
more and more informed investors begin to buy until, at $36, all informed
investors are buying again, and the fall is reversed.

The pattern continues, with the share price oscillating within a band whose
boundaries are set by the informed investors, as shown in Exhibit 7.1. If the
noise traders act not only on price movements but also on random, insig-
nificant events, there will also be price oscillations within the band. The band
itself can change over time, depending on the uncertainty among informed
investors about the company’s intrinsic value. For example, product launches
or successes in research and development can lead informed investors to in-
crease their value estimates as well as their trading bandwidth. As a result,
price volatility will be temporarily higher while investors are absorbing the
new information, as shown in the period after time T in Exhibit 7.1.

In this model, prices will move within the bandwidth if there is enough
informed capital. This mechanism can break down, but only in rare situa-
tions. For example, when fundamental investors are vastly outnumbered by
noise traders, their sales of stocks might not be able to stop a price rally. Such
circumstances are unlikely, given the amounts of capital managed by sophis-
ticated, professional—that is to say, fundamental—investors today.® Neverthe-
less, once they have sold all the overvalued stock, some fundamental investors
can be reluctant to engage in short sales for fear of losing significant amounts
before prices revert to lower levels. Others can face institutional or regulatory

© This is also what the academic literature predicts: informed investors outweigh and ultimately sur-
vive noise traders. See, for example, L. Blume and D. Easley, “Market Selection and Asset Pricing,” in
Handbook of Financial Markets: Dynamics and Evolution, ed. T. Hens and K. Hoppe (Amsterdam: Elsevier,
2009); and J. De Long, A. Shleifer, L. Summers, and R. Waldman, “The Survival of Noise Traders in
Financial Markets,” Journal of Business 64, no. 1 (1991): 1-19.
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restrictions. As a result, the price rally might continue. But noise traders can-
not push share prices above their intrinsic levels for prolonged periods; at
some point, fundamentals prevail in setting prices in the stock market. In ex-
treme cases, such as the technology bubble of the 1990s, this could take a few
years, but the stock market always corrects itself to align with the underlying
fundamental economics.

MARKETS AND FUNDAMENTALS: THE EVIDENCE

In general, the empirical evidence supports the idea that growth and ROIC
are the key drivers of value. That means the evidence tends not to support
beliefs that value is shaped as much by other measures. Even some of the
most conventional beliefs about the stock market are not supported by the
facts. For example, most growth and value indexes, like those of Standard &
Poor’s, categorize companies as either “value” or “growth” based on a combi-
nation of factors, including market-to-book ratios and price-to-earnings ratios
(P/Es). Typically, companies with high market-to-book ratios and high P/Es
end up in the growth category, while the others fall in the value category. How-
ever, growth is only one factor driving differences in market-to-book ratios
and P/Es. ROIC also is important. In fact, we have found no difference in the
distribution of growth rates between so-called value and growth stocks (see
Exhibit 7.2). We did, however, find that so-called growth stocks tend to have
high ROIC, and value stocks have lower ROIC. The median return on capi-
tal for so-called value companies was 15 percent, compared with 35 percent
for the growth companies. So the companies classified as growth did not
grow faster on average, but they did have higher returns on capital. That’s

ExHiBIT 72 Distribution of Growth Rates for Growth and Value Stocks
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EXHIBIT 7.3 Stock Performance against Bonds in the Long Run, 1801-2018
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Source: J. J. Siegel, Stocks for the Long Run: The Definitive Guide to Financial Market Returns and Long-Term Investment Strategies (New York: McGraw-Hill, 2014);
R. G. Ibbotson, 2019 SBBI Yearbook (Duff & Phelps)

why a modestly growing company, like the high-ROIC consumer packaged
goods company Clorox, ends up on the growth-stock list.

Decades of Consistent Returns

Similarly, market bubbles and crises have always captured public attention, fu-
eling the belief that the stock market moves in chaotic ways, detached from
economic fundamentals. The 2008 financial crisis, the technology bubble of the
1990s, the Black Monday crash of October 1987, the leveraged-buyout (LBO)
craze of the 1980s, and, of course, the Wall Street crash of 1929 appear to confirm
such ideas. But the facts tell a different story. Despite these occurrences, U.S.
equities over the past 200 years have delivered decade after decade of consistent
returns to shareholders of about 6.75 percent annually, adjusted for inflation.
Over the long term, the stock market has been far from chaotic (Exhibit 7.3).
The origins of this 6.75 percent total shareholder return (TSR) lie in the
fundamental performance of companies and the long-term cost of equity. TSR
is simply the sum of the relative share price appreciation plus the cash yield
(see Exhibit 7.4). Over the past 70 years, corporate profits in the United States
have grown about 3 to 3.5 percent per year in real terms, and the median P/E
has hovered around a level of about 15 to 17.7 If P/Es revert to a normal level
over time, share price appreciation should therefore amount to around 3 to
3.5 percent per year. Moreover, corporate America typically reinvests about

7 Note that the P/E is stable if long-term growth rates, returns on capital, and costs of equity are stable.
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EXHIBIT 7.4 Economic Fundamentals Explain Long-Term Total Shareholder Returns

Range of annual performance over past 70 years

Change in P/E
0.0%—-0.0%

Total shareholder
return’

6.5%—7.0%

Share price
appreciati
3.0%-3.5% Profit growth’
3.0%-3.5%
Payout ratio?
50%-60%
Cash yield Return on capital®

3.25%-3.75%

12%-14%

P/E
15X-17X

" Measured in real terms.
2Estimated as (1 — growth/return on capital), where growth is real-terms profit growth plus inflation at 2.0%-2.5%

3 Long-term average ROIC—recent years have been above average levels

40 to 50 percent of profits every year to achieve this profit growth, leaving the
remainder to be paid to shareholders as dividends and share repurchases. The
resulting 50 to 60 percent payout ratio is not a coincidence: it follows from a
typical 12 to 14 percent return on equity for U.S. companies, combined with
3 to 3.5 percent growth in real terms, or 5 to 6 percent including inflation. It
translates to a cash yield to shareholders (that is, the inverse of the P/E times
the payout ratio) of around 3.5 percent at the long-term average P/E of 15 to
17. Adding the cash yield to the annual 3 to 3.5 percent share price apprecia-
tion results in total real shareholder returns of about 6.5 to 7 percent per year.

P/E Fundamentals

Some analysts miss an important element of stock returns: the gains are driven
by both share price appreciation and cash yields. In the view of these analysts
share prices cannot increase faster than corporate profits. But this perspective
erroneously misses the cash distributions entirely. Other experts have been too
pessimistic about the share price appreciation component when they’ve predicted
convergence of the P/E toward long-term average levels. Their estimates for the
long-term average level are too low because they incorporate the 1970s and 1980s,
when P/Es were severely depressed because of exceptionally high inflation levels.?

81n addition, Robert Shiller’s measure of the current P/E is overestimated because it does not exclude ex-
traordinary losses such as goodwill impairments. See J. Siegel, “Don’t Put Faith in Cape Crusaders,” Financial
Times, August 20, 2013; “Siegel vs. Shiller: Is the Stock Market Overvalued?,” Knowledge@Wharton, Septem-
ber 18, 2018, knowledge . wharton.upenn.edu/article/siegel-shiller-stock-market/ .
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EXHIBIT 75 Estimating Fundamental Market Valuation Levels
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The fundamental performance of companies and of the economy also ex-
plains the level of the stock market over shorter periods of time. We estimated
a fundamental P/E for the U.S. stock market for each year from 1962 to 2019,
using the simplest equity discounted-cash-flow (DCF) valuation model, fol-
lowing the value driver formula first presented in Chapter 2. We estimated
what the price-to-earnings ratios would have been for the U.S. stock market
for each year, had they been based on these fundamental economic factors.
Exhibit 7.5 shows how well even a simple fundamental valuation model fits
the stock market’s actual P/E levels over the past decades, despite periods of
extremely high economic growth in the 1960s and 1990s, as well as periods of
low growth and high inflation in the 1970s and 1980s. By and large, the U.S.
stock market has been fairly priced and in general has oscillated around its
fundamental P/Es. We conducted a similar analysis of the European stock
markets and obtained similar results.

Note that both the fundamental and actual P/Es have shown an upward
trend over the past 35 years, rising toward 17 in 2019. To a large extent, this
pattern is driven by steadily increasing margins and returns on capital.” Ex-
cess cash balances held by large companies form another factor. Cash has a
high implied P/E because it carries little after-tax interest. Correcting for the
excess cash balance in corporate P/Es lowers the 2017 ratio for the market as
a whole by a full point, from 19 to 18.1°

9 See also Chapter 8 and R. Jain, B. Jiang, and T. Koller, “What’s behind This Year’s Buoyant Market,”
McKinsey on Finance, no. 52 (Autumn 2014): 27-31.

10See R. Gupta, B. Jiang, and T. Koller, “Looking behind the Numbers for US Stock Indexes,” McKinsey
on Finance, no. 65 (January 2018): 11-15.
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exHiBIT76 Market Value vs. ROIC and Growth across Selected Industry Sectors

Global companies with real revenues > $1 billlion, 2018 median
Market value/

Market value/capital’ earnings’ ROIC % Growth,®* %

Biotechnology

Health-care equipment and supplies
Information services and software
Pharmaceuticals

Aerospace and defense

Hotels, restaurants, and leisure
Luxury goods and apparel
Branded consumer goods
Household durables

Machinery and equipment
Technology hardware

Retailing

Chemicals

Transportation and logistics
Automobiles and parts
Construction

Distribution and trading

Airlines

Metals and mining

Utilities and power producers

T Market value is enterprise value, capital is invested capital excluding goodwill, and earnings is earnings before interest, taxes, depreciation, and amortization
(EBITDA).

2 Average return on invested capital excluding goodwill over 2015-2017.
3 Analyst consensus forecast of annual revenue growth from 2018 to 2020.

Source: Corporate Performance Analytics by McKinsey.

Higher Returns, Higher Value

What holds for the stock market as a whole also holds across industries. For
the largest listed companies in the world grouped by industry in 2018,!! we
took their average ROIC for the previous three years as a proxy for expected
future returns and used the analysts” consensus estimate of their three-year
growth outlook as the proxy for long-term expected growth (see Exhibit 7.6).
Industries with higher ratios of market value to capital or market value to
earnings also have higher growth and/or higher ROIC driven by better sales
margins and capital turnover. Life science and technology companies had the
highest valuation levels, thanks to having the highest ROIC combined with
superior growth. Other companies, like those in the hotels and restaurants or
luxury-goods sectors, receive high valuations from strong growth at average

'This sample comprises all listed companies (excluding financial institutions) with revenues exceed-
ing $1 billion from the United States, Europe, Australia, New Zealand, and Japan.
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ExHiBIT 77 Market Value, ROIC, and Growth: Empirical Relationship

Global companies with real revenues > $1 billlion
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T Market value is enterprise value, capital is invested capital excluding goodwill, and earnings is earnings before interest, taxes, depreciation, and amortization
(EBITDA).

z Average return on invested capital excluding goodwill over 2016-2017.
3Ana\yst consensus forecast of annual earnings growth from 2018 to 2020

Source: Corporate Performance Analytics by McKinsey.

levels of ROIC. Utilities and companies in metals and mining were valued at
low market-value-to-capital multiples because of their low returns on capital
and low expected growth. Note that the ratios of market value to earnings
show less variation across sectors, reflecting investor expectations of converg-
ing earnings growth in the long term.

The same principles apply to individual companies. We compared the ratios
of market value to capital of all the companies in the same sample versus their
expected ROIC and growth. Exhibit 7.7 shows that, for a given level of growth,
higher rates of ROIC generally lead to higher market values, and above a given
level of ROIC, higher growth also leads to higher value. Although the empirical
results do not fit the theoretical model perfectly, they still clearly demonstrate
that the market values companies based on growth and ROIC.

For example, consider the fact that valuation multiples in the United
States tend to be higher than in most other countries. That fact has even
made some European companies consider relisting their stocks in the U.S.
stock market in the hope of obtaining a higher valuation. As we discuss later
in this chapter, however, such hope is false. U.S. investors do not pay more
than European investors for the same stock. The difference in valuation mul-
tiples can be explained by underlying fundamentals. First, there is a marked
difference in sector composition between the U.S and European economies.
The technology and life science sectors, which have high valuation multiples,
carry far more weight in the U.S. economy. Second, we find that U.S. compa-
nies typically generate higher returns on capital than European companies
in the same sector.
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exHBIT78 U.S. and European Equity Markets in High-Tech and Credit Bubbles
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Deviations from Fundamentals

Nevertheless, there have been periods when deviations from economic fun-
damentals were so significant and widespread that they affected the stock
market as a whole. Two examples are the technology bubble that burst in 2000
and the credit bubble that collapsed in 2007 (see Exhibit 7.8).

