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Foreword

The pendulum swing of investors and corporate decision makers’ focus
over the past few years has probably not been this extreme for at least a
generation. Growth for the sake of growth has been replaced with intense
scrutiny of capital usage and payback. Risk has changed from loss of
opportunity to loss of capital. Most importantly, valuation and all of its
individual components has highlighted the need to reconcile what market
expectations already reflect at today’s stock price in terms of actual com-
pany fundamentals and outlook.

The concept of economic profit now more popularly known as eco-
nomic value added has been constant during this dramatic change in mar-
ket and economic environment. In a perverse way, though, it has taken a
bear market, recession, corporate scandals and change in the systemic risk
environment to bring increased attention to advanced financial statement
analysis.

In 1997, 1 was working at Credit Suisse Asset Management, responsi-
ble for the firm’s active large-capitalization portfolio management, Select
Equity. The product was unique in that it was managed using economic
profit-based analyses as its foundation. Although some product literature
describing the process existed, there was market demand for a more com-
prehensive white paper to establish the validity of economic profit
ingrained into this so-called new style of investing. Despite a successful
history of implementing this concept on real world assets under manage-
ment, a suspicion arose because the economic profit “style” emphasized
cash flow returns on capital rather than earnings-per-share. It also empha-
sized substituting the company’s cash flow volatility to measure risk
rather than beta, a unique approach at the time.

Several books had been written principally for the corporate user deal-
ing with economic profit and other value-based metrics but none were
available dealing substantially with the linkage to stock price and invest-
ment performance. The broad acceptance into the commonplace of Wall
Street was still in the future. This to me represented an irony in that corpo-
rations seemed to be more fluent in the knowledge and understanding of
the principles behind economic profit than Wall Street analysts, the pri-
mary user of financial statements and influential in interpreting and valuing
businesses. In searching for an academic to assist me in crafting a white
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paper, I came across the first edition of Foundations of Economic Value
Added authored by Dr. James Grant. The book was groundbreaking
because it was the first to create a bridge between these constituents. Dr.
Grant and I have collaborated on many projects over the years since then
including coauthoring a book, Focus on Value, further explaining eco-
nomic profit as a practical tool for corporate and investor decision making.

In between the time of the first and second editions of Foundations of
Economic Value Added, much progress has been made in advancing
many of the tenets that were part of the original edition. However, like
most business endeavors and even portfolio management, gains tend to be
uneven and compressed. It is perhaps unfortunate that the increased
acceptance and rapid adoption of economic profit based analyses in
research has occurred after investors have lost confidence in management,
financial statements, and Wall Street research. Though the concepts are
intact, it is refreshing to see continued refinement in the application and
implementation of economic profit principles.

The second edition of Foundations of Economic Value Added is a
book to be read, underlined, written in, and reread. It offers readers the
opportunity to not only learn the basic elements of value-based financial
statement analysis but also illustrates the linkage between corporate deci-
sion making regarding capital allocation and stock price in a powerful
and common sense way.

James A. Abate, CPA, CFA
Investment Director
Global Asset Management (USA), Inc.



Preface

Foundations of Economic Value Added, Second Edition is a greatly expanded
version of the first edition. In this context, the second edition provides a
much broader and sharper focus on the role of economic profit in the the-
ory of finance, the empirical relevance of EVA as a measure of corporate
financial success, and how to apply EVA principles when evaluating compa-
nies, industries, and even market economies. In this expanded work, there
are several new chapters on economic profit including how to estimate EVA
with standard accounting adjustments, enterprise and stock price valuation
using free cash flow and economic profit models, the EVA role of positive
and negative economic depreciation, and the development of an EVA-based
factor model approach to estimating the cost of capital.

Having said that, it is important to emphasize that Foundations of
Economic Value Added, Second Edition holds to the founding tenets of
the first edition. To repeat, graduates of corporate finance (some of whom
are perhaps now CFOs) will recall that in a well functioning capital mar-
ket, the firm’s operating and investment decisions can be made indepen-
dently of shareholder “tastes” (or utilities) for present and expected future
consumption. In this rational setting, the favorable NPV—equivalently,
the discounted positive average EVA—announcements by corporate
managers are wealth enhancing for all of the firm’s existing shareholders,
while the investor-perceived negative NPV announcements unfortunately
destroy shareholder value. Whether corporate managers realize it or not,
this efficient market condition is why they can make investment decisions
according to the classic net present value rule.

Likewise, the modern principles of corporate finance reveal that if the
capital market is indeed efficient, then these discounted positive average-
EVA growth decisions can largely be made without regard to the particular
method (debt versus equity) of corporate financing. In effect, the EVA-
enhancing decisions by managers in a levered firm (a company with long-
term debt) have the same wealth impact as if the firm were totally unlevered
(that is, debt free). However, with market imperfections, corporate manag-
ers need to consider the discounted EVA impact of the firm’s effective debt-
tax subsidy and/or potential agency benefits arising from debt financing due
to the presumably lower weighted average cost of capital.

