
Foreword

The Dow Jones Industrial Average broke not only the
7000 mark in 1997 but also the 8000 mark, and in
April 1998, it broke 9000. This rapid growth of the
u.s. equity market has left many investors wonder
ing whether the market, and hence individual stocks,
are overvalued. The only way to truly answer this
question is to conduct research and value the securi
ties. Of course, investors and analysts have been
researching companies and valuing securities since
the dawn of the profession, but the 1990s have seen
the introduction of new methodologies and refine
ments of the old.

This emphasis on both the old and the new
comes through clearly in this proceedings. The
authors look at the tried-and-true valuation and
research methodologies from a new perspective and
review some of the new methodologies from a prac
tical standpoint. They discuss using research from
Wall Street analysts and from the Internet. They
provide new insights into the traditional equity val
uation methods, such as the price-to-earnings ratio,
and they discuss cash flow analysis as a way of
avoiding the problems inherent in earnings-based
measures. The authors also present the advantages,
and disadvantages, of using some of the new present
value methodologies, such as economic value added
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and sales-driven franchise value. At the heart of all
the discussions is the notion that analysts and inves
tors must use not only their analytical but also their
creative skills to determine whether a stock is priced
appropriately.

This proceedings is based on AIMR's "Equity
Research and Valuation Techniques" seminar held
December 9, 1997. We are grateful to Fred H. Speece,
Jr., CFA, Speece, Lewis & Thorson, for his work as
both moderator of the seminar and author. We also
wish to thank all the other authors for their valuable
contributions and insights: B. Kemp Dolliver, CFA,
Cowen & Company; Alfred G. Jackson, CFA, Credit
Suisse First Boston; Martin L. Leibowitz, TIAA
CREF; Thomas A. Martin, Jr., CFA, INVESCO Capi
tal Management Incorporated; Patrick O'Donnell,
Putnam Investment Management; James A. Ohlson,
Columbia University, Graduate School of Business;
Timothy J. Timura, CFA, Pilgrim Baxter Value Inves
tors, Inc.

Although researching and valuing securities is
certainly far from a novel idea, the authors in this
proceedings emphasize that it never goes out of
style. Only through researching and valuing securi
ties can investors answer the ultimate question of
investing: Is this stock (or the market) fairly priced?
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Equity Research and Valuation
Techniques: An Overview
Jan R. Squires, CFA
Professor of Finance
Southwest Missouri State University

No activity in the investment profession is practiced
by more participants with more fervor than equity
analysis and valuation. The allure of stocks, and the
enthusiasm of stock investors, is as old as the profes
sion itself; in fact, it predates the time when this
collection of practices could even be called a profes
sion. The techniques and methods for valuing equity
instruments-from earnings to cash flows, from sim
ple multiples to incredibly complex models, from the
dividend discount model to the capital asset pricing
model and beyond-have an equally rich past and
have become part of the everyday investment land
scape. Given such a setting, replete with a long his
tory, legions of participants, and a seemingly
inexhaustible supply of tools, can anything new be
said about equity valuation? Can equity investors
still expect new insights, new approaches, and new
understandings to appear?

The answer is a resounding yes. The investment
environment at the end of this century requires that
equity analysts and investors face unparalleled chal
lenges-working globally, dealing with a blizzard of
information, satisfying increasingly demanding cli
ents, finding a role for newly minted asset classes and
securities, and so on. In such an environment, the
"cream rises to the top"; the talents, experiences, and
ambitions of successful market participants create
knowledge and lessons that benefit all participants.
This proceedings is the product of an AIMR seminar
designed to impart a sampling of that knowledge and
those lessons, to explore new tools and new applica
tions of familiar tools-all aimed at answering one of
the boldest of investment questions: Is a particular
stock fairly valued?

Specifically, this proceedings addresses three
key topics with respect to the current state of equity
valuation.
• Information base: How useful are the research and

information disseminated by Wall Street firms?
Can equity investors go beyond traditional infor
mation sources to support their decision-making
processes?