The technology market boom is a classic example of a valuation bubble, in
which stocks are priced at earnings multiples that underlying fundamentals
cannot justify. When Netscape Communications became a public company in
1995, it saw its market capitalization soar to $6 billion on an annual revenue
base of just $85 million. As investors quickly became convinced that the Inter-
net would change the world, they sent the Standard & Poor’s (S&P) 500 index
to a new peak in 2000. By 2003, the index had tumbled back to half that level.

Although the valuation of the market overall was affected, the technology
bubble was concentrated in technology stocks and certain very large stocks
(so-called megacaps) in other sectors. Before and after the bubble, the P/Es of
the 30 largest companies were about the same on average as those of the other
470 companies in the index (see Exhibit 7.9). However, in 1999, the average

EXHBIT 79 Impact of Largest Stocks on Overall Market Valuation

12-month trailing price-to-earnings ratios

1980 1990 1999 2001

P/E of 30 largest companies 9 15 46 28
P/E of remaining companies 9 15 23 24
P/E for S&P overall 9 15 30 25

Source: Compustat
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top-30 company had a P/E of 46 times, compared with an average of 23 times
for the other 470 companies. As a result, the weighted average P/E for the
market overall reached 30 times.

Most of the large-capitalization companies with high P/Es were clustered
in just three sectors: technology, media, and telecommunications (TMT). Of
course, some of the companies born in this era (including Amazon and eBay)
have created substantial economic value. But for every solid, innovative new
business idea, there were dozens of companies that forgot or purposely threw
out fundamental rules of economics.

By 2007, stock markets around the world had more than recovered from
the technology bubble fallout, and the S&P 500 reached a new peak value (see
Exhibit 7.8). The largest property boom and credit expansion in U.S. and Eu-
ropean history drove corporate earnings to exceptional levels that ultimately
proved unsustainable. Although all companies were affected, this bubble too
was mainly driven by a few sectors. The financial, energy, utilities, and ma-
terials sectors showed sharply inflated earnings, from 41 percent of total S&P
earnings in 1997 to 51 percent in 2006. But in 2007, a chain reaction of col-
lapsing funding structures for mortgages and other forms of credit brought
financial institutions across the world into distress. U.S. and European stock
markets lost more than half of their value as the world’s economy experienced
the steepest downturn since the 1930s.

After 2009, U.S. stock markets quickly regained momentum and reached
new record levels, this time fueled by strong increases in returns on capital
and revenue growth, especially in the life science and technology sectors (see
also Chapter 8). The megacap phenomenon emerged again, although on a far
more modest scale than in the high-tech bubble. As of 2018, just four mega-
cap companies—Alphabet (Google), Amazon, Facebook, and Microsoft—
accounted for 10 percent of the S&P 500 index.!? European stock markets took
much longer to regain pre-crisis levels, due to weaker underlying return on
capital and growth. The 2010 sovereign debt crisis caused a prolonged slow-
down of economic activity across the largest European countries. In addition,
European countries did not experience the emergence and ongoing growth of
a strong technology sector, as the United States did.

Paradoxically, the fact that market deviations do occur from time to time
makes it even more important for corporate managers and investors to un-
derstand the true, intrinsic value of their companies; otherwise, they will be
unsure how to exploit any market deviations, if and when they occur. For
instance, they might use shares to pay for acquisitions when those shares are
overvalued by the market, or they might divest particular businesses at times
when trading and transaction multiples in those sectors are higher than un-
derlying fundamentals can justify.

12Gee Gupta et al., “Looking behind the Numbers for US Stock Indexes.”
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MYTHS ABOUT EARNINGS

So far, we’ve made the positive case for managers to focus their energy on
growth at an attractive ROIC. Yet some companies go to great lengths to
achieve a certain earnings per share (EPS) number or to smooth out their earn-
ings. This is wasted energy. The evidence shows that these efforts aren’t worth
it, and they may actually hurt the company.

We're not saying that EPS doesn’t matter. Companies that create value
often have attractive earnings growth, and earnings will equal cash flow over
the life span of the company. But not all earnings growth creates value. Con-
sider the three most important drivers of EPS growth: revenue growth, margin
improvement, and share repurchases. As we’ve pointed out, revenue growth
(especially organic growth) is a powerful driver of value if it generates a return
on invested capital exceeding the cost of capital. Margin improvements that
are coming purely from cost cutting are not sustainable in the long term and
might even hurt a company’s future growth and value creation if investments
in research or marketing are cut back. Share repurchases typically increase EPS
but also increase a company’s debt or reduce its cash. In either case, this leads
to a decline in a company’s P/E, which affects the increase in EPS so that value
per share does not change. Consider Microsoft, with around $130 billion in lig-
uid assets in 2019. The liquid assets are low risk and low return, so they have a
high P/E (higher than for Microsoft’s operating assets). Paying out the liquid
assets would reduce the proportion of high-P/E assets relative to lower-P/E
assets, reducing the overall (weighted-average) P/E for Microsoft as a whole.

In this section, we’ll show that the sophisticated investors who drive stock
market values dig beneath a company’s accounting information to understand
the underlying economic fundamentals. A classic example is the share price
reaction to changes in inventory accounting by U.S. companies in the 1960s
and 1970s. Because of rising price levels in these years, changing from first-in-
first-out (FIFO) to last-in-first-out (LIFO) accounting decreased reported prof-
its as well as taxable income. But the investor reaction reflected by the share
price was typically positive, because investors understood that free cash flows
would be higher as a result of lower taxes.!®

Sometimes investors have difficulty detecting the true economic situation
behind accounting information. For example, investors found it hard to assess
the true risks and returns on capital of many financial institutions prior to the
2008 credit crisis because the financial reports were so opaque. Some com-
panies, including Enron and WorldCom, misled stock markets by purposely
manipulating their financial statements. But all managers should understand
that markets can be mistaken or fooled for only so long. Sooner or later, share
prices need to be justified by cash flows rather than accounting earnings.

13G. Biddle and F. Lindahl, “Stock Price Reactions to LIFO Adoptions: The Association between Excess
Returns and LIFO Tax Savings,” Journal of Accounting Research 20, no. 2 (1982): 551-588.
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ExHBIT7.10 Relationship between Share Repurchases and Shareholder Returns
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T Effect of share repurchases on TRS is measured by residuals of multivariate regression. Variables are share-repurchase intensity and economic-profit growth.
Economic-profit growth is a measure that combines earnings growth and return on capital (relative to cost of capital). This regression shows that the effect of
share-repurchase intensity is not statistically significant.

2 Difference between EPS growth and net income growth used as proxy for degree of share-repurchase intensity.

Source: Corporate Performance Analytics by McKinsey.

EPS Growth from Share Repurchases

Even though EPS is not a reliable indicator of value creation, many compa-
nies still use it as a key measure of financial performance and an important
input for executive compensation. Not surprisingly, we find that executives
pursue share repurchase programs mainly because they believe the resulting
EPS growth creates value for shareholders. But savvy markets see through
such moves with a gimlet eye. One company managed to create strong
growth in EPS while its net income was falling, simply by retiring its shares
even faster.'* When investors understood that business results were declin-
ing, the company’s share price dropped by 40 percent relative to the overall
market change.

The empirical evidence is clear. At face value, there appears to be a cor-
relation between shareholder value creation and the intensity of a company’s
share repurchase program. But that is simply because companies with higher
returns on capital and growth also tend to pay out more cash to shareholders.
After we control for differences in growth and return on capital, no relation-
ship is left between share repurchases and shareholder value creation (see
Exhibit 7.10).1

14Gee O. Ezekoye, T. Koller, and A. Mittal, “How Share Repurchases Boost Earnings without Improving
Returns,” McKinsey on Finance, no. 58 (2016): 15-24.

151f companies could time share repurchases when share prices are truly low, they could create value
for shareholders who do not sell. However, as we discuss in Chapter 33, most companies do not time
repurchases effectively.



112 THE STOCK MARKET IS SMARTER THAN YOU THINK

Earnings from Mergers and Acquisitions

There is yet another way for companies to increase their earnings: buying an-
other company. Say a company has $1 billion of excess cash. It uses the cash
to buy another company earning $50 million per year at a P/E multiple of 20
times. Its earnings will increase by $50 million, less the forgone interest it was
earning on the excess cash; assuming that equals $5 million (at a 0.5 percent
after-tax return on cash), the net increase is $45 million. Though the compa-
ny’s earnings have increased, we can’t tell whether it has created value. At a
20 P/E purchase price, it will be earning only 5 percent on its invested capital.
If it has a 10 percent cost of capital, it will need to double the earnings of the
acquired company to earn its cost of capital on the $1 billion it just invested.

Investors see through the accounting earnings. Chapter 31 shows that
whether an acquisition increases or decreases earnings in the first year or two
after the acquisition has no correlation with the stock market’s reaction to the
transaction.

Investors also see through the illusion of “multiple expansion,” as we dis-
cussed in Chapter 3. There is no empirical evidence or economic logic that the
stock market will value an acquired business at the earnings multiple of the
acquiring business. The earnings multiple of two combined businesses will
simply equal the weighted average of the individual earnings multiples. Any
value increase must come from additional cash flows over and above those of
the individual businesses.

Write-Downs

Executives are often reluctant to take the earnings hit from writing down the
value of assets, assuming that investors will react negatively. But investors
don’t respond mechanically to write-downs. Rather, they assess what infor-
mation the write-down conveys about the future performance of the company.

We looked at 99 companies in the United States that had written off at
least $2 billion of impaired goodwill against their profits from 2007 to 2011.1
There was no statistically significant drop in share prices on the day a write-
off was announced. The markets had already anticipated the lower benefits
from past acquisitions and reduced the share prices long before the write-off
announcements. For example, prices jumped nearly 10 percent when Boston
Scientific announced a $2.7 billion write-down associated with its 2006 acqui-
sition of Guidant. Prices rose almost 8 percent when U.S. Steel announced a
goodwill impairment charge of $1.8 billion with its third-quarter earnings in
2013. We found a similar pattern for the 15 largest goodwill impairments by
European companies from 2010 to 2012. The pattern is consistent over many

16 See B. Cao, M. Goedhart, and T. Koller, “Goodwill Shunting: How to Better Manage Write-Downs,”
McKinsey on Finance, no. 50 (Spring 2014): 13-15.
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ExHBIT7.11 No Market Reaction to Announcement of Goodwill Impairment
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years. Likewise, Exhibit 7.11 shows there was no statistically significant drop
in share prices on the announcement of goodwill impairments in an earlier
sample of 54 companies in the United States and Europe from 2002 to 2004.17

Stock markets clearly look at the underlying cash flows and business
fundamentals rather than reported earnings and goodwill impairments. In
the 2010 to 2012 sample of European write-offs, in fact, only one analyst re-
port issued after one announcement even commented on the size of the im-
pairment. Analysts did, however, comment strongly on indications of how
the company would move forward. Changes in signals or explicit guidance
about future operating earnings, the outlook for the market and business
units, and any management actions or plans to address changing conditions
are important.

Employee Stock Options

In the early 2000s, proposed new accounting rules requiring employee stock
options to be expensed in the income statement caused much concern. Some
executives and venture capitalists claimed that expensing stock options would
reduce the earnings of small high-growth companies so much that they would
not be able to take the companies public.

Of course, there was no need for concern, because stock prices are driven
by cash flows, not reported earnings. Academic research has shown that the
stock market already took account of employee options in its valuation of

7 The sample comprises selected U.S. and European companies with a market capitalization of at least
$500 million and an impairment charge of at least 2 percent of market capitalization.
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companies that give full information about their options schemes—even when
the option values are not explicitly expensed in the companies” income state-
ments.'® In fact, companies that voluntarily expensed their employee options
before doing so became mandatory experienced no decrease in share price,
despite the negative implications for reported earnings."

We came to a similar conclusion after examining 120 U.S. companies
that began expensing their stock options between July 2002 and May 2004.
Furthermore, we found no relationship between the size of the earnings de-
crease due to option expensing and any abnormal returns during the days
surrounding the new policy’s announcement. The market already had the
relevant information on the option plans and was not confused by a change
in reporting policy.