As with corporate finance, EVA has many investment applications. For
instance, if the firm’s market capitalization (debt plus equity value) falls short

ix
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of the EVA-based intrinsic value, then its outstanding bonds and stocks
would be undervalued in the marketplace. By purchasing the mispriced secu-
rities of firms having, for example, relatively low NPV-to-EVA multiples, the
active investor may reap windfall capital gains on the firm’s outstanding debt
and equity securities. Stock price rises in this active investing scenario
because the discounted positive EVA announcements increase the true earn-
ings pie for investors, while bond investors may reap windfall capital gains
due to credit upgrades on the firm’s risky debt. Hence, securities analysts and
investment managers can also see that EVA has joint pricing implications for
the valuation of the firm’s outstanding debt and equity securities.

In the development of the first and now second edition of Founda-
tions of Economic Value Added, 1 have benefited from many insights
from professional associates. John Stahr, Wayne Archambo, and Paul
Price were duly acknowledged in the first edition, and I am still grateful
for their early comments in shaping my understanding of the practical sig-
nificance of economic profit principles when evaluating companies, indus-
tries, and market economies. In this second edition, I am most grateful for
comments and insights received from my professional colleague, James
Abate of Global Asset Management in New York, who contacted me
shortly after the publication of the first edition of this book. It has been a
great pleasure to develop and see EVA principles in action from the dual
perspectives of stock selection and portfolio risk control. Jim and I also
coauthored Focus on Value: A Corporate and Investor Guide to Wealth
Creation (John Wiley & Sons, 2001) from which advanced EVA insights
in that book—such as the EVA-based factor model approach to estimat-
ing the cost of capital—are also included herewith.

On the research side, I am most grateful to Al Ehrbar and Bennett Stew-
art of Stern Stewart & Co. for their “no questions” asked policy in supply-
ing MVA and EVA data on the Performance 1000 Universe. For the record,
my enthusiasm about EVA (and its discounted MVA equivalent) as an inno-
vative tool in measuring true corporate profit has in 70 way been influenced
by anyone at Stern-Stewart. I would also like to thank Meredith Grant
Anderson (Ph.D. candidate in physics at Carnegie Mellon University), and
Ganesh Jois (MBA candidate in the Honors Program at Baruch College) for
their quantitative research assistance in constructing the numerous exhibits
in this book. Last, but hardly least, an enduring word of thanks goes to
Frank J. Fabozzi of the Yale School of Management. His encouragement
and flexibility over the years has made it a real pleasure to write both edi-
tions of Foundations of Economic Value Added. As mentioned before, it
was Frank, not I, who had the initial insight to expand upon my EVA study
in the Fall 1996 issue of the Journal of Portfolio Management.

James L. Grant
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The EVA Revolution

n a market-driven economy many companies will create wealth. Other

firms however will undoubtedly destroy it. Discovering those economic
factors that lead to wealth creation and destruction among companies is
important to many constituencies, not the least of which is corporate offi-
cials and investment managers. For corporate managers, wealth creation
is fundamental to the economic survival of the firm. Managers that fail
(or refuse) to see the importance of this imperative in an open economy
do so at the peril of the organization and their own careers.!

Finding the “best” companies and industries in the marketplace is
of primary importance to investment managers. With the proper finan-
cial tools, portfolio managers may be able to enhance their active per-
formance over-and-above the returns available on similar risk indexed-
passive strategies. A new analytical tool called EVA is now assisting this
wealth-discovery and company-selection process. The innovative
changes that this financial metric have spawned in the twin areas of cor-
porate finance and investment management is the driving force behind
what can be formerly called the “EVA revolution.”

EVA IN PRACTICE

The analytical tool called EVA, for Economic Value Added, was commer-
cially developed in 19822 by the corporate advisory team of Joel Stern

't goes without saying that, in principle, a nonmarket economic system will create
less wealth than a market-oriented system.

21t should be noted that the commercial development of EVA did #ot just happen over-
night. It was the outgrowth of early economic profit innovators like Joel Stern who rec-
ognized the practical limitation of accounting earnings. For example, see Joel M. Stern,
“Earnings Per Share Don’t Count,” Financial Analyst Journal (July/August 1974).
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and G. Bennett Stewart III.> This financial metric gained early accep-
tance from the corporate community because of its innovative way of
looking at the firm’s real profitability. Unlike traditional measures of
profit—such as EBIT, EBITDA, and net operating income—EVA looks
at the firm’s “residual profitability,” net of both the direct cost of debt
capital and the indirect cost of equity capital.* In this way, EVA serves
as a modern-day measure of corporate success because it is closely
aligned with the shareholder wealth-maximization requirement.