• Earnings and cash flows: How can investors assess
the quality of earnings and the quality of man
agement? Can traditional accounting-based
equity valuation methods be used in creative
ways? How does a focus on cash flows avoid
problems associated with a focus on earnings?
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• New valuation approaches: What insights can
equity investors gain by using economic value
added analysis? What are the advantages and
disadvantages of using present value methodol
ogies to value stocks? How can the sales-driven
franchise-value framework help investors look
at a company in new ways?
Taken together, these topics create the platform

from which the authors challenge investors to think
about the philosophy and context that does, or
should, drive equity valuation. Considered sepa
rately, each topic provides a forum in which the
authors bring their considerable insights to bear on
specific, and often troubling, elements of the valua
tion process, such as quality of information, nature of
key inputs, and choice of approach.

Information Base
Information, whether research findings, accounting
data, or company rumors, is the grist for the equity
valuation mill, and thoughtful valuation must
always question the quality and sufficiency of that
information.

Wall Street brokerage firms spend huge amounts
of time and money disseminating investment
research and recommendations. Timothy Timura
examines recent empirical conclusions with respect
to the usefulness and market impact of that informa
tion. Although the evidence is not overwhelming and
certainly not unanimous, Timura concludes that
investors can use analysts' advice to earn abnormal
returns as well as to discern and use market expecta
tions. He also offers valuable advice about dealing
with the conflicts of interest that are inherent in the
Wall Street research process.

All investment research activities are built on
information, but Kemp Dolliver argues that what
distinguishes exceptional research from average
research is the use of creative intelligence-gathering
techniques. Such techniques have several important
uses in the equity valuation process but may well take
the equity analyst far afield from the usual informa
tion base. Thus, creative intelligence gathering
requires that new people and groups be contacted
and new sources be plumbed for useful information.
Dolliver provides helpful tips for using contact time
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efficiently and structuring questions effectively and
gives several examples of the benefits of creative
intelligence gathering.

Earnings and Cash Flows
Corporate earnings and dividends have long served
as the basis for traditional equity valuation, but even
these tried-and-true techniques can be applied in
new and interesting ways. And beyond earnings,
cash flow may be an even better measure for relating
company performance to stock price.

Fred Speece advocates a "whole brain" approach
to equity analysis-one that incorporates both finan
cial (left-brain) and cultural and emotional (right
brain) aspects of the valuation task. Left-brain analysis
targets the quality of the company's earnings, defined
by Speece to include earnings surprise and consensus
and various accounting items and trends. Right-brain
analysis emphasizes the quality of management and
focuses in particular on the unique culture of the com
pany and the emotional factors that drive both the
company's prospects and the valuation of those pros
pects.

Stock valuation is about judgment between the
extremes of cheap and expensive, says Thomas Mar
tin, and traditional equity valuation methods-such
as the price-to-book, price-to-sales, and price-to
earnings ratios and the dividend discount model
are ways of exercising that judgment. Martin illus
trates two particularly useful applications of these
methods: screening and fundamental analysis. In the
process, he focuses on the critical interaction of
growth and discount rates and advocates the use of
two measures (price-implied growth and growth
duration) that are not part of many traditional equity
valuation approaches.

James Ohlson contends that focusing on cash
flow, although not the "cure all" for valuation prob
lems, sharpens many aspects of equity valuation. He
sets forth a basic framework for analyzing free cash
flow and provides a frank assessment of the benefits
and limitations of such a framework. Frustration
engendered by those limitations might lead investors
back to an earnings-based approach, but Ohlson is
convinced that a focus on earnings is even more
questionable than a focus on cash flows. He con
cludes by illustrating free cash flow analysis in a
stock valuation context.

New Valuation Approaches
Although often decried as "ivory tower" constructs,
theoretical models brought to bear on real practitioner
needs can result in powerful new solutions to a prob-
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lema Such is.the case with nontraditional equity val
uation approaches that define value in new ways and
that draw on concepts such as economic value added
and present value.

Alfred Jackson believes that investors can use the
concept of economic value added (EVA) to enhance
equity analysis in a number of ways. Do incremental
returns on invested capital exceed the company's cost
of capital? Do high-return business units subsidize
low-return units? Which geographical operations or
business segments create value for a company? EVA
analysis can answer all these questions and more.
Most importantly, Jackson concludes, EVA is partic
ularly well suited for identifing which stocks are
likely to outperform the market.

Globalization is bringing unparalleled complexity
and challenges to the investment environment,
observes Patrick O'Donnell, and present value meth
odologies for equity valuation (two high-profile exam
ples being EVA and discounted cash flow) are
particularly appealing in such an environment. He pro
vides a comprehensive survey of the state of the art in
applying these methodologies-their appeal, advan
tages and disadvantages, potential benefits, and imple
mentation problems. The widespread adoption of
present-value-based valuation tools is likely but not
assured, O'Donnell concludes. What is certain is that
such tools can improve valuation judgments.