Different Accounting Standards

Share price data for companies that report different accounting results in dif-
ferent stock markets provide additional evidence that stock markets do not
take reported earnings at face value. Prior to 2008, non-U.S. companies that
had securities listed in the United States and did not report under U.S. Gener-
ally Accepted Accounting Principles (GAAP) or International Financial Re-
porting Standards (IFRS), for example, were required to report equity and
net profit under U.S. GAAP.? These could have provided results that differed
significantly from the equity and net profit reported under their domestic ac-
counting standards. We analyzed a sample of 50 European companies that
began reporting reconciliations of equity and profit to U.S. GAAP after obtain-
ing U.S. listings between 1997 and 2004. The differences between net income
and equity under U.S. and local accounting standards were often quite large;
in more than half the cases, the gap exceeded 30 percent.

Many executives probably worried that lower earnings under U.S. GAAP
would translate directly into a lower share price. But this was not the case.
Even though two-thirds of the companies in our sample reported lower earn-
ings following U.S. disclosure, the stock market reaction to their disclosure
was positive, as shown in Exhibit 7.12. At that time, following U.S. GAAP
standards also generally meant disclosing more information than required by
local standards. Evidently, improved disclosure outweighed any artificial ac-
counting effects.

18D. Aboody, M. Barth, and R. Kasznik, “SFAS No. 123 Stock-Based Compensation Expense and Equity
Market Values,” Accounting Review 79, no. 2 (2004): 251-275.

YD, Aboody, M. Barth, and R. Kasznik, “Firms’ Voluntary Recognition of Stock-Based Compensation
Expense,” Journal of Accounting Research 42, no. 2 (December 2004): 251-275.

20 Since March 2008, non-U.S. companies reporting under IFRS are no longer required to reconcile fi-
nancial statements to U.S. GAAP in their Securities and Exchange Commission (SEC) filings.
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ExHBIT7.12 No Clear Impact of U.S. GAAP Reconciliation
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MYTHS ABOUT EARNINGS MANAGEMENT

On July 17, 2019, Internet entertainment service company Netflix reported
second-quarter earnings of $0.56 per share, just four cents short of the $0.60
analyst consensus expectations. In addition, it had generated $4.92 billion in
revenues, 25 percent higher than for the same quarter the year before, but
missed analyst revenue targets by $10 million. On the same day; its share price
dropped by more than 10 percent. The trigger for the price decline was not
the company’s missing its earnings or revenue targets. Rather, investors were
concerned about the company’s long-term outlook because of a decline in
U.S. subscribers when an increase was expected, as well as significantly lower
growth in international subscribers. Still, events such as this have led many
managers to believe that stock markets are increasingly sensitive to short-term
earnings that undershoot analysts” expectations or to volatility in earnings
generally. As we’ll show, events like these are not driven by the earnings an-
nouncement itself, but by other information that accompanies the earnings,
such as the underlying subscriber base growth in the case of Netflix. Further-
more, investors are not much concerned by earnings volatility and offer no
rewards for predictable earnings or earnings guidance.

Earnings Volatility

Some managers believe investors will pay a premium for steady earnings
growth. Indeed, executives regularly cite stabilizing earnings growth as a rea-
son for strategic actions. For example, the CEO of Conoco once justified a
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EXHIBIT 7.13 Earnings Growth of Least Volatile Companies: Not So Smooth

Earnings growth," %
Automatic Data
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! Earnings is net income before extraordinary items, adjusted for goodwill impairment.
Source: S&P Capital 1Q.

pending merger with Phillips Petroleum in part by asserting that the merger
would offer greater earnings stability over the commodity price cycle.?!

In contrast, academic research finds that earnings variability has either lim-
ited or no impact on market value and shareholder returns. Ratios of market
value to capital are diminished by cash flow volatility, but not by earnings volatil-
ity. Investors see through earnings smoothing that is unconnected to cash flow.?
In 30 years of U.S. profit data, there is no correlation between variability in EPS
and a company’s market value.” Some researchers find a statistically significant,
but practically negligible, relationship between the two: between the 1 percent of
companies with the lowest earnings volatility and the 1 percent with the highest
lies a difference in market-to-book ratios of less than 10 percent.?

Part of the explanation for the results is that smooth earnings growth is a
myth. Almost no companies demonstrate smooth earnings growth. Exhibit 7.13
shows the earnings growth of the five firms among the 10 percent of large listed
U.S. companies that had the least volatile earnings growth from 2008 to 2018.2 Of
the companies examined, Home Depot was the only one with ten years of steady
earnings growth. Only a handful had earnings growth that was steady for four or

2! Analyst teleconference, November 19, 2001.

22Gee B. Rountree, ]. Weston, and G. Allayannis, “Do Investors Value Smooth Performance?” Journal of
Financial Economics 90, no. 3 (December 2008): 237-251.

2]. McInnis, “Earnings Smoothness, Average Returns, and Implied Cost of Equity Capital,” Accounting
Review (January 2010).

24R. Barnes, “Earnings Volatility and Market Valuation: An Empirical Investigation” (LBS Accounting
Subject Area Working Paper ACCT 019, 2003). The difference was 0.2, and the average market-to-book
ratio for the entire sample was around 2.

25 These were all listed nonfinancial U.S. companies with revenues of more than $1 billion in 2018.
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more years. Most companies with relatively stable earnings growth follow a pat-
tern similar to the four companies other than Home Depot in Exhibit 7.13: several
years of steady growth interrupted by a sudden decline in earnings.

Meeting Consensus Earnings Estimates

When a high-profile company misses an earnings target, it certainly makes
headlines, but the impact of short-term earnings on share prices should not
be overstated. For example, empirical research has shown that earnings sur-
prises explain less than 2 percent of share price volatility in the four weeks
surrounding the announcements.?® Investors place far more importance on
a company’s economic fundamentals than on reported earnings. Sometimes,
however, short-term earnings are the only data investors have on which to
base their judgment of fundamental corporate performance. In these cases, in-
vestors may interpret a missed EPS target as an omen of a decline in long-term
performance and management credibility, so they lower the company’s share
price accordingly. As we describe in more detail in Chapter 34, the announce-
ment of lower-than-expected earnings only drives share prices down in case
of downward revisions of long-term fundamental prospects.

Similarly, share prices do not rise if the market believes a positive earnings
surprise is simply the result of some imaginative accounting, such as deliber-
ate timing of book gains from asset divestments or acceleration of sales from
deep discounts to customers. For such accruals-dependent earnings increases,
subsequent shareholder returns are poor, relative to peers.”” And investors are
wise to be wary when accruals contribute substantially to earnings, because
this typically indicates that a company has reached a turning point and will
post lower earnings in the future.

Earnings Guidance

Many companies believe that providing guidance on their expected earnings
for the upcoming quarter or year can lead to higher valuations, lower share
price volatility, and greater market liquidity for their shares at what they per-
ceive to be limited costs. Unfortunately, there is no evidence that guidance de-
livers any of these benefits. As we discuss in Chapter 34, we find that whether
companies issue guidance does not affect their earnings multiples, returns to
shareholders, or share price volatility. The impact of guidance on a stock’s li-
quidity, if any, typically disappears in the following year, making it practically
irrelevant from a shareholder’s perspective.?®

26 W. Kinney, D. Burgstahler, and R. Martin, “Earnings Surprise ‘Materiality’ as Measured by Stock
Returns,” Journal of Accounting Research 40, no. 5 (December 2002): 1297-1329.

27K. Chan, L. Chan, N. Jegadeesh, and J. Lakonishok, “Earnings Quality and Stock Returns,” Journal of
Business 79, no. 3 (2006): 1041-1082.

28Gee T. Koller, B. Jiang, and R. Raj, “Three Common Misconceptions about Markets,” Journal of Applied
Corporate Finance 25, no. 3 (2006): 32-38.
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However, earnings guidance could lead to significant but hidden costs.
Companies at risk of missing their own forecasts could be tempted to artifi-
cially improve their short-term earnings. As described previously, that is not
likely to convince the market and could come at the expense of long-term
value creation. When providing guidance at all, companies are therefore bet-
ter off if they present ranges rather than point estimates and if they present
these for underlying operational performance (for example, targets for vol-
ume and revenue, operating margins, and initiatives to reduce costs) rather
than for earnings per share.

MYTHS ABOUT DIVERSIFICATION

Diversification is intrinsically neither good nor bad; it all depends on whether
the parent company is the best owner of the businesses in its portfolio. Some
executives believe that diversification brings benefits, such as more stable ag-
gregate cash flows, tax benefits from higher debt capacity, and better timing
of investments across business cycles. However, as we discuss in Chapter 28,
there is no evidence of such advantages in developed economies. Yet the evi-
dence does point to costs of diversification: the business units of diversified
companies often underperform their focused peers because of added com-
plexity and bureaucracy.

Another misconception about diversification is that it leads to so-called
conglomerate discounts to the fair value of the business. According to this
viewpoint, spin-offs and other forms of divestment are effective instruments
to unlock these conglomerate discounts. Those who hold this view note that
share price reactions to divestment announcements are typically positive,
which is taken as evidence that such transactions are an easy solution to
low valuations.

Typically, this misunderstanding is based on a misleading sum-of-the-
parts calculation, in which analysts estimate the value of each of a company’s
businesses based on the earnings multiples of each business’s industry peers.
If the value of the sum of the businesses exceeds the company’s current mar-
ket value, the analysts assume the market value includes a conglomerate dis-
count. However, as we discuss in Chapter 19, the analyses are often based
on industry peers that are not actually comparable in terms of performance
or sector. When the analysis uses true industry peers, the conglomerate dis-
count disappears.

Positive share price reactions to divestment announcements therefore do
not represent any correction of undervaluation or oversight by investors. The
reactions simply reflect investor expectations that performance will improve
at both the parent company and the divested business once each has the free-
dom to change its strategies, people, and organization. As a large body of
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empirical evidence shows, investors are right in anticipating performance
step-ups.? For example, we found that for 85 major spin-offs since 1992, both
the divested businesses and the parent companies delivered significant im-
provements in operating profit margins over five years following the transac-
tion (see Chapter 32).

MYTHS ABOUT COMPANY SIZE

Many executives are tempted by the illusion that the absolute size or scale
of a company brings benefits in the form of either higher share prices in the
stock market or higher ROIC and growth in the businesses. Academics and
practitioners have claimed that larger companies are in higher demand by
investors because they get more coverage from equity analysts and media. Or
they say the cost of capital is lower because large companies are less risky and
their stocks more liquid. Higher demand and lower cost of capital should lead
to higher valuation in the market.

However, there is no evidence that size matters once companies have
reached a certain size. The cutoff point probably lies in the range of a market
capitalization of $250 million to $500 million.*® Only below that range is there
some indication of higher cost of capital, for example. Whether a company has
a market capitalization of $1 billion, $5 billion, or more does not matter for its
relative valuation in the market.

The same holds for any positive effect of a company’s size on its ROIC
and growth. In most businesses, economies of scale make a difference only
up to a certain size of the business. Large (and medium-size) companies have
typically already extracted maximum benefits from such economies of scale.
For example, it is tempting to believe that package-delivery companies such
as FedEx or UPS can easily process more packages at limited additional costs
(the planes and trucks are already in place). But the networks of these compa-
nies are finely tuned and optimized for minimum unused capacity. Increasing
volume by 10 percent might in fact require 10 percent more planes and trucks.

For most companies, increases in size alone no longer automatically bring
further improvements in performance but just generate more complexity.

29 Gee, for example, J. Miles and J. Rosenfeld, “The Effect of Voluntary Spin-Off Announcements on
Shareholder Wealth,” Journal of Finance 38 (1983): 1597-1606; K. Schipper and A. Smith, “A Comparison
of Equity Carve-Outs and Seasoned Equity Offerings: Share Price Effects and Corporate Restructur-
ing,” Journal of Financial Economics 15 (1986): 153-186; K. Schipper and A. Smith, “Effects of Recontract-
ing on Shareholder Wealth: The Case of Voluntary Spin-Offs,” Journal of Financial Economics 12 (1983):
437-468; J. Allen and J. McConnell, “Equity Carve-Outs and Managerial Discretion,” Journal of Finance
53 (1998): 163-186; and R. Michaely and W. Shaw, “The Choice of Going Public: Spin-Offs vs. Carve-
Outs,” Financial Management 24 (1995): 5-21.

% See R. McNish and M. Palys, “Does Scale Matter to Capital Markets?” McKinsey on Finance (Summer
2005): 21-23.
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Growth often means adding more business units and expanding geographi-
cally, which lengthen the chain of command and involve more people in
every decision. Smaller, nimbler companies can well end up with lower costs.
Whether size helps or hurts, whether it creates scale economies or disecono-
mies, depends on the unique circumstances of each company.