Large firms like Coca Cola, Diageo, Lilly (Eli), Guidant, and SPX have
used EVA as a guide to creating economic value for their shareholders.
Bonuses and incentive pay schemes at these firms have been built around
the manager’s ability (or lack thereof) to generate positive EVA within the
firm’s operating divisions. Positive payments accrue to managers having
divisional operating profits that on balance exceed the relevant “cost of
capital,” while negative incentive payments may occur if the longer-term
divisional profits fall short of the overall capital costs. Thus, by accounting
for both the cost of debt and equity capital, EVA gives managers the incen-
tive to act like shareholders when making corporate investment decisions.

EVA is also gaining popularity in the investment community. The
June 1996 Conference on “Economic Value Added” at CS First Boston
and the “roll out” of Goldman Sachs’ EVA research platform in May
1997 is testimony to this exciting development. Indeed, “buy side” invest-
ment firms like Global Asset Management and Oppenheimer Capital use
EVA in their stock selection, portfolio construction, and risk control pro-
cesses.’ Other large investment firms are taking a serious look, and EVA is

SEVA® is a registered trademark of Stern Stewart & Co. For insightful discussions
of the EVA® metric, along with many applications of how this economic profit mea-
sure can be used in a corporate finance setting, see (1) G. Bennett Stewart III, The
Quest for Value (New York: HarperCollins, 1991), and (2) Al Ehrbar, EVA: The
Real Key to Creating Wealth (New York: John Wiley & Sons, Inc., 1998).

*In this book, the acronym/words, EVA, economic profit, and residual profitability
(income) are used interchangeably. Strictly speaking, one can distinguish between
EVA to the firm (as emphasized in this book), and economic profit/residual profit-
ability to the stockholders. This combined (albeit less stringent) view of EVA-based
metrics points to the potential benefits of economic profit improvement on both the
firm’s risky stocks and bonds (via credit upgrades). For a finer distinction of EVA-
based concepts, see Pablo Ferndndez, Valuation Methods and Shareholder Value
Creation (London, UK: Academic Press, 2002).

5 For EVA in action, see James A. Abate, American Focus Equity Investment Strategy
Profile, Global Asset Management (USA) (January 2001). For an explanation of the
EVA approach to stock selection, see (1) the chapters in this book on company and in-
dustry analysis, and (2) James L. Grant and James A. Abate, Focus on Value: A Corpo-
rate and Investor Guide to Wealth Creation (New York: John Wiley & Sons, Inc., 2001).
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also making meaningful inroads in the world of global performance ana-
lytics. Moreover, recent empirical studies in the Journal of Portfolio Man-
agement (among other finance and investment journals) shows that EVA
is being advanced in both the academic and financial communities.®

EVOLUTION OF EVA

The evolution of economic profit—economic value added (EVA)—is a
fascinating study with historical roots that can be traced back to the
classical economists’ notion of “residual income.” For instance, con-
sider the definition of economic profit made in 1890 by famous British
economist, Alfred Marshall, regarding the real meaning of a business
owner’s “profit:”’

What remains of his profits after deducting interest on his capital
at the current rate may be called his earnings of undertaking or
management.

Based on Marshall’s statement, it is evident that the economists’ defi-
nition of profit—namely, a residual view of income or economic profit—is
radically different from the accounting measures of profit in use today,
such as EBIT, EBITDA, or net operating income. That is, a key distinction
between economic profit and accounting profit lies in the classical econo-
mists’ notion that a company is not truly profitable unless its revenues
have (1) covered the usual production and operating expenses of running
a business, and (2) provided a normal return on the owners’ invested cap-
ital. In a more fundamental sense, this residual view of income is really
what today’s economic profit movement is really all about.

While EVA is rooted in classical economic theory, three pioneering
20" century American economists—Irving Fisher during the 1930s,® and
Nobel Laureates Franco Modigliani and Merton Miller in the late 1950s
to early 1960s” —expanded upon the fuller meaning of economic profit in

¢ For examples, see (1) James L. Grant, “Foundations of EVA for Investment Man-
agers,” Journal of Portfolio Management (Fall 1996), and (2) Kenneth C. Yook and
George M. McCabe, “An Examination of MVA in the Cross-Section of Expected
Stock Returns, Journal of Portfolio Management (Spring 2001).

7 Alfred Marshall, Principles of Economics, Vol. 1 (New York: MacMillan & Co.,
1890), p. 142.

8 Irving Fisher’s pioneering work on the NPV theory of the firm is described in The
Theory of Investment (New York: Augustus M. Kelley Publishers, 1963, reprinted
from the original 1930 edition).
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a corporate valuation context. Irving Fisher established a fundamental
link between a company’s net present value (NPV) and its discounted
stream of expected cash flows. In turn, Modigliani and Miller showed that
corporate investment decisions—as manifest in positive NPV decisions—
are the primary driver of a firm’s enterprise value and stock price—as
opposed to the firm’s capital structure mix of debt and equity securities.

Basically, the theory of economic value added rests on two principle
assertions: (1) a company is not truly profitable unless it earns a return
on invested capital that exceeds the opportunity cost of capital, and (2)
that wealth is created when a firm’s managers make positive NPV
investment decisions for the shareholders. We’ll expand on these EVA
tenets of wealth creation as we move forward in this book. For now,
let’s look at some operational definitions of EVA that have shaped the
current economic profit movement as well as introduce the link between
a company’s economic profit and its market value added.