Martin Leibowitz concludes this proceedings by
taking a fresh look at the components that determine
the value of a company. He shows that total, or intrin
sic, value is the sum of tangible value (derived from
current business) and franchise value (derived from
future business). But this analysis shares with the
more traditional approaches an emphasis on earn
ings. Therefore, Leibowitz recasts the framework to
focus on sales rather than earnings; the key compo
nent in this sales-driven franchise-value model is the
franchise margin, which, as Leibowitz illustrates, can
serve as the basis for a valuation model and for restat
ing traditional valuation ratios.

Conclusion
What final message should readers take from this
proceedings? What lessons do these gifted authors
impart? Yes, equity valuation is probably more diffi
cult now than at any time in its long evolution. How
ever gaining an edge is not only possible but likely if
the right information is used, if traditional models are
applied in clever ways, and if the best of new
approaches is adopted to augment proven valuation
methods.
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Is Wall Street Research Useful?
Timothy J. Timura, CFA
Portfolio Manager
Pilgrim Baxter Value Investors, Inc.

Does Wall Street research help investors earn abnormal returns? Empirical evidence
suggests ways in which investors can use such research and the resulting investment
recommendations to discern market expectations and avoid distortions created by
potential conflicts of interest.

W all Street brokerage firms spend an extraordi
nary amount of time and resources collecting,

analyzing, and publishing research and recommen
dations. Not surprisingly, since Cowles published
"Can Stock Market Forecasters Forecast?" in 1933,
debate has continued about whether those recom
mendations do in fact produce abnormal returns.
Although the totality of the evidence is mixed, con
cluding that Wall Street research is not useful in some
form would be naive or irrational. To give justice to
the issues surrounding the debate, this presentation
discusses recent empirical conclusions on the useful
ness and market impact of Wall Street research, out
lines how investors can discern and effectively and
efficientlyuse Wall Streetexpectations, and addresses
potential analyst conflicts of interest.

Empirical Conclusions
Some of the recent academic literature reports empir
ical conclusions that provide insight into the poten
tial use of Wall Street research. Womack (1996)
studied market reaction and security return behavior
associated with analyst recommendations and
reached the following conclusions:
• Recommendations by the top 14 largest broker

age firms are predominantly issued on well
followed, large-capitalization stocks.

• The ratio of new buy to new sell recommenda
tions is approximately seven to one.

• The six-month mean return prior to a new rec
ommendation, either a buy or sell, is not signifi
cantly different from zero, but for stocks that are
being withdrawn from recommendation lists,
the prior six-month return is significantly differ
ent from zero and in the direction previously
forecast by analysts. That is, the stock price is
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essentially unchanged prior to a new recommen
dation, but if the recommendation is changed,
the stock generally outperforms the market if the
change is buy to sell and generally underper
forms the market if the change is sell to buy.

• The three-day recommendation period returns
are significant and in the direction forecast by
analysts.

• Postrecommendation excess returns are not
mean reverting but are significant and in the
direction forecast by analysts. For added-to-buy
recommendation changes, the excess return
occurs predominantly in the first postrecom
mendation month; for added-to-sell changes, the
excess return accrues over roughly six months.

• The market reaction to added-to-buy and added
to-sell recommendations is asymmetric. Market
responses to new sell recommendations are of
greater magnitude than responses to new buy
recommendations, both in the three-day event
period and in the six-month postrecommenda
tion drift period.

• The market reaction associated with small-cap
firms is significantly larger than that associated
with large-cap firms, both in the recommenda
tion period and in the postrecommendation
event days.
Stickel's (1992) findings complement a number

of Womack's conclusions. Stickel compared Institu
tional Investor All-America Research Team members
with other analysts on the basis of three factors: fore
cast accuracy, frequency of forecast issuance, and
impact of forecast revisions on security prices. Stickel
concluded that members of the All-America Research
Team supply more-accurate earnings forecasts, and
with greater frequency, than other analysts. Patterns
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of stock returns immediately following large upward
forecast revisions suggest that these recommenda
tions from the All-America Research Team affect
stock prices more than do other analysts' upward
recommendations; however, Stickel found no differ
ence between large downward revisions from the
All-America Research Team and those from other
analysts. Furthermore, he found that the impact of
revisions on prices is generally positively related to
the change in forecast and is generally greater for
small firms than large firms. Stickel's collective evi
dence suggests a positive relationship between "rep
utation," as measured by Institutional Investor, and
performance.