MYTHS ABOUT MARKET MECHANICS

Conventional wisdom has long held that companies can capture benefits for
their shareholders without any improvements to underlying cash flows by
having their stock included in a key market index, listing it in multiple mar-
kets, or splitting their stocks. True, a company from an emerging market in
Asia securing a U.S. listing or a little-known European company joining a
leading global stock index might secure some appreciable uplift. But well-
functioning capital markets are entirely focused on the fundamentals of cash
flow and revenue growth.

Index Membership

Becoming a member of a leading stock market index such as the S&P 500
or FTSE 100 appeals to managers because many large institutional investors
track these indexes. Managers believe that when institutional investors rebal-
ance their portfolios to reflect the change of index membership, demand will
shift dramatically, boosting the share price. Anecdotal evidence appears to
confirm this view. In 2001, Nortel, Shell, Unilever, and four other companies
based outside the United States were removed from the S&P 500 index and re-
placed with the same number of U.S. corporations. The departing companies
lost, on average, nearly 7.5 percent of their value in the three days after the
announcement. The stock prices of the new entrants—including eBay, Gold-
man Sachs, and UPS—increased by more than 3 percent in the same period.
But empirical evidence shows that such changes are typically short-lived. On
average, share prices of companies excluded from a major stock index do indeed
decrease after the announcement. But this fall is fully reversed within one or two
months.3! Surprisingly, the evidence on the impact of index inclusions appears
less conclusive; several publications report that price increases occurring immedi-
ately after an inclusion are only partly reversed over time.3? We analyzed the effect

31 H. Chen, G. Noronha, and V. Singal, “The Price Response to S&P 500 Index Additions and Deletions:
Evidence of Asymmetry and a New Explanation,” Journal of Finance 59, no. 4 (August 2004): 1901-1929.
32Gee also, for example, L. Harris and E. Gurel, “Price and Volume Effects Associated with Changes in
the S&P 500: New Evidence for the Existence of Price Pressures,” Journal of Finance 41 (1986): 815-830;
and R. A. Brealey, “Stock Prices, Stock Indexes, and Index Funds,” Bank of England Quarterly Bulletin
(2000): 61-68.
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ExHBIT 7.14 Effects of Inclusion Disappear after 45 Days

Quartile 4

Cumulative abnormal return, %

Effective date -...- Quartile 1

Day relative to effective date

on share price of 103 inclusions and 41 exclusions from the S&P 500 between De-
cember 1999 and March 2004.3% As Exhibit 7.14 shows, new entrants to the index
experienced only a short-lived increase in share price: statistically significant posi-
tive returns disappeared after only 20 days, and all effects largely disappeared
after 45 days. As investors adjust their portfolios to changes in the index, share
prices of new entrants initially increase but then revert to normal once portfolios
are rebalanced. For 41 companies ejected from the S&P 500 over the same period,
we found similar patterns of temporary price change. The pressure on their prices
following exclusion from the index lifted after two to three weeks.

Cross-Listing

For years, many academics, executives, and analysts believed companies cross-
listing their shares on exchanges in the United States, London, and Tokyo
could realize a higher share price and a lower cost of capital.** Cross-listed
shares would benefit from more analyst coverage, a broader shareholder base,
improved liquidity, higher governance standards, and better access to capital.

But our analysis does not find any significant impact on shareholder value
from cross-listings for companies in the developed markets of North America,
Western Europe, Japan, and Australia.*® We found no decline in share price
when companies announced a delisting from U.S. and UK stock exchanges

33 For further details, see M. Goedhart and R. Huc, “What Is Stock Membership Worth?” McKinsey on
Finance, no. 10 (Winter 2004): 14-16.

34 Gee, for example, C. Doidge, A. Karolyi, and R. Stulz, “Why Are Foreign Firms That List in the U.S.
Worth More?” Journal of Financial Economics 71, no. 2 (2004): 205-238; and M. King and U. Mittoo, “What
Companies Need to Know about International Cross-Listing,” Journal of Applied Corporate Finance 19,
no. 4 (Fall 2007): 60-74.

% Por further details, see R. Dobbs and M. Goedhart, “Why Cross-Listing Shares Doesn’t Create Value,”
McKinsey on Finance, no. 29 (Autumn 2008): 18-23.
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ExHiBIT 7.15 Delisting from U.S./UK Exchanges: No Value Impact on Companies from
Developed Markets

— Average return

= Average abnormal return

Cumulative returns,’ %

Day relative to date of announcement

! Sample of 229 delistings from New York Stock Exchange, NASDAQ, or London International Main Market. Announcement dates between December 31, 2002,
and December 31, 2007

Source: Reuters; Bloomberg; Datastream.

(Exhibit 7.15).% In fact, most announcements in our sample produced hardly
any reaction from analysts and investors. Neither did we find any valuation
premium for companies with cross-listings in New York or London relative
to companies without any cross-listing, once we corrected for differences in
return on invested capital (Exhibit 7.16).

In fact, we did not find evidence for any of the deemed benefits from cross-
listings. After correcting for size, cross-listed European companies have only
marginally more analyst coverage than those not cross-listed.?” Institutional in-
vestors from the United States do not require the foreign companies in which
they want to invest to be listed in the United States.3® There is no impact on
liquidity, as cross-listed shares of European companies in the United States—
American depositary receipts (ADRs)—typically account for less than 3 percent
of these companies’ total trading volumes. Corporate governance standards
across the developed world have converged with those in the United States and
the United Kingdom. There is hardly any benefit from better access to capital,
given that three-quarters of the U.S. cross-listings of companies from the Euro-
pean Union have never involved raising any new capital in the United States.>

% We analyzed the stock market reactions to 229 voluntary delistings between 2002 and 2008.

%7 See, for example, M. Lang, K. Lins, and D. Miller, “ADRs, Analysts, and Accuracy: Does Cross Listing
in the U.S. Improve a Firm’s Information Environment and Increase Market Value?” Journal of Account-
ing Research 41, no. 2 (May 2003): 317-345.

3 For example, CalPERS, a large U.S. investor, has an international equity portfolio of around 2,400
companies, but less than 10 percent of them have a U.S. cross-listing.

39 Based on 420 depositary receipt issues on the New York Stock Exchange, NASDAQ, and American
Stock Exchange from January 1970 to May 2008. Data from the Bank of New York Mellon Corporation,
www.adrbnymellon.com.
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EXHIBIT7.16 U.S. Cross-Listing: No Impact on Valuation of Developed-Market
Companies

U.S.-listed and non-U.S -listed companies in Western Europe, Japan, Canada, Australia, and New Zealand
® US-listed

EV/invested capital EV/EBITDA' @ Non-U.S.-listed

ROIC excluding goodwill 2 % ROIC excluding goodwill 2 %

! Enterprise value at year-end 2006 divided by 2006 EBITDA
2 Average ROIC for 2004-2006
Source: New York Stock Exchange, NASDAQ, Bloomberg, Datastream, Corporate Performance Analytics by McKinsey.

For companies from the emerging world, however, the story might be dif-
ferent. These companies might benefit from access to new equity and more
stringent corporate governance requirements through cross-listings in U.S. or
UK equity markets.*

Stock Splits

Although their numbers have come down significantly over the past decade,
each year some listed companies in the United States increase their number
of shares through a stock split to bring a company’s share price back into the
“optimal trading range.”*! But fundamentally, stock splits can’t create value,
because the size of the pie available to shareholders does not change. For ex-
ample, after a two-for-one stock split, a shareholder who owned two shares
worth $5 apiece ends up with four shares, each worth $2.50. But some man-
agers and academics claim that the lower price should make the stock more
attractive for capital-constrained investors, thereby increasing demand, im-
proving liquidity, and leading to higher returns for shareholders.*?

40Gee R. Newell and G. Wilson, “A Premium for Good Governance,” McKinsey Quarterly, no. 3 (2002):
20-23.

4 R. D. Boehme and B. R. Danielsen report over 6,000 stock splits between 1950 and 2000: “Stock-Split
Post-Announcement Returns: Underreaction or Market Friction?” Financial Review 42 (2007): 485-506. D.
Ikenberry and S. Ramnath report over 3,000 stock splits between 1988 and 1998: “Underreaction to Self-
Selected News Events: The Case of Stock Splits,” Review of Financial Studies 15 (2002): 489-526.

42 There is ample evidence to show that this is not the case: after a split, trading volumes typically decline,
and brokerage fees and bid-ask spreads increase, indicating lower liquidity, if anything. See T. Copeland,
“Liquidity Changes Following Stock Splits,” Journal of Finance 34, no. 1 (March 1979): 115-141.



124 THE STOCK MARKET IS SMARTER THAN YOU THINK

EXHIBIT7.17 Cumulative Average Abnormal Returns around Stock Splits
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Source: E. Fama, L. Fisher, M. Jensen, and R. Roll, “The Adjustment of Stock Prices to New Information,” International Economic Review 10 (1969): 1-21

In many cases, a stock split is indeed accompanied by positive abnormal
returns to shareholders in the months prior to the split (see Exhibit 7.17).#* The
abnormal returns have nothing to do with the split as such but are simply a
function of self-selection and signaling. Self-selection is the tendency of com-
panies to split their stocks into lower denominations because of a prolonged
rise in their share price.

More insightful is the abnormal return for the three days around the date
of the stock split announcement, at about 3 percent.** When managers an-
nounce a stock split, they are also signaling that they expect further improve-
ment in economic fundamentals. Indeed, two-thirds of companies reported
higher-than-expected earnings and dividends in the year following a stock
split. When performance improvements followed the split, the stock market
did not react, indicating that investors had already factored them into their
decisions at the time of the stock split announcement. Consistent with this
pattern, companies that did not improve performance as expected in the year
after a stock split saw their share prices fall.*

43 E. Fama, L. Fisher, M. Jensen, and R. Roll, “The Adjustment of Stock Prices to New Information,”
International Economic Review 10 (1969): 1-21.

44 Some researchers have reported positive abnormal returns not only in the days around but in the en-
tire year following a split announcement. They conclude that the market is inefficient by underreacting
to stock splits; see Ikenberry and Ramnath, “Underreaction to Self-Selected News Events.” Others find
that these abnormal returns do not lead to any arbitrage opportunities and that the market is efficient;
see Boehme and Danielsen, “Stock-Split Post-Announcement Returns”; and J. Conrad and G. Kaul,
“Long-Term Market Overreaction or Biases in Computed Returns?” Journal of Finance 48 (1993): 39-63.
45 See Fama et al., “Adjustment of Stock Prices.”
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MYTHS ABOUT VALUE DISTRIBUTION

Another common misconception among executives is that share repurchases
and dividends create value for shareholders. This view is often reinforced by
both private and public demands from investors for companies to return more
cash to shareholders, particularly as share repurchases. If you dig deeper into
understanding investor demands, though, you will typically find that inves-
tors want more cash distributed not because the cash distribution itself creates
value, but because investors are concerned that companies will squander ex-
cess cash and debt capacity on value-destroying investments. They view cash
distributions as a way to impose discipline on the company’s use of its cash.

More important, companies create value when they generate cash flows.
Distributing those cash flows to shareholders cannot create additional value.
That would be double-counting and akin to violating principles like the con-
servation of matter in physics.

So why do companies’ share prices often increase on the announcement
of share repurchases or dividend increases? In some cases, investors inter-
pret dividend increases as a sign that management is confident enough about
future cash flow generation to commit to a higher dividend level. In other
cases, investors are relieved that management is less likely to squander cash
on value-destroying investments. The result is that investors raise their expec-
tations of future cash flows. If these expectations are not met, the companies’
share prices will decline later.

Dividends and share repurchases are merely instruments for distributing
cash generated by the company’s operations. Furthermore, as we discuss in
Chapter 33, decisions about cash distributions should not drive a company’s
investment decisions; they should be an integral part of a company’s capital
allocation that matches its investment needs, financing opportunities, and de-
sired level of risk.

SUMMARY

Dramatic swings in share prices sometimes lead finance practitioners to sug-
gest that established valuation theories are irrelevant and that stock markets
lead lives of their own, detached from the realities of economic growth and
business profitability. We disagree. There is compelling evidence that valua-
tion levels for individual companies and the stock market as a whole clearly
reflect the underlying fundamental performance in terms of return on capital
and growth. Yes, there are times when valuations deviate from fundamentals,
but these typically do not last long. Evidence also shows that some widespread

46 See, for example, M. Goedhart and T. Koller, “How to Attract Long-Term Investors: An Interview
with M&G’s Aled Smith,” McKinsey on Finance 46 (Spring 2013): 8-13.
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beliefs espoused by managers and finance professionals are inconsistent with
the fundamental principles of valuation and are erroneous.