OPERATIONAL DEFINITIONS OF EVA

There are two popular, or operational, ways of defining EVA—namely,
an “accounting” way and a “finance” way.!” From an accounting per-
spective, EVA is defined as the difference between the firm’s net operat-
ing profit after tax (NOPAT) and its weighted-average dollar cost of
capital. As a result, EVA differs from traditional accounting measures of
corporate profit including, EBIT (earnings before interest and taxes),
EBITDA (EBIT plus depreciation and amortization), net income, and
even NOPAT because it fully accounts for the firm’s overall capital
costs. This analytical difference is important to the firm’s owners
because the EVA metric is net of both the direct cost of debt capital and
the indirect cost of equity capital—as reflected in the shareholders’
required return on common stock. In this context, EVA can be
expressed in more general terms as:

? See Franco Modigliani and Merton H. Miller, “The Cost of Capital, Corporation
Finance, and the Theory of Investment,” American Economic Review (June 1958),
and “Dividend Policy, Growth and the Valuation of Shares,” Journal of Business
(October 1961).

19 The author views an “accounting” approach to estimating EVA as one that rests
on conventional accounting income and balance sheets, footnotes to financial state-
ments, plus necessary external information such as “beta” used in CAPM. In turn, a
“finance” approach to estimating EVA is viewed as one that rests primarily on a dis-
counting or present value process with the goal of determining market value added,
enterprise value, and stock price.
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EVA = NOPAT - $ Cost of Capital

In this expression, the firm’s dollar cost of capital is calculated by multi-
plying the percentage cost of capital by the amount of invested capital
according to:

$ Cost of capital = [% Cost of capital/100] x Capital

In turn, the percentage cost of capital is obtained by taking a “weighted
average” of the firm’s after-tax cost of debt and equity capital as shown by:

% Cost of capital = [Debt weight x % After-tax debt cost
+ Equity weight X % Cost of equity ]

EVA: The Finance Interpretation

From a finance perspective, EVA is defined in terms of how it relates to
the firm’s “market value added.” In this context, MVA (or NPV) is
equal to the present value of the firm’s expected future EVA. Addition-
ally, since MVA is equal to the market value of the firm less the “book
capital” employed in the business, it can easily be shown that EVA is
related to the intrinsic value of the firm and its outstanding debt and
equity securities. Stating these concepts in more formal terms yields the

familiar value-based relationship between the firm’s “market value
added (MVA)” and its “economic value added (EVA)” according to:

MVA = Firm value - Total capital
MVA = [Debt plus Equity value] — Total capital
MVA = PV of expected future EVA

These general financial definitions have important implications for
the firm’s owners. Companies having positive EVA momentum should
on balance see their stock (and perhaps, bond) prices go up over time as
the increasing profits net of the overall capital costs leads to a rise in the
firm’s “market value added.” In contrast, firms with returns on invested
capital that fall short of the weighted-average cost of capital should see
share price declines as the adverse EVA outlook lowers the intrinsic
(present) value of the firm.

Hence, by incorporating EVA into the company evaluation process,
securities analysts and/or portfolio managers may enhance the overall
pricing accuracy of their research recommendations. Also, with EVA
corporate managers have an innovative financial tool for assessing
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whether their planned investment in real assets will lead to wealth cre-
ation (positive NPV) for the shareholders.

MVA AND EVA: A SIMPLE EXAMPLE

As a simple illustration of the present value relationship between the
firm’s MVA and EVA, consider a two-period world where NSF’s (for,
“New Start-up Firm”) investment and financing opportunities are like
those listed in Exhibit 1.1. The exhibit indicates that if NSF invests
$100 million today in real assets, then it can expect to create $15 mil-
lion of positive EVA in the future period.!!

With a “discount rate” or cost of capital of 10%, the “net present
value” of NSF’s investment opportunity is $13.64 million:

NPV = MVA
$EVA(1)/(1 + COQC)

= $15/(1.1) = $13.64 million

The $13.64 million in “market value added (MVA)” shows that
NSF is a wealth creator. By adding this positive NPV figure to NSF’s ini-
tial capital investment of $100 million, one obtains the market value of
the firm, at $113.64 million:

V = Capital + MVA

$100 + 13.64 = $113.64 million

EXHIBIT 1.1  NSF Corporation

Time Investment EVA
Period ($ millions) ($ millions)
0 (today) 100.0 0.0
1 0.0 15.0

Weighted Average Cost of Capital (COC) = 10%

' Note that if NSF’s future EVA is $15 million, then its cash resources at period 2
(before capital costs) must be $125 million. This is because in a two-period “world,”
interest and return of loan principal—at $10 million and $100 million respectively—
will be due in period 2. We’ll look at the specifics of an EVA-based wealth model in
the next chapter.
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Moreover, if one makes the convenient assumption that NSF’s capi-
tal investment is financed with 100% debt, then the aggregate equity
capitalization of the firm is the $13.64 million in market value-added
(MVA). With 1 million shares of common stock outstanding, each share
is then worth $13.64 ($13.64 million/1 million shares) in market value
terms. Thus, in this simplifying “two-period” example, the firm’s aggre-
gate MVA (or NPV) is equal to the present value of its expected future
“economic value added (EVA).”