Taken together, the Womack and Stickel conclu
sions provide strong evidence that stock prices are
influenced by analysts' recommendation changes, not
only at the immediate time of the announcement but
also in subsequent months. The most puzzling finding
of the Womack study is that, even though the near
term reactions are large, they appear to be incomplete,
showing nontrivial postrecommendation drift.

Regarding postrecommendation drift, Abar
banell and Bernard (1992) examined whether security
analysts underreact or overreact to prior earnings
information. They presented evidence that analysts'
forecasts underreact to recent earnings information
and that the underreactions in forecasts are at most
only half as large as necessary to substantiate the
postrecommendation or the postevent drift. There
fore, Abarbanell and Bernard suggested that an expla
nation of this anomaly may rest in an understanding
of why even professional analysts in apparently com
petitive markets tend to make systematic errors in
earnings forecasting. Such evidence could reflect psy
chological forces that cause people who are making
predictions to place too little weight on recent changes
in a series-what the behavioral finance theorists call
"anchoring"-or could even be induced by the incen
tive structure faced by professional analysts. Before
analysts are too unfairly judged, however, evidence
suggests that stock prices (i.e., the investment com
munity) appear to react to the earnings news with
even more delay than do the analysts' estimates.

In addition to analyst underreaction, Abarbanell
and Bernard raised the issue of analyst overreaction.
Assuming that the behaviorists are correct and that
overreactions do occur in the market, the question is:
What is driving the overreactions? Some academics
have suggested that stock market participants maybe
overreacting to current earnings changes by not rec
ognizing that extreme revisions tend to be partially
reversed in the future. Abarbanell and Bernard's mes
sage is that analysts' "generalized overreaction," as
popularized by De Bondt and Thaler (1990), is not
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easily viewed as an overreaction to earnings and not
clearly connected to overreactions in stock prices.
This finding suggests that the long-term reversals in
stock prices discussed by De Bondt and Thaler can be
understood by looking at a factor (some unspecified
information or psychological source) other than sim
ply "extreme" earnings-induced analyst behavior.

LaPorta (1996), for instance, argued that analyst
expectations about future growth in earnings are too
extreme. Specifically, LaPorta sorted stocks by
expected growth rates in earnings-defined as five
year forecasts-and found that low-growth
expectation stocks beat high-growth-expectation
stocks by 20 percentage points over a five-year
period. Following are his conclusions:
• In the year following initiation of the long-term

growth forecast, analysts revise, sometimes
sharply, their expectations about the level of
earnings and the rate of growth in earnings in the
direction predicted by an errors-in-expectations
hypothesis.

• For high-growth-expectation stocks, large errors
in analysts' forecasts of the level of earnings
show up as early as the next fiscal year.

• Generally, event study evidence suggests that
the market is overly pessimistic about the earn
ings of the low-growth-expectation portfolios
and excessively optimistic about the earnings of
the high-growth-expectation portfolios.

In essence, LaPorta's extrapolation hypothesis holds
that, although it takes time for analysts to become
aware of new trends, once they do, many analysts
latch onto these perceived trends for far too long.

In summary, the empirical evidence suggests
that analysts are somewhat slow to react to new
earnings information, but when they do react, they
tend to overly extrapolate long-term growth rates.
The fact remains, however, that investors can earn
abnormal returns by trading in the direction of
changes in analysts' advice.

Discerning Expectations
If studies are correct in their conclusions that Wall
Street information is useful, then investors should be
able to use that information in several ways to discern
market expectations.

II Industry analysis and perspective. Given their
specific (i.e., narrow) coverage responsibilities, Wall
Street analysts have a virtually unparalleled perspec
tive on industry dynamics; they have uniquely com
prehensive access to trade associations, government
statistics, company managements, competitors, and
investment bankers. In short, Wall Street research can
help build a bottom-up and a top-down industry
backdrop for stock selection.
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Balance sheet, income statement, and cash flow
statement generation. Using a wealth of sources, Wall
Street analysts spend a great deal of time building
company financial forecasts. In the name ofefficiency,
investors should not reinvent the wheel; rather, they
can simply leverage already prepared financial state
ments by adjusting those financials to reflect their
own research inputs, insights, and perspectives. With
the new online access arrangements, this method can
be a real time-saver for the analytical process.