We also find that executives are often overly focused on earnings and earn-
ings growth. Earnings don’t drive value in their own right; only cash flows do.
Companies with attractive growth and returns on invested capital will also
generate good earnings. The market sees through earnings that aren’t backed
up by solid fundamentals, such as earnings increases from share repurchases
or from mergers and acquisitions that don’t earn adequate returns on capital.
Managers should also not be concerned about noneconomic events that re-
duce earnings, such as asset write-downs or the effects of changes in account-
ing rules. Nor should they be concerned about delivering smooth earnings or
meeting short-term consensus earnings forecasts.

Finally, myriad myths have grown up about how the market values
companies based on measures unrelated to the companies” economic per-
formance. None stand up to scrutiny. There is no value premium from diver-
sification, from cross-listing, or from size for size’s sake. Conversely, there is
no conglomerate discount, only a performance discount for many diversified
companies. Dividends and share repurchases don’t create value, but markets
react positively when management signals it will be disciplined about future
investments.



Return on Invested Capital

As Chapter 3 explains, the higher a company can raise its return on invested
capital (ROIC), and the longer it can earn a rate of return on that capital greater
than its cost of capital, the more value it will create. So it is critical to every
strategic and investment decision to be able to understand and predict what
drives and sustains ROIC.

Why do some companies develop and sustain much higher returns on cap-
ital than others? Consider a classic example from the days of the tech boom
at the turn of the millennium. Two newcomers at the height of the boom in
2000 were the companies eBay and Webvan. In November 1999, eBay’s market
capitalization was $23 billion, while Webvan’s was $8 billion. Over the years
that followed, eBay continued to prosper, reaching a market capitalization of
more than $70 billion in 2015, when it spun off its subsidiary PayPal. By mid-
2018, the combined market capitalization of eBay and PayPal was more than
$160 billion. Webvan, in contrast, disappeared into bankruptcy and liquida-
tion after just a few years. To understand why, we can look at what these com-
panies’ underlying strategies meant for their respective returns on invested
capital.

The core business of eBay is an online marketplace that collects a small
amount of money for each transaction between a buyer and a seller. The busi-
ness needs no inventories or accounts receivable, and it requires little invested
capital. Once the service started and a growing number of buyers used eBay,
more sellers were attracted to it, in turn drawing in still more buyers. More-
over, the marginal cost of each additional buyer or seller is close to zero. Econ-
omists say that a business in a situation like eBay’s exhibits increasing returns
to scale. In such a business, the first competitor to grow big can generate a
very high ROIC and will usually create the bulk of value in its market. If, as in
eBay’s case, the business easily expands across borders, the potential for value
creation becomes even greater.

127
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Webvan was an online grocery-delivery business based in California. In
contrast to eBay, it had a capital-intensive business model involving substan-
tial warehouses, trucks, and inventory. In addition, Webvan was competing
with local grocery stores in selling products at very thin margins. The com-
plexity and costs of making physical deliveries to customers within precise
time frames more than offset Webvan’s savings from not having physical
stores. Finally, Webvan’s business did not enjoy increasing returns to scale; as
demand increased, it needed more food pickers, trucks, and drivers to serve
customers.

From the outset, it was clear that eBay’s business model had a sound and
sustainable competitive advantage that permitted high returns. Webvan had
no such advantage over its grocery store competitors. Whereas eBay’s strategy
was primed for success, Webvan’s foreshadowed doom. In general, success
in the online grocery business has since proven to be far more elusive than in
other forms of online retail. For example, Amazon Fresh has faced challenges
expanding beyond the most densely populated metropolitan areas. Amazon’s
2017 acquisition of Whole Foods was one signal that in grocery, competition
from traditional stores is hard to overcome.

The importance of ROIC is universal: it applies to companies as well as to
businesses within companies. For example, within its retail business model,
Amazon creates substantial revenues from third-party sellers using its online
platform. Platform sales by third parties generate increasing returns to scale,
more so than Amazon’s direct sales. Platform sales require little invested capi-
tal, and Amazon’s marginal cost of additional transactions is minimal. As a
result, platform sales have become an important driver of Amazon’s overall
value creation.

This chapter explores how rates of return on invested capital depend on
competitive advantage. We examine how strategy drives competitive advan-
tage, which when properly fitted to industry structure and competitive be-
havior can produce and sustain a superior ROIC. This explains why some
companies earn only a 10 percent ROIC while others earn 50 percent. The final
part of the chapter presents 55 years of ROIC data by industry over time. This
analysis shows how ROIC varies by industry and how rates of ROIC fluctuate
or remain stable over time.

WHAT DRIVES ROIC?

To understand how strategy, competitive advantage, and return on invested
capital are linked, consider the following representation of ROIC:

Price per Unit — Cost per Unit

ROIC =(1-TaxRate) - -
Invested Capital per Unit
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This version of ROIC simply translates the typical formula of net operating
profit after taxes (NOPAT) divided by invested capital into a per unit calcu-
lation: price per unit, cost per unit, and invested capital per unit.! To earn a
higher ROIC, a company needs a competitive advantage that enables it to
charge a price premium or produce its products more efficiently (at lower cost,
lower capital per unit, or both). A company’s competitive advantage depends
on its chosen strategy and the industry in which it operates.

The strategy model that underlies our thinking about what drives com-
petitive advantage and ROIC is the structure-conduct-performance (SCP)
framework. According to this framework, the structure of an industry influ-
ences the conduct of the competitors, which in turn drives the performance of
the companies in the industry. Originally developed in the 1930s by Edward
Mason, this framework was not widely influential in business until Michael
Porter published Competitive Strategy (Free Press, 1980), applying the model to
company strategy. While there have been extensions and variations of the SCP
model, such as the resource-based approach,? Porter’s framework is probably
still the most widely used for thinking about strategy.

According to Porter, the intensity of competition in an industry is deter-
mined by five forces: the threat of new entry, pressure from substitute products,
the bargaining power of buyers, that of suppliers, and the degree of rivalry
among existing competitors. Companies need to choose strategies that build
competitive advantages to mitigate or change the pressure of these forces and
achieve superior profitability. Because the five forces differ by industry, and
because companies within the same industry can pursue different strategies,
there can be significant variation in ROIC across and within industries.

Exhibit 8.1 underlines the importance of industry structure to ROIC. It
compares the median return on invested capital over more than 20 years in
two sectors: branded consumer goods and extraction industries (such as min-
ing and oil and gas). Consumer goods have earned consistently higher ROICs
than extraction companies. In addition, the returns of extraction-based com-
panies have been highly volatile.

The reason for this difference in the industries” performances lies mainly
in differences between their competitive structures. In the branded-consumer-
goods industry, companies such as Nestlé, Procter & Gamble, and Unilever
developed long-lasting brands with high consumer loyalty that made it dif-
ficult for new competitors to gain a foothold. Building on these advantages,
these companies were able to increase their returns on capital from around
20 percent in the mid-1990s to roughly 30 percent two decades later, despite
challenges to traditional brands from new market entrants. One example is

1 We introduce units to encourage discussion regarding price, cost, and volume. The formula, however,
is not specific to manufacturing. Units can represent the number of hours billed, patients seen,
transactions processed, and so on.

2Gee, for example, J. Barney, “Resource-Based Theories of Competitive Advantage: A Ten-Year
Retrospective on the Resource-Based View,” Journal of Management 27 (2001): 643-650.
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EXHIBIT8.1 Company Profitability: Industry Matters

Industry median ROIC excluding goodwill, %
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Source: Corporate Performance Analytics by McKinsey.

the competition faced by Procter & Gamble’s Gillette shaving business from
challengers such as Harry’s and Dollar Shave Club.3

In extraction industries, one company’s products are the same as another’s
(iron ore is iron ore, with minor quality differences), so prices are the same
across the industry at any point in time. In addition, the companies use the
same capital-intensive processes to extract their products. As a result, the me-
dian company in the industry doesn’t have a competitive advantage, and re-
turns are low, averaging only 9 percent during this 20-year period. It is worth
noting that imbalances in supply and demand can lead to cycles in product
price and ROIC, as was the case with a long run-up in commodity prices in the
years leading up to 2005. In the end, though, competition leads to low ROIC
on average.

Industry structure is by no means the only determinant of ROIC, as the
significant variation among companies within industries shows. Consider
the global automotive industry, which has been plagued by overcapacity for
years. Still, the industry’s low returns do not deter new entrants, whether from
different geographies (such as South Korean automakers” entry into the U.S.
and European markets) or due to the emergence of new technologies (such as
electric-vehicle producers, including Tesla). Add in the difficulties that some
manufacturers encounter in trying to close unionized plants, and it’s easy to
see how overcapacity keeps returns across the sector low. Only a few manu-
facturers, such as BMW, can parlay their premium brands and higher qual-
ity into higher prices and superior returns on capital compared with other

3 Unilever acquired Dollar Shave Club in 2016.
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manufacturers. Or consider the highly competitive European airline indus-
try, where most players typically generate returns very close to their cost of
capital—and occasionally below it. Nevertheless, Ryanair earns superior re-
turns, thanks to its strategy of strictly point-to-point connections between
predominantly secondary airports at the lowest cost in the industry.

Finally, industry structure and competitive behavior aren’t fixed; they’re
subject to shocks from technological innovation, changes in government regu-
lation, and competitive entry—any or all of which can affect individual com-
panies or an entire industry. We show in this chapter’s final section that the
software and pharmaceutical industries, for example, consistently earn high
returns. However, the leading companies may not be the same in 20 years,
just as many of today’s leaders were not major players or didn’t even exist
20 years ago.

COMPETITIVE ADVANTAGE

Competitive advantage derives from some combination of ten sources, de-
fined in Exhibit 8.2. Of these, five allow companies to charge a price pre-
mium, four contribute to cost and capital efficiency, and one (often referred
to as “network economies”) combines price and cost advantages to produce
increasing returns to scale. It is important to understand that competitive ad-
vantage drawn from these sources is enjoyed not by entire companies but
by particular business units and product lines. This is the only level of com-
petition at which the concept of competitive advantage affords you any real
traction in strategic thinking; even if a company sells soup or dog food ex-
clusively, it may still have individual businesses and product lines with very
different degrees of competitive advantage and therefore different returns on
invested capital.

EXHIBIT82 Sources of Competitive Advantage

Price premium Cost and capital efficiency

Innovative products: Difficult-to-copy or patented products, Innovative business method: Difficult-to-copy business method
services, or technologies that contrasts with established industry practice

Quality: Customers willing to pay a premium for a real or Unique resources: Advantage resulting from inherent geological
perceived difference in quality over and above competing products  characteristics or unique access to raw

or services material(s)

Brand: Customers willing to pay a premium based on brand, even ~ Economies of scale: Efficient scale or size for the

if there is no clear quality difference relevant market

Customer lock-in: Customers unwilling or unable to replace a Scalable product/process: Ability to add customers and
product or service they use with a competing product or service capacity at negligible marginal cost

Rational price discipline: Lower bound on prices established by
large industry leaders through price signaling or capacity
management

Increasing returns to scale: Scalable products that offer increasing value to customers with scale
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On balance, price premiums offer any business the greatest scope for
achieving an attractive ROIC, but they are usually more difficult to achieve
than cost efficiencies. Also, the businesses or products with the highest returns
are often those that weave together more than one advantage.

Price Premium Advantages

In commodity markets, companies are typically price takers, meaning they
must sell at the market price to generate sales, because the products are hard
to differentiate. To sell its products at a price premium, a company must find
a way to differentiate its products from those of competitors. We distinguish
five sources of price premiums: innovative products, quality, brand, customer
lock-in, and rational price discipline.

Innovative Products Innovative goods and services yield high returns on
capital if they are protected by patents, are difficult to copy, or both. Absent
these protections, even an innovative product won’t do much to generate high
returns.

Pharmaceutical companies earn high returns because they produce inno-
vative products that, although often easy to copy, are protected by patents for
up to 20 years. The business can charge a price premium during the protected
period, after which generics will enter the market and drive the price down.
Even after the patent expires, the holder may enjoy some price “stickiness.”

An example of an innovative product line that is not patent protected but
still difficult to copy was Apple’s series of iPod MP3 players. MP3 players
had been on the market for several years before Apple introduced the iPod,
and the core technology was the same for all competitors. The iPod was more
successful, however, because of its appealing design and ease of use afforded
by its user interface and integration with iTunes. Apple followed a similar
approach with the iPhone and iPad; once again, the design and user interface
were core drivers of the price premium. Although not patent protected, good
design can be difficult to copy.