MUVA and EVA: Growth Considerations

The basic EVA and MVA linkage outlined above can also be extended
to a multiperiod framework. Without getting into complicated pricing
details here, one can use a “constant growth” EVA model to show the
pricing importance of both the firm’s near-term EVA outlook and its
long-term EVA growth rate in determining overall corporate (or enter-
prise) valuation. In this “Gordon-like” model,'* the relationship
between the firm’s MVA and its EVA outlook for the future is
expressed as:

MVA = EVA(1)/(COC - ggya)

In this expression, EVA(1) is the firm’s current EVA outlook (one-year
ahead forecast), gpyy is the firm’s assessed long-term EVA growth rate,
and COC is the familiar weighted-average cost of debt and equity cap-
ital.

The constant-growth EVA model shows that the firm’s market value
added (MVA) is positively related to its near-term EVA outlook, as mea-
sured by EVA(1), as well as the firm’s assessed long-term EVA growth
rate, gpya- As shown, the firm’s MVA is also negatively related to any
unanticipated changes in the weighted-average cost of (debt and equity)
capital, COC. However, in view of modern day capital structure princi-
ples (a la Miller-Modigliani), this “cost of capital” interpretation does
not imply that the firm’s corporate debt policy has any meaningful

12 The constant growth valuation model is generally attributed to Myron Gordon.
See, Myron J. Gordon, The Investment, Financing, and Valuation of the Corpora-
tion (Homewood IL: Irwin, 1962).

Gordon popularized a dividend growth model in terms of a dividend stream that
is growing at a constant rate over time—hence, the “constant-growth DDM.” The
text discussion suggests that the same discounting procedure can be applied to esti-
mate MVA (or NPV) when it is reasonable to assume that EVA is growing at a con-
stant rate.
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impact on the valuation of the firm and its outstanding debt and equity
13
shares.

PREVIEW OF WEALTH CREATORS

Let’s now take a preliminary look at the MVA and EVA relationship for
major U.S. wealth creators and destroyers.'* The MVA and EVA charac-
teristics for five large U.S. wealth creators—including General Electric,
Cisco Systems, Microsoft Corporation, Wal-Mart Stores, and Merck—
for the 11-year period covering 1990 to 2000 are shown in Exhibits 1.2
and 1.3. These large capitalization companies were listed by Stern Stew-
art & Co. as the top-five U.S. wealth creators (based on MVA ranking)
in their 2001 Performance Universe.

Exhibit 1.2 shows that wealth creators like General Electric (#1),
Cisco Systems (#2), and Merck (#5) have substantially positive MVA that
grows rapidly over time. At year-end 2000, General Electric’s net present
value was $426,616 million, while Cisco Systems and Merck were report-
ing MVA values of $272,131 and $203,689 million, respectively. During
the 11-year period spanning 1990 to 2000, General Electric’s net present
value was growing at a compound yearly rate of nearly 34%. Moreover,
over the 11-year reporting period, Cisco’s MVA was actually growing at
an annualized rate of 86% (!), while Merck was reporting a respectable
average MVA growth rate of about 21%.

Exhibit 1.2 also reveals that the MVA values for the top-five U.S.
wealth creators declined mostly!® from year-end 1999 to 2000. For
example, General Electric’s MVA declined by about $45,000 million (or
$45 billion) while Cisco Systems and Wal-Mart each experienced MVA
declines of around $76,000 million. Indeed, Microsoft’s MVA declined
by a staggering $412,000 million—from $629,470 to $217,235 mil-
lion—between 1999 and 2000. As with Cisco et al., the MVA decline
for Microsoft was due in part to the general slowdown in economic

13 Peter Bernstein eloquently captures the essence of the original “M&M (Miller-
Modigliani)” capital structure principles when he states that—*“the cost of capital
depends far more on the quality of corporate earning power than on the structure of
paper [debt and equity] claims.” For Bernstein’s insightful comment on corporate
debt policy, see Peter L. Bernstein, “Pride and Modesty,” Journal of Portfolio Man-
agement (Winter 1991).

4We’ll look at the MVA-EVA relationship for some U.S. wealth destroyers in the
next section. The financial characteristics of wealth creators and destroyers will be
examined in much greater detail in upcoming chapters.

15 Merck’s MVA actually rose from 1999 to 2000, from $143,001 to $203,689 million.
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activity—especially in the technology and telecommunication indus-
tries—and thus the precipitous decline in the U.S stock market com-
mencing in the first half of 2000. Additionally, Microsoft’s sharp decline
in MVA was due to serious legal challenges from competitors arising
from its alleged “bundling” of software with the Windows operating
system.