Quality A term used as broadly as quality requires definition. In the context
of competitive advantage and ROIC, quality means a real or perceived differ-
ence between one product or service and another for which consumers are
willing to pay a higher price. In the car business, for example, BMW enjoys
a price premium because customers perceive that its cars handle and drive
better than comparable automobiles that cost less. The cost of providing the
extra quality is less than the price premium. Hence, BMW has often been able
to earn higher returns than many other carmakers. Appliance makers such as
Weber can price their products at a premium over those of their competitors
because customers perceive their reliability and durability to be superior.
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Sometimes the perception of quality lasts significantly longer than any ac-
tual difference in quality. This has been the case with Honda and Toyota, rela-
tive to many automakers (at least until Toyota had to make product recalls in
2009). While American and Japanese cars have been comparable in terms of
quantifiable quality measures, such as the ].D. Power survey, Japanese compa-
nies have enjoyed a price premium for their products. Even when American
and Japanese sticker prices on comparable vehicles were the same, American
manufacturers were often forced to sell at a $2,000 to $3,000 discount, whereas
Japanese cars sold for nearer the asking price.

Brand Price premiums based on brand are sometimes hard to distinguish
from price premiums based on quality, and the two are highly correlated (as
in the example of BMW). While the quality of a product may matter more
than its established branding, sometimes the brand itself is what matters
more—especially when the brand has lasted a very long time, as in the cases
of Heineken, Coca-Cola, Perrier, and Mercedes-Benz.

Packaged food, beverages, and durable consumer goods are good examples
of sectors where brands earn price premiums for some but not all products.
In some categories, such as bottled water and breakfast cereals, customers
are loyal to brands like Perrier and Cheerios despite the availability of high-
quality branded and private-label alternatives. In other categories, including
meat, branding has not been successful. Because of their strong brands, bev-
erage and cereal companies can earn returns on capital of around 30 percent,
while meat processors earn returns of around 15 percent.

Customer Lock-In When replacing one company’s product or service with
another’s is relatively costly (relative to the price of the product) for custom-
ers, the incumbent company can charge a price premium—if not for the ini-
tial sale, then at least for additional units or for subsequent generations and
iterations of the original product. Gillette’s shaving products offer a classic
example: the manufacturer realizes its margin not on the starter pack but on
replacement razor blades. In consumer electronics, wireless-audio product
manufacturers such as Sonos also create a form of lock-in: once customers
have one or more loudspeakers installed, they are not likely to switch to other
brands when replacing or adding units, as these would lack compatibility
with their existing Sonos units.

High switching costs, relative to the price of the product or service, create
the strongest customer lock-in. Medical devices, such as artificial joints, can
lock in the doctors who purchase them, because doctors need time to train
and become proficient in the procedures for using and/or implanting those
devices. Once doctors are up to speed on a device, they won't switch to a
competing product unless there is a compelling reason to invest the necessary
effort. Similarly, bankers and traders who have invested considerable time in
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learning how to work with particular brands of financial terminals are often
reluctant to learn another system. An installed base can be a powerful driver
of competitive advantage.

Rational Price Discipline In commodity industries with many competitors,
the laws of supply and demand will drive down prices and ROIC. This ap-
plies not just to obvious commodities—say, chemicals and paper—but also to
more recently commoditized products and services, such as airline seats. It
would take a net increase of only 5 to 10 percent in airline ticket prices to turn
the industry’s aggregate loss to an aggregate profit. But each competitor is
tempted to get an edge in filling seats by keeping prices low, even when fuel
prices and other costs rise for all competitors. In the past several years, the
airline sector in the United States has rapidly consolidated and become more
cautious about adding seat capacity. That has allowed U.S. airlines to operate
at more attractive price levels and earn healthy returns on capital. In contrast,
most European airlines still face strong price competition and are rarely able
to earn returns on capital above their cost of capital.

Occasionally, we find an example such as the U.S. airline industry that
manages to overcome the forces of competition and set its prices at a level that
earns its companies reasonable returns on capital (though rarely more than
15 percent) without breaking competition law. For example, for many years,
almost all real estate agents in the United States charged a 6 percent commis-
sion on the price of each home they sold. In other cases, government sanctions
disciplined pricing in an industry through regulatory structures. Until the late
1990s, airline fares in Europe were high because in most national markets,
foreign competitors faced restrictions when competing with domestic airlines.
Prices collapsed when the European airline markets were fully deregulated
in 1997.

Rational, legitimate pricing discipline typically works when one competi-
tor acts as the leader and others quickly replicate its price moves. In addition,
there must be barriers to new entrants, and each competitor must be large
enough that a price war will surely reduce the profit on its existing volume by
more than any extra profit gained from new sales. If there are smaller competi-
tors with more to gain from extra volume than they would lose from lower
prices, then price discipline will be very difficult to maintain.

Most attempts by industry players to maintain a floor price fail. Take the
paper industry, for example. Its ROIC averaged less than 10 percent from
1990 to 2013. The industry created this problem for itself because the com-
panies all tended to expand at once, after demand and prices had risen. As a
result, a large chunk of new capacity came on line at the same time, upsetting
the balance of supply and demand and forcing down prices and returns.

Even cartels (which are illegal in most of the world) find it difficult to
maintain price levels, because each cartel member has a great incentive to
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lower prices and attract more sales. This so-called free-rider issue makes it
difficult to maintain price levels over long periods, even for the Organiza-
tion of Petroleum Exporting Countries (OPEC), the world’s largest and most
prominent cartel.

Cost and Capital Efficiency Advantages

Theoretically, cost and capital efficiency are two separate competitive advan-
tages. Cost efficiency is the ability to deliver products and services at a lower
cost than the competition. Capital efficiency is about delivering more prod-
ucts per dollar of invested capital than competitors. In practice, both tend to
share common drivers and are hard to separate. (Is a company’s outsourc-
ing of manufacturing to Asia a source of cost efficiency or capital efficiency?)
Consequently, we treat the following four sources of competitive advantage as
deriving from both the cost and capital efficiencies they achieve.

Innovative Business Method A company’s business method is the combi-
nation of its production, logistics, and pattern of interaction with customers.
Most production methods can be copied, but some are difficult to copy at
some times. For example, early in its life, Dell developed a new way of mak-
ing and distributing personal computers. Dell sold directly to its customers,
made its machines to order with almost no inventory (by assembling machines
with standardized parts that could be purchased from different suppliers at
different times at very low cost), and received payments from customers as
soon as products shipped. In contrast, Hewlett-Packard and Compagq, Dell’s
dominant competitors at that time, were producing in large batches and sell-
ing through retailers. Dell’s cost and capital efficiency enabled the company
initially to generate a much higher ROIC than its competitors, who couldn’t
switch quickly to a direct-sales model without angering their retailers and
reengineering their production processes.

Notably, Dell’s success formula eroded over time as its sales shifted from
desktop to notebook computers. Notebook computers are built to much tighter
part specifications, often using parts from vendors made expressly for Dell.
Since everything must fit together just right, Dell needed more support from
its vendors and saw its leverage over them diminished.

Sweden’s IKEA provides another example of advantage gleaned from an
innovative business method. IKEA transformed the home furniture business
around the world, driving innovations in all steps of the business chain from
design to manufacturing and distribution to sales. Its concept of self-assembly
furniture reduces production and storage costs. Close collaboration in design
and manufacturing minimizes product development costs and time. Manu-
facturing costs are kept low by using a limited range of raw materials. Its
automated distribution centers are highly efficient because its product meets
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standard packaging requirements. Its retail stores are highly standardized and
operate at low labor costs because customers pick up their furniture, still in
packages, directly from storage. By making sure all these steps in the chain
also stay carefully aligned with customer preferences, IKEA has become the
largest furniture retailer in the world, operating more than 400 stores in more
than 50 markets as of 2018.

Unique Resources Sometimes a company has access to a unique resource
that cannot be replicated. This provides a significant competitive advantage.
For example, in general, gold miners in North America earn higher returns
than those in South Africa because the northern ore is closer to the surface, so
extracting it is easier and costs less. These lower extraction costs are a primary
driver of higher returns from North American mines (though partially offset
by higher investment costs).

Another example is Nornickel’s nickel mine in northern Siberia. The con-
tent of precious metals (e.g., palladium) in the mine’s nickel ore is significantly
higher than in the ore from Canadian and Indonesian mines. In other words,
Nornickel extracts not only nickel from its ore but also some high-priced palla-
dium. As a result, Siberian mines earn higher returns than other nickel mines.

Geography often plays a role in gaining advantage from unique resources.
Obviously, most leading seaports and airports owe their success to their spe-
cific location. The Port of Rotterdam Authority operates the largest seaport
of Europe, benefiting from a location that connects the Rhine River (Europe’s
busiest waterway) and the continent’s largest economy (Germany) to the
North Sea and global shipping routes. But geography is important not only for
infrastructure companies. In general, whenever the cost of shipping a product
is high relative to the value of the product, producers near their customers
have a unique advantage. China is the largest consumer of iron ore. South
American mines, therefore, face a distinct transportation cost disadvantage
compared with Australian iron mines, and this contributes to the South Amer-
ican mines’ lower returns compared with Australian competitors.

Economies of Scale The notion of economies of scale is often misunderstood
to mean that there are automatic economies that come with size. Scale can
indeed be important to value, but usually only at the regional or even local
level, not in the national or global market. For example, for many retail busi-
nesses in dry cleaning, funeral services, or workspace rentals, it's much more
important to be large in one city than large across the entire country, because
local costs for facilities and advertising are either lumpy or fixed. Buying ad-
vertising airtime and space in Chicago is the same whether you have one store
or a dozen. Likewise, a key element that determines the profitability of health
insurers in the United States is their ability to negotiate prices with providers
(hospitals and doctors), who tend to operate locally rather than nationally. The
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insurer with the highest market share in a local market will be in a position
to negotiate the lowest prices, regardless of its national market share. In other
words, it's better to have the number-one market share in ten states than to be
number one nationwide but number four in every state.

Another aspect of scale economies is that a company derives benefit only if
competitors cannot easily achieve similar scale. Sometimes the required invest-
ments are large enough to deter competitors. Anyone who wants to compete
with United Parcel Service (UPS), for instance, must first pay the enormous
fixed expense of installing an international network and then operate at a
loss for quite some time while drawing customers away from the incumbent.
Even though UPS continually must add new costs for planes, trucks, and driv-
ers, these costs are variable—in contrast to the fixed cost of building the inter-
national network—and are incurred in stepwise fashion. That does not mean
the industry is completely safe from competition. Over the past few years,
Amazon has been building its own shipping network. Scale is less effective as
a barrier to entry for Amazon: the company can rapidly reach sufficient scale
thanks to its internal demand, and it has shown itself prepared and able to
incur significant upfront investments.

Scalable Product or Process Having products or processes that are scalable
means the cost of supplying or serving additional customers is very low at
almost any level of scale. Businesses with this advantage usually deliver their
products and services using information technology (IT). Consider a company
that provides standardized software (in other words, a product that requires
little customization). Once the software is developed, it can be sold to many
customers with no incremental development costs. So the gross margin on
incremental sales could be as high as 100 percent. As sales rise the only costs
that increase are typically for selling, marketing, and administration.

For scalable software businesses, the upfront investments are not the only
hurdle that competitors must deal with. Customers face costs of switching to
other software providers, so competitors cannot easily achieve a similar scale
as the incumbent player. That does not mean such competitive advantages
last indefinitely, however; ongoing technological innovations in IT create op-
portunities for new competitors. For example, in financial and payments ser-
vices, new entrants such as PayPal or Ayden have secured leading positions
by starting new business models built on innovative technology platforms.
Incumbent players, strapped with heritage organizations, systems, and pro-
cesses, have found it difficult to copy the innovations.

Other examples of scalable businesses include media companies that make
and distribute movies or TV shows. Making the movie or show requires an
initial outlay for the crew, sets, actors, and so on. But those costs are fixed re-
gardless of how many people end up viewing and paying for the show. There
may be some incremental advertising costs and very small costs associated
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with putting the movie on DVD or streaming it. But overall, costs do not
rise as customer numbers increase. In this case, it is the access to unique re-
sources—namely, media content—that holds off competitors from capturing
similar scale economies.

Most IT-based or IT-enabled businesses offer some form of scalability,
especially given recent developments in cloud-based computing. But what
counts is whether all critical elements of a business system are scalable. Take,
for example, online food delivery businesses. These businesses can easily scale
up in terms of number of registered restaurants, customers, and orders, but
they still incur incremental costs for each individual order delivery, if only
for transportation. Such costs still mount with the number of clients, which
presents some limits on scalability and reduction of costs to serve as the busi-
ness grows.