Exhibit 1.3 shows the source of the positive net present value being
generated by the five U.S. wealth creators shown in Exhibit 1.2. Specifi-
cally, this exhibit reveals that wealth creators like General Electric,
Microsoft, and Merck have substantially positive MVA because their
EVA is both positive and growing at a substantial rate over time. At
$5,943 million, General Electric’s 2000 EVA is not only positive, but it
also grew by 25% over the 1990-2000 period. With MVA and EVA
growth rates in the 20-30% range during this decade, the two exhibits
suggest that General Electric’s net present value largely “tracked” the
diversified conglomerate’s ever-rising “economic value added.” Like-
wise, Microsoft’s ten-year EVA growth rate, at 39%, seems to have pro-
vided the necessary fuel for its abnormal MVA growth rate, at 40%.

EXHIBIT 1.2 Market Value Added: Top-Five Wealth Creators in Performance
Universe: 1990-2000
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EXHIBIT 1.3  Economic Value Added: Top-Five Wealth Creators in Performance
Universe: 1990-2000
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Exhibit 1.3 also shows that Cisco Systems had tremendous growth in
its EVA up to 1998. During this period, the networking firm’s EVA grew
from just $9 million in 1990 to $775 million in 1998. This represents an
astonishing EVA growth rate of 90% that, in turn, is joined with Cisco’s
MVA growth rate of 100%. On the other hand, Cisco’s EVA peaked at
$775 million in 1998, then declined to $182 million in 1999, and actu-
ally turned negative in 2000, at —$365 million. Interestingly, Cisco was
apparently overvalued in 1999 as its MVA peaked at $348,442 during
that year in the presence of its falling EVA. Cisco continued its MVA
decline in 2000 with the major sell off in technology stocks to end the
year at $272,131 million. Thus, taken together, the MVA and EVA rela-
tionships shown in Exhibits 1.2 and 1.3 are not only beneficial in
describing the financial characteristics of wealth creators, but exhibits
like these can be used to assist in the discovery of mispriced securities.'®

PREVIEW OF WEALTH DESTROYERS

Exhibits 1.4 and 1.5 show the MVA and EVA relationships for five U.S.
firms that—ironically enough—became large wealth destroyers in recent

16 Later chapters will focus on the EVA approach to equity securities analysis.
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times. Specifically, the two exhibits report the MVA and EVA experi-
ences of First Union Corporation (#996), Lucent Technologies (#997),
General Motors (#998), WorldCom (#999), and AT&T (#1000) for the
11-year period covering 1990 to 2000. These companies were listed as
the bottom five firms—based on MVA rankings—in the 2001 perfor-
mance survey by Stern Stewart & Co.

Exhibit 1.4 shows that the net present value estimates for the five U.S.
wealth destroyers are strikingly different from the reported MVA values
for the “New (and Old) Guard” of modern capitalism—including, wealth
creators like General Electric, Cisco Systems, Microsoft, Wal-Mart Stores,
and Merck. Indeed, as of year 2000, this exhibit shows that AT&T alone
wasted some $87,000 million (or $87 billion) in net present value. Also,
Lucent Technologies’ MVA dropped from about $200,000 million to nearly
-19,000 million between 1999 and 2000. In turn, WorldCom’s MVA dropped
from about $96,000 million in 1999 down to about —$32,000 million as of
year 2000.!” Unfortunately, the MVA evidence reported in Exhibit 1.4
shows that during the 1990s these telecom giants were largely investing in
projects that had a negative net present value.

EXHIBIT 1.4 Market Value-Added: Bottom-Five Companies in Performance
Universe: 1990-2000
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73e’ll take a closer look at WorldCom’s MVA-EVA relationship during the past
decade in an upcoming section.
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EXHIBIT 1.5  Economic Value Added: Bottom-Five Companies in Performance
Universe: 1990-2000
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Exhibit 1.4 shows that General Motors’ MVA experience during the
1990s was rather dismal, too. This large wealth destroyer had nine out
of 11 years of negative net present value (including 1990). Indeed, Gen-
eral Motors’ MVA for year 2000, at —=$29,171 million, was actually
lower than its MVA for 1990, at —=$24,708 million. In effect, the market
value of the automaker was consistently below the “book capital” (or
invested capital) employed in the business. This means that General
Motors’ “price-to-book value” ratio was generally below unity during
the 1990s. Amazingly, General Motors’ shareholders seem plagued by
an entrenched management that largely invests in capital-intensive
projects having a negative net present value. Indeed, the intransigent
automaker was third from the bottom in the MVA rankings for year
2000, and it was “dead last” in the Stern Stewart Performance Universe
for 1995.