Network Economies

Some scalable businesses models provide extraordinarily high returns on cap-
ital because they exhibit network economies that lead to increasing returns
to scale. As the business gains customers and grows, the cost of offering the
products decreases, and their value to customers increases. The eBay example
we related at the beginning of this chapter illustrates this. Other examples are
online lodging and travel platforms such as Airbnb and Booking.com. These
models feature scalable products where the marginal cost of additional trans-
actions is minimal. In addition, with scale, these platform services also be-
come more valuable to both end customers and lodging providers. As a result,
Airbnb and Booking.com can realize competitive advantages both in price and
in cost and capital efficiencies.

Such sources of competitive advantage become even more powerful when
customers face high switching costs. Consider a company like Microsoft. Its
Office software benefits from scalable operations on the cost side because it
can supply online products and services at extremely low marginal cost. Office
has also become more valuable as the customer base has expanded over time.
Microsoft has been able to lock in customers who want to easily exchange
documents with other Office users and who are not keen to spend time and
effort switching to alternative software. Some social-media business models,
such as Facebook’s, offer similar customer lock-in combined with increasing
returns on scale.

Although many new digital business models for social media, digi-
tal marketplaces, and e-commerce like to claim such increasing returns to
scale, they occur in rare circumstances only. Economists Carl Shapiro and
Hal Varian popularized this concept in their 1998 book Information Rules.*

* C. Shapiro and H. Varian, Information Rules: A Strategic Guide to the Network Economy (Boston: Harvard
Business School Press, 1998).
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The management implication of this insight was that in a business with in-
creasing returns, it is important to get big faster than anyone else. Shapiro
and Varian also explained the rare conditions under which it is possible
to increase returns to scale. Sadly, executives who ignored that part of the
book and pursued “network effects” faced disaster. For example, many U.S.
electric-power producers tried to get big fast by buying up everything they
could. Most collapsed, because there are no increasing returns from scaling
electric-power production. Perhaps more important, such scale effects lead
to superior lasting returns only if a company can prevent competitors from
achieving similar scale.

SUSTAINING RETURN ON INVESTED CAPITAL

The longer a company can sustain a high ROIC, the more value management
will create. In a perfectly competitive economy, ROIC higher than the cost of
capital get competed away. Whether a company can sustain a given level of
ROIC depends on the length of the life cycles of its businesses and products,
the length of time its competitive advantages can persist, and its potential for
renewing businesses and products.

Length of Product Life Cycle

The longer the life cycle of a company’s businesses and products, the better its
chances of sustaining its ROIC. To illustrate, while the products of companies
such as Coca-Cola or Mars may not seem as exciting as the latest flashy elec-
tronics items, culturally entrenched, branded soft drinks and snacks are likely
to have a market for far longer than many new gadgets. Similarly, a unique
resource (like palladium-rich nickel ore) can be a durable source of advantage
if it is related to a long product life cycle but will be less so if it isn’t (this ap-
pears to be the case for lignite and coal today).

A business model that locks customers into a product with a short life
cycle is far less valuable than one that locks customers in for a long time.
Once users of Microsoft’s Windows have become well versed in the plat-
form, they are unlikely to switch to a new competitor. Even Linux, a low-
cost alternative to Windows, has struggled to gain market share as system
administrators and end users remain wary of learning a new way of com-
puting. Microsoft’s success in extending the life cycle of Windows has been
a huge source of value to the company. Contrast this with a company like
BlackBerry, which had an impressive customer base until the life cycle of its
early smartphones was cut short by the introduction of the iPhone and other
next-generation devices.
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Persistence of Competitive Advantage

If a company cannot prevent competition from duplicating its business, high
ROIC will be short-lived, and the company’s value will diminish. Consider
two major cost improvements that airlines implemented over the past de-
cade. The self-service kiosk and, more recently, the smartphone app allow
passengers to purchase a ticket and to print or download a boarding pass
from anywhere in the world without waiting in line. From the airlines” per-
spective, fewer ground personnel and equipment are needed to handle even
more passengers. So why has this cost improvement not translated into high
ROIC for the airlines?” Since every company has access to the technology, any
cost improvements are passed directly to the consumer in the form of lower
prices. A similar example comes from robotic automation’s ongoing effect on
productivity improvements in automotive manufacturing: all players adopt
the new technology and pass on the cost reductions to customers. In general,
advantages that arise from brand and quality on the price side and scalability
on the cost side tend to have more staying power than those arising from more
temporary sources of advantage, such as an innovation that will tend to be
superseded by subsequent innovations.

Potential for Product Renewal

Few businesses or products have life cycles as long as Coca-Cola’s. Most com-
panies need to find renewal businesses and products where they can leverage
existing advantages or build new ones. This is an area where brands prove
their value. Consumer goods companies excel at using their brands to launch
new products: think of Apple’s success with the iPhone, Bulgari moving into
fragrances, Mars entering the ice cream business, Netflix switching from DVD
rentals by mail to video streaming online, John Deere offering information
services to farmers, and Signify (the former Philips Lighting) developing con-
nected lighting solutions such as Hue. Being good at innovation also helps
companies renew products and businesses. Thus, pharmaceutical companies
exist because they can discover new drugs, and semiconductor technology
players such as ASML and Intel rely on their technology innovation to launch
new products and stay ahead of competitors.

Some companies, such as Procter & Gamble and Alphabet’s Google sub-
sidiary, are able to maintain their primary product lines while simultaneously
expanding into new markets. Google built new advertising and subscrip-
tion businesses around, for example, YouTube and G Suite (which comprises
Gmail, Calendar, and Google+) to complement the original advertising busi-
ness that its search engine powers. Procter & Gamble has a strong record of

5 Although ROIC in the U.S. airline industry has increased over recent years, credit for this improvement
goes not to cost reduction from new technology but to earnings gains from ongoing consolidation and
lower fuel prices.
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continuing to introduce successful new products, including Swiffer, Febreze,
and Crest Whitestrips. It also anticipated the strong growth in beauty products
in the early 2000s with a number of acquisitions that increased its revenues
in the category from $7.3 billion to $20 billion from 1999 to 2013. Product de-
velopment and renewal have enabled the company to advance from owning
just a single billion-dollar brand (by sales) in 1999 to 23 such brands in 2013.
Underlining its competitive strength in managing very large brands, Procter
& Gamble announced in 2014 that it would discontinue or divest 90 to 100
smaller brands from a total of 180 brands in its portfolio.

As the next section of this chapter indicates, empirical studies show that
over the past five decades, companies have been generally successful in sus-
taining their rates of ROIC. It appears that when companies have found a
strategy that creates competitive advantages, they are often able to sustain
and renew these advantages over many years. This also holds for the rela-
tively new digital business models with which Amazon, Google, Microsoft,
and others have retained and renewed their competitive advantages for two
decades and more. While competition clearly plays a major role in driving
down ROIC, managers can sustain a high rate of return by anticipating and
responding to changes in the environment better than their competitors do.

AN EMPIRICAL ANALYSIS OF RETURNS ON INVESTED CAPITAL

Several key findings concerning ROIC emerge from a study of 1963-2017
returns on invested capital at U.S.-based nonfinancial companies with
(inflation-adjusted) revenues greater than $1 billion:®

* The median ROIC was stable at about 10 percent until the turn of the
century and then increased to 17 percent after 2010, where it has re-
mained since. Important drivers of this effect were a general increase
in profitability across sectors, combined with a shift in the mix of U.S.-
based companies to higher-returning sectors in life sciences and tech-
nology. These sectors not only significantly increased their ROIC, but
also grew faster.

* Returns on invested capital differ by industry. Industries such as phar-
maceuticals and branded consumer goods that rely on patents and
brands for their sustainable competitive advantages tend to have high
median ROIC, whereas companies in basic industries, such as oil and
gas, mining, and utilities, tend to earn low ROIC.

® The results come from Corporate Performance Analytics by McKinsey, which relies on financial data
provided by Standard & Poor’s Compustat and Capital IQ. The number of companies in the sample
varies from year to year and excludes financial institutions and industrial companies with significant
financial businesses. In 2017, the sample included 1,095 companies.
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® There are large variations in rates of ROIC within industries. Some com-

panies earn attractive returns in industries where the median return is
low (e.g., Walmart), and vice versa.

Relative rates of ROIC across industries are generally stable, especially
compared with rates of growth (discussed in the next chapter). Industry
rankings by median ROIC do not change much over time, with only a
few industries making a clear aggregate shift upward or downward.
These shifts typically reflect structural changes, such as the widespread
consolidation in the defense and airline industries over the past two
decades and the maturing of the biotech industry. Individual company
returns gradually tend toward their industry medians over time but
are generally persistent. Even the 2008 financial crisis did not upset
this trend.

ROIC Trends and Drivers

Relatively stable ROIC levels from the early 1960s to the early 2000s are evi-
dent in Exhibit 8.3, which plots median ROIC between 1963 and 2017 for U.S.-
based nonfinancial companies.” In that exhibit, the measure of ROIC excludes
goodwill and acquired intangibles, which allows us to focus on the under-
lying economics of companies without the distortion of premiums paid for
acquisitions (discussed later in the chapter).

ExHIBIT 83 ROIC of U.S.-Based Nonfinancial Companies, 1963-2017
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Source: Corporate Performance Analytics by McKinsey.

7 The numbers in this section are based on U.S. companies because longer-term data for non-U.S.
companies are not readily available.



AN EMPIRICAL ANALYSIS OF RETURNS ON INVESTED CAPITAL 143

Until the 2000s, the median ROIC without goodwill was about 10 percent.
Furthermore, annual medians oscillated in a tight range, with higher returns
in high-GDP-growth years and lower returns in low-growth years. Since the
2000s, however, median ROIC without goodwill has increased to what appears
to be a new level of about 17 percent in 2010 and beyond. Notice also that
the spread between the first and third quartiles has widened. The first-quartile
company earned around 5 to 7 percent during the entire period, while the third-
quartile company’s return has increased from the midteens to over 35 percent.

In fact, the entire distribution of ROIC has widened as more and more
companies earn high returns on capital. Exhibit 8.4 shows the distribution of
ROICs over different eras. In the 1965-1967 period, only 14 percent of com-
panies earned more than a 20 percent ROIC, compared with 45 percent in
2015-2017. At the same time, the share of companies earning less than 10 per-
cent has declined from 53 percent to 30 percent.

One factor powering the shift in the median ROIC is the steady increase of
operating margins across sectors since the mid-1990s. As shown in Exhibit 8.5,
the median operating margin (NOPAT over sales) has risen by two percent-
age points. When higher margins combine with improved capital productivity
(lower invested capital over sales), returns on capital rise. The U.S. economy’s
changing industry mix serves as an even more powerful driver and helps to
explain the widening dispersion of returns. Among U.S.-based nonfinancial
companies, the share of operating profits from companies in the life science
and technology sectors increased from 19 percent of total operating profits in
1995 to 38 percent in 2017.8 This impressive increase has been driven by the

EXHIBIT 8.4 Distribution of ROIC

% of companies with given annual ROIC excluding goodwill, by time period
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Source: Corporate Performance Analytics by McKinsey.

8 We defined life science and technology sectors to comprise pharmaceuticals, biotechnology, health-
care equipment and supplies, information services and software, and technology hardware, storage,
and peripherals.
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faster growth of these sectors relative to the rest of the economy, these sectors’
generally higher margins and returns on capital, and increases in these sec-
tors” margins and returns on capital. As a result, the life science and technol-
ogy sectors generate six percentage points of the total 16 percent return on
capital for the U.S. economy as a whole, compared with only two percentage
points of a 12 percent overall return in 1995 (see Exhibit 8.6).7

ROIC by Industry

To see how differences in ROIC across industries and companies relate to
likely differences in drivers of competitive advantage, we examined varia-
tions in ROIC by industry over the past two decades. Our findings are in line
with results from prior editions of this book, in which we tracked profitability
going back to the 1960s. Exhibit 8.7 shows the median returns on invested

ExHBIT 85 Disaggregating ROIC of U.S.-Based Nonfinancial Companies, 1995-2017
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Source: Corporate Performance Analytics by McKinsey.

° The ROIC contribution is calculated as the total NOPAT of the life science and technology sectors
divided by the invested capital of all sectors. Note that the aggregate ROIC for the total sample is close
to the median ROIC of 12.4% in 1995, 16.7% in 2005, and 17.4% in 2017.
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EXHiBIT 86 Contribution of Life Sciences and Technology Industries to the Broader
Economy, 1995-2017

Contribution to aggregate ROIC excluding goodwill for total sample, %

Total aggregate ROIC for sample, %
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Source: Corporate Performance Analytics by McKinsey.

capital for a range of industries during the periods 1995-1999 and 2013-2017.
The exhibit reveals large differences in median ROIC across industries. Not
surprisingly, industries with the highest returns, such as pharmaceuticals,
health-care equipment, and technology-related businesses, are those with
sustainable competitive advantages. In the case of pharmaceuticals and
health-care equipment, this is due to patent-protected innovation. In technol-
ogy-related businesses, advantage typically flows from increasing returns to
scale and customer lock-in. The branded consumer goods and luxury goods
sectors have high returns thanks to customer loyalty based on brand strength.
The industries at the bottom of the chart tend to be those where it is difficult
to achieve a price premium or cost advantage—often commodity-based in-
dustries, including oil, gas, metals, and mining.