Exhibit 1.5 shows the EVA experiences for the five U.S. wealth wast-
ers. As expected, the source of the negative net present value (Exhibit
1.4) for these companies is due to their (mostly) negative and volatile
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EVA experiences over the 11-year reporting period.'® For instance,
AT&T was posting a negative EVA of -$745 million at year-end 1990.
By 2000, this U.S. wealth destroyer’s EVA had declined to —$9,972 mil-
lion. Meanwhile, AT&T’s net present value (MVA, in Exhibit 1.4) was
quite volatile during the 1990s, with positive net present value that ulti-
mately turned grossly negative in 2000. During 2000, investors finally
woke up to the fact that persistently negative EVA destroys shareholder
value. Moreover, it appears that the “bubble” in telecom stocks that
occurred during the late 1990s (see Exhibit 1.4 for 1998 and 1999) burst
in 2000 when investors realized that companies like AT&T, Lucent Tech-
nologies, and WorldCom were plagued by a systematic pattern of nega-
tive EVA. Negative EVA is clearly evident in Exhibit 1.5 for the three-
telecom companies over the 11-year period spanning 1990 to 2000.

Exhibit 1.5 also shows that General Motors had considerable vola-
tility in its EVA during the 1990s. At 1990, the automaker’s profitability
net of the overall capital costs was —$4,271 million. Coinciding with
this adverse EVA figure is General Motors’ negative MVA of -$24,708
million. Although General Motors’ EVA improved considerably up to
19935, the automaker experienced a volatile decline in its EVA through
year 2000. Associated with this, the mostly negative MVA values
(Exhibit 1.4) during this decade suggests that investors—whether cor-
rectly, or incorrectly so—still lacked confidence in General Motors’ fun-
damental ability to generate economic value added. Thus, we again see
that the joining of MVA and EVA (Exhibits 1.4 and 1.5) can be used to
distinguish between wealth creators and wealth destroyers. The joining
of MVA and EVA can also be used to identify overvalued and underval-
ued securities in the capital market.

18 Tt is interesting to note that the contemporaneous relationship between MVA
and EVA is generally more robust for wealth creators than wealth destroyers. For
example, the average correlation of MVA with EVA during the 1990-2000 peri-
od for the five wealth creators shown in Exhibits 1.2 and 1.3 is 0.68. The MVA-
EVA correlation for these wealth creators ranges from -0.21 for Cisco Systems
up to 0.8 to 0.9 for the other four wealth creators.

In contrast, the average correlation for the wealth destroyers shown in Exhib-
its 1.4 and 1.5 is 0.43. The MVA-EVA correlation ranges from —0.46 for World-
Com, up to about 0.5 for Lucent and General Motors, and 0.7 to 0.8 for AT&T
and First Union Corporation, respectively. The financial implications of these
correlation differences among wealth creators and wealth destroyers will be ex-
plained in a later chapter.
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ACCOUNTING IRREGULARITIES AND INFORMATION INTEGRITY

At the time of this writing, the “buzz” on Wall Street was about dubious
(at best) accounting practices employed by prominent U.S. companies to
prop up earnings and stock price. For example, the U.S. Securities and
Exchange Commission accused WorldCom—among other U.S. compa-
nies such as Enron and Global Crossings!>—of defrauding investors by
transferring some $4 billion in line operating expenses from the income
statement to its capital accounts. These unannounced accounting trans-
fers were presumably made by WorldCom’s management (or its audi-
tors) to show higher operating margins and operating earnings during
2001 and the first quarter of 2002.

While a detailed investigation of accounting irregularities at compa-
nies like WorldCom is beyond the scope of this book, it is worth making
a few comments on the EVA consequences of the accounting impropri-
eties. First, if it is publicly known—as it eventually would be with an
“on balance” sheet transfer—that a company were going to capitalize
an expense rather than write it off, then operating earnings in the cur-
rent year would obviously go up. From an accounting perspective, such
a transfer would make a company look more profitable, and thus pre-
sumably worth more money to investors. However, from an EVA per-
spective, the mere shifting of an expense to a capital account would lead
to an annual capital charge that, in principle, should be “fully reflected”
in economic profit. Specifically, while the current year’s operating earn-
ings might look higher, other things the same, all future profitability
would be lower by an equivalent present value amount.?°

From an EVA perspective, the firm’s enterprise value and stock price
could in principle remain invariant to the “on balance” sheet capitaliza-
tion of the expense. Even if the transfer from the income statement to
the balance sheet were not formally announced by management, EVA
accounting would normally pick this transfer up, as the revised capital
account (on the EVA balance sheet) would generate a capital charge
equal to the amount of transferred expense times the opportunity cost
of invested capital. In a nutshell, EVA accounting—as opposed to GAAP

9 Enron and Global Crossings were among a growing list of large capitalization com-
panies that defrauded investors with either “off balance” sheet or “on balance” ac-
counting irregularities. We’ll focus on WorldCom, as the long distance carrier was
among the largest wealth destroyers in 2000 that we previewed in Exhibits 1.4 and 1.5.
20 Consider the simple case of a capital item that forever remains on the balance
sheet. According to EVA accounting, the present value of the annual interest charge
would equal the amount of capital placed on the balance sheet: where “interest” each
year is calculated by multiplying the capital amount by the opportunity cost of in-
vested capital.
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accounting—automatically picks up the capitalization of expensed items
through the dollar capital charge. Obviously, serious EVA troubles arise
for investors when “on balance” sheet items like revenue are artificially
inflated, or when “off balance” sheet accounting gimmickry is used by
management (or its auditors) as with the notorious case of Enron that
was discovered in late 2001.%!

Although sophisticated investors might recognize the EVA conse-
quences of dubious accounting changes, the lack of accounting trans-
parency for the average investor leads to a precipitous decline in
investor confidence. Worse yet, the lack of information integrity in
accounting numbers leads to outright investor capitulation—as appar-
ently happened during the summer of 2002. Also, other things the same,
the increased risk of investing in the stock market leads to a rise in the
cost of capital. While a rise in the cost of equity capital in particular
leaves GAAP accounting earnings unchanged, a rise in the weighted
average cost of capital causes a decline in EVA and a concomitant
decline in enterprise value and stock price.

Returning to WorldCom, it is interesting to note that a close inspec-
tion of Exhibits 1.4 and 1.5 shows that the telecom giant’s accounting
gimmickry in 2001 was just the “nail on the coffin” for this large U.S.
wealth destroyer. In particular, Exhibit 1.5 shows that WorldCom’s EVA
was close to zero from 1990 to 1992. After that, the telecom giant’s EVA
was consistently negative in the eight years spanning 1993 to 2000. More-
over, by year-end 2000, WorldCom’s EVA was grossly negative, at -$5,387
million. Coincidently, Exhibit 1.4 reveals that during 2000 the telecom
firm’s heretofore positive MVA was completely wiped out! Indeed, World-
Com’s MVA was a staggering —$31,808 million at year 2000.

As with AT&T and Lucent, it is clear from Exhibit 1.4 that the
sharp rise in MVA that occurred during 1998 and 1999 was clearly not
sustainable. That is, the MVA bubble in the telecommunication industry
stocks finally burst in 2000 in the presence of persistently negative EVA
for these wealth-destroying companies. By joining MVA with EVA, a
casual market observer (or possibly, and informed SEC official or fed-
eral regulator) is left wondering why and how the stocks of telecom
giants—such as AT&T, Lucent Technologies, and WorldCom—were so
“hyped” during the late 1990s. Unfortunately, shareholders in compa-
nies like WorldCom were harmed by a lack of accounting transpar-
ency—or dearth of information integrity in the accounting numbers—
while shareholders of companies in the telecom industry more generally
were harmed by a fundamental inability of the underlying companies to
generate sustainable economic value added.

21 Moreover, accounting improprieties are downright illegal!
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EVA HORIZONS

Before delving too deeply into the conceptual and empirical side of EVA,
it is important to spell out to the reader what this book is and is not
designed to do. First, this book is designed to explain the conceptual,
empirical, and practical role of EVA in determining the enterprise value
of the firm and its outstanding stock. In this context, the book focuses
on the theory of economic value added as well as the application of EVA
principles in practice. Additionally, the book sheds light on the empiri-
cal role of EVA in the cross section of U.S. companies and industries,
along with the economy-wide influence of this economic profit metric.

Foundations of Economic Value Added shows how to apply eco-
nomic profit principles in valuing companies and industries. In this con-
text, the book shows how to (1) estimate EVA with basic and advanced
accounting adjustments, (2) how to capitalize economic profit to deter-
mine a company’s net present value (NPV), and (3) how to use pub-
lished financial reports—such as company reports from Value Line—to
estimate a company’s future EVA, and in turn, its current market value
added. Corporate managers and investors to assess whether the firm’s
outstanding securities are valued correctly in the marketplace can use
these EVA valuation procedures.

Foundations of Economic Value Added also develops quantitative
techniques that can be used by investors to find the most attractive com-
panies and industries in the capital market. Linear and nonlinear regres-
sion techniques—including the Nobel prize-winning Markowitz
portfolio model—are applied in an EVA context to find attractive invest-
ment opportunities. Also, the book develops a macro EVA model—based
on the positioning of the economy-wide return on invested capital
(ROC) and the cost of capital (COC)—to explore some exciting financial
happenings at the macro-economic level. The EVA applications at the
industry and economy level are updated versions of the original ones,
and as such they still warrant exploration by the reader.

On the other hand, this book does no# argue that EVA is the only
measure of corporate profitability and success that should be used by
managers or investors in determining the warranted value of the firm
and its outstanding shares. Given the continued empirical “infancy” in
EVA research, the author does not find it instructive to engage in the
popular “Metric Wars” (ROE versus EVA, for example) that seem to
detract from recognizing the strategic importance of this financial mea-
sure.?? Suffice it to say at this point that EVA is a “top-down” approach

22 For a practical discussion of competing profit measures and players, see Randy
Myers, CEO, “Metric Wars” (October 1996).