Industries typically recognized for having higher returns have often been
the ones that also deliver the clearest improvements in ROIC over time. The
reasons vary by sector. For example, leading aerospace and defense compa-
nies tend to focus on government contracts that include advance payments.
This keeps the companies” invested capital at low levels relative to revenues.
The biotechnology sector matured over the past 20 years with large companies
such as Amgen and Gilead generating outstanding returns from the successful
development and marketing of innovative blockbuster drugs. Finally, technol-
ogy players benefited from growth and innovation in hardware (via semicon-
ductors, servers, and smartphones) and in software and services. As markets
became increasingly global, the shift to more scalable online software and in-
formation services also contributed to higher margins and returns; consider
Facebook’s and YouTube’s growth in social media or Microsoft and Oracle in
software. One outlier from this high-return club: the airline sector, which has
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EXHIBIT 87 ROIC by Industry, 1995-2017

ROIC excluding goodwill, median, %
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delivered low ROIC historically but managed to increase returns in recent
years, thanks to ongoing consolidation in the United States and significantly
lower fuel prices.

To some extent, the increases in ROIC reflect a trend across industries to
lower capital intensity, as we observed in Exhibit 8.5. This could be interpreted
as U.S. companies simply reducing their capital base—for example, by out-
sourcing operations without necessarily creating value.!? This is not the case,
however. Total economic profit for our sample of the largest U.S. companies
increased from $31 billion in 1995 to $560 billion in 2017. Moreover, economic
profit increased for most sectors over the same period, with similar patterns
as for ROIC.

10 A ROIC increase from a reduction in invested capital from outsourcing does not necessarily indicate
value creation. As Chapter 24 notes, the change in economic profit provides a reliable indication.
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Differences in ROIC within industries can be considerable. Exhibit 8.8
shows the variation between the first and third quartiles for the same indus-
tries. Note the wide range of returns in information services and software.
Some of the companies in the sector earn low returns because they are capital
intensive, and low margins because their business model is not scalable, as in
the case of running data centers. Other companies provide services that are
based on standardized and scalable software, where the incremental cost to
serve a new customer is small, leading to high ROIC. In some industries, the
largest players also generate the highest returns, and median ROIC does not
reflect the aggregated ROIC for the sector as a whole (defined as NOPAT for
the sector divided by its total invested capital). An example is the technology
hardware sector, where players like Apple drive the aggregate ROIC to almost
70 percent, versus a median of 27 percent in 2015-2017.

ExHIBIT 88 Variation in ROIC within Industries, 2015-2017
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Source: Corporate Performance Analytics by McKinsey.
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This chart also shows that the best performers in a weaker or mediocre
industry may outperform the median performer in a stronger industry. Con-
sider, for example, retailing, shown in the bottom half of the chart. The stron-
ger retailers (like Walmart) outperform the weaker companies in the media
industry, which appears in the top half of the chart.

Stability of ROIC

While industries often exhibit variations in their respective ROIC, many indus-
tries tend to remain fairly stable over time. We can see this by grouping the
industry-level returns on invested capital according to whether they are rela-
tively high, medium, or low. As shown in Exhibit 8.9, most industries stayed
in the same group over the period we studied, starting in the early 1960s. In
addition, some industries are cyclical, having high and low returns at different
points in the cycle but demonstrating no clear trend up or down over time.

Persistently high-return industries included household and personal
products, beverages, pharmaceuticals, and information services and software.
These industries have consistently high returns because they are scalable or
are protected by brands or patents. Persistently low returns characterize paper
and forest products, railroads, and utilities. These are industries in which
price premiums are difficult to achieve because of, for example, low barriers
to entry, commodity products, or regulated returns. Perhaps surprisingly, this
group also includes department stores. Like commodity industries, depart-
ment stores can achieve little price differentiation, so as a rule, they realize
persistently low returns.

EXHIBIT 89 Persistence of Industry ROIC

Persistently high
© Household and personal products
® Beverages

* Pharmaceuticals Trending up

« Information services and software | | © Health-care equipment
® Aerospace and defense

* Airlines
 Biotechnology
 Technology hardware

Persistently medium
e Machinery

® Auto components

e Electrical equipment
® Restaurants

Cyclical
e Chemicals
e Semiconductors
Trending d ° Oilandgas
.?:JCL?,?Q o  Metals and mining
o Advertising (excluding online) -
* Health-care facilities Persistently low
o Automobiles e Paper and forest products
® Railroads

o Utilities
® Department stores




AN EMPIRICAL ANALYSIS OF RETURNS ON INVESTED CAPITAL 149

In several industries, there was a clear downward trend in returns. These
included trucking, health care facilities, and automobiles. Competition in
trucking, advertising, and automobiles has increased substantially over the
past five decades. Health-care facilities have had their prices squeezed by the
government, insurers, and competition with nonprofits.

Industries where returns on invested capital clearly are trending up are
rare. Examples are health-care equipment, airlines, and aerospace and defense.
Innovation in health-care equipment has enabled the industry to produce
higher-value-added, differentiated products such as artificial joints, as well as
more commoditized products, including syringes and forceps. As mentioned
earlier, the U.S. airlines industry benefited from consolidation, and companies
in aerospace and defense reduced their capital intensity as governments pro-
vided up-front funding for many more contracts.

There is similar evidence of sustained rates of return at the company level.
We measured the sustainability of company ROIC in our database of nonfi-
nancial corporations by ranking companies based on their ROIC in each year
and dividing the group into quintiles. We treated each quintile as a portfolio
and tracked the median ROIC for the portfolio over the following 15 years,
as shown in Exhibit 8.10. The results indicate some mean reversion: compa-
nies earning high returns tended to see their ROIC fall gradually over the
succeeding 15 years, and companies earning low returns tended to see them
rise over time. Only in the portfolio containing companies generating returns
between 5 and 10 percent (mostly regulated companies) do rates of return

ExHIBIT8.10 ROIC Decay Analysis
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remain constant. However, an important phenomenon is the persistence of
superior performance beyond ten years. The returns of the best-performing
companies do not decline all the way to the aggregate median over 15 years.
High-performing companies are in general remarkably capable of sustaining a
competitive advantage in their businesses and/or finding new business where
they continue or rebuild such advantages. The pattern is stable over time—
even over the most recent 15 years, which included the 2008 credit crisis (see
Exhibit 8.11).

Since a company’s continuing value is highly dependent on long-run fore-
casts of ROIC and growth, this result has important implications for corporate
valuation. Basing a continuing value on the economic concept that ROIC will
approach the weighted average cost of capital (WACC) is overly conservative
for the typical company generating high ROIC. (Continuing value is the focus
of Chapter 14.)

Keeping this range of performance in mind, it is important when bench-
marking the historical decay of company ROIC to segment results by industry,
especially if industry is a proxy for sustainability of competitive advantage.
As an example, Exhibit 8.12 plots the ROIC decay rates for branded consumer
goods, again sorting the companies into five portfolios based on their starting
ROICs. Here, the top-performing companies don’t show much reversion to
the mean. Even after 15 years, the original class of best performers still outper-
forms the bottom quintile by more than 13 percentage points.

ExHIBIT8.11 ROIC Decay through Economic Crisis and Recovery
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ExHiBIT 812 ROIC Decay for Branded Consumer Goods
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Although decay rates examine the rate of regression toward the mean, they
present only aggregate results and tell us nothing about the spread of poten-
tial future performance. Does every company generating returns greater than
20 percent eventually migrate to 15 percent, or do some companies actually
go on to generate higher returns? Conversely, do some top performers become
poor performers? To address this question, we measured the probability that
a company will migrate from one ROIC grouping to another in ten years. The
results are presented in Exhibit 8.13. Read each row from left to right.

ExHIBIT 8.13 ROIC Transition Probability
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Both high and low performers demonstrate significant stability in their
performance. Companies with high or low ROIC are most likely to stay in the
same grouping. A company whose ROIC was below 15 percent in 2007 had
a 74 percent chance of earning less than 15 percent in 2017. For companies
with a ROIC above 25 percent, the probability of maintaining that high perfor-
mance was 70 percent. Among companies whose ROIC was between 15 and
25 percent in 2007, there was no clear tendency for companies to increase or
decrease their ROIC ten years later.

Effect of Acquisitions on ROIC

While returns on invested capital without goodwill have been increas-
ing, returns on invested capital with goodwill have been flat, as shown in
Exhibit 8.14. Companies paid high prices for their acquisitions, so much of the
value the deals created was transferred to the shareholders of the target com-
pany. (Acquisitions and value creation are discussed in Chapter 31.) It does
not mean that companies have failed to create value from acquisitions: returns
on capital including goodwill above the cost of capital, combined with ongo-
ing growth, indicate that they have created value above and beyond the price
paid for these acquisitions. Increasing returns without goodwill indicates that
companies have captured significant synergies to improve the performance of
the acquired businesses.

For some industries, the differences in return with and without goodwill
are even bigger than shown here. For the life science and technology sectors,
for example, returns on capital including goodwill were around 25 percent,
versus 65 percent without goodwill. Companies in this sector have created
more value than any other sector, but shareholders of acquired companies
captured much of it.

ExHIBIT8.14 ROIC Including and Excluding Goodwill, 1995-2017
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SUMMARY

There is much to learn about returns on invested capital. First, these returns
are driven by competitive advantages that enable companies to realize price
premiums, cost and capital efficiencies, or some combination of these. Sec-
ond, industry structure is an important—but not an exclusive—determinant
of ROIC. Certain industries are more likely to earn either high, medium, or
low returns, but there is still significant variation in the rates of return for
individual companies within each industry. Third, and most important, if a
company finds a formula or strategy that earns an attractive ROIC, there is a
good chance it can sustain that attractive return over time and through chang-
ing economic, industry, and company conditions, especially in the case of in-
dustries that enjoy relatively long product life cycles. Of course, the converse
also is true: if a company earns a low ROIC, that is likely to persist as well.






Growth

Growth and its pursuit grip the business world. The popular view is that a
company must grow to survive and prosper. There is certainly some truth
to this. Slow-growing companies present fewer interesting opportunities for
managers and so may have difficulty attracting and retaining talent. They
are also much more likely to be acquired than faster-growing firms. Over the
past 25 years, most of the companies that have disappeared from the S&P 500
index were acquired by larger companies or went private.

However, as discussed in Chapters 2 and 3, growth creates value only
when a company’s new customers, projects, or acquisitions generate returns
on invested capital (ROIC) greater than its cost of capital. And as companies
grow larger and their industries become ever more competitive, finding good,
high-value-creating projects becomes increasingly difficult. Striking the right
balance between growth and return on invested capital is critically impor-
tant to value creation. Our research shows that for companies with a high
ROIC, shareholder returns are affected more by an increase in revenues than
an increase in ROIC.! Indeed, we have found that if such companies let their
ROIC drop a bit (though not too much) to achieve higher growth, their re-
turns to shareholders are higher than for companies that maintain or improve
their high ROIC but grow more slowly. Conversely, for companies with a low
ROIC, increasing it will create more value than growing the company will.

The previous chapter explored why executives need to understand whether
their strategies will lead to high returns on invested capital. Similarly, they
also need to know which growth opportunities will create the most value.
This chapter discusses the principal strategies for driving revenue growth, the
ways in which growth creates value, and the challenges of sustaining growth.
It ends by analyzing the data on corporate growth patterns over the past
55 years.

1 See T. Koller and B. Jiang, “How to Choose between Growth and ROIC,” McKinsey on Finance,
no. 25 (Autumn 2007): 19-22.
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DRIVERS OF REVENUE GROWTH

When executives plan for growth, a good starting point is for them to disag-
gregate revenue growth into its three main components:?

1. Portfolio momentum. This is the organic revenue growth a company en-
joys because of overall expansion in the market segments represented
in its portfolio.

2. Market share performance. This is the organic revenue growth (or
reduction) a company earns by gaining or losing share in any particular
market.

3. Mergers and acquisitions (M&A). This represents the inorganic growth a
company achieves when it buys or sells revenues through acquisitions
or divestments.

Baghai, Smit, and Viguerie showed that for large companies, the most im-
portant source of growth by far was portfolio momentum.? In other words,
being in fast-growi