II Historical analysis. Because of familiarity with
their respective universes, Wall Street analysts can
offer investors the opportunity to profit from a his
torical perspective. Wall Street analysts are uniquely
positioned to help assess the integrity of a company's
management, to analyze management's pronounce
ments and guidance, and to provide a balanced story
in response to a revisionist management's effort at
"spin control."

III Sounding board. Wall Street analysts have
proved to be a rational sounding board for thoughts,
questions, and "what-if" scenarios. Their perspec
tives, especially those resulting from their extensive
contacts, can be assessed for a reality check against
investors' own thoughts.

Using Expectational Information
Analysis, perspective, reality check~all are impor
tant uses of Wall Street information, but the real
question is: How do investors tie all of this informa
tion together in an effort to effectively and efficiently
use Wall Street inputs to generate an excess return in
the market?

The key drivers of stock prices are all expecta
tional. Accordingly, investors can attempt to tie the
Wall Street research and interactions together to
develop a proxy for market expectations concerning
• growth dynamics (sales growth, earnings growth

rate, cash flow dynamics),
• financial objectives (return on equity, return on

equity targets, economic value added dynamics,
free cash flow, gross margins),

• corporate actions (product development, acqui
sitions, divestitures, dividends),

• economic variables (interest rates, inflation, Fed
eral Reserve policy, risk premiums), and

• market participants (other buy-side firms, hedge
funds).

Then, in combination with a given valuation meth
odology, knowledge of the significant empirical
research outlined earlier, and an understanding of the
psychology of market participants, investors can iso
late, frame, and assess the reality and the pricing of
the pertinent expectations that drive returns.
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Is Wall Street Research Useful?

A classic example of the potentially profitable
use of this assessment of expectations occurred with
bank stocks in early 1991. Because of the difficult and
uncertain near-term economic and credit environ
ment, most Wall Street analysts and investors were
extrapolating the then-current weak fundamentals
into the foreseeable future and were very cautious in
their 1991 and 1992 earnings projections, five-year
earnings growth rate forecasts, and return on equity
(ROE) forecasts. In short, expectations surrounding
bank stocks were grim. Valuation analysis that
focused on PIE and price-to-book multiples con
firmed that bank stocks were discounting abnormally
low earnings growth rates and ROE levels.

A review of history, however, would have sug
gested that bank earnings, growth rates, and ROEs
rebound solidly in an economic recovery, especially
one that benefits from an openly accommodative
Federal Reserve policy stance. Additionally, industry
conferences and management discussions were
focusing on the corrective steps being taken to
enhance future prospects, and thus, they were not as
pessimistic about the group's fundamentals as the
analysts were.

Bank stocks in 1991 were a classic case of expec~
tations being too pessimistic, a case that allowed the
opportunistic investor to make selective purchases
that have proven to be among the best in the 1990s.

Conflicts of Interest
Any party to a business transaction must always
evaluate how or why the other party in that transac
tion is compensated. Although obviously firm spe
cific, Wall Street analysts' compensation packages
generally depend on the following factors:
• evaluation by the brokerage sales force,
• standing in the Institutional Investor poll,
• job market conditions and potential job offers

from competitors,
• investment banking business generated, because

investment banking fees may be as much as 30
40 percent of a research division's budget,

• trading volume in recommended stocks, and
• success of buy and sell recommendations.
In short, because of multiple compensation sources,
the Wall Street analyst serves many masters and con
stituencies. So, what may appear to be a conflict of
interest to one constituency is not to another.

Investors would do well to remember the "con
senting adults theory"~that is, one enters into a
business situation willingly and with eyes wide open.
An investor would have to be naive or irrational to
believe that the analyst, the management, the trader,
the portfolio manager, or the investment banker on
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the other side of the table is not operating first and
foremost with his or her own interests in mind. Con
sequently, an investor who distrusts someone on the
other side of the table should not engage in any
activity with that party; no one is being coerced.

On the specific issue of conflicts related to invest
ment banking relationships, the buy side's skepticism
regarding the sell side's investment banking relation
ships is fairly well based. As in almost any business
transaction, the various parties will have conflicts of
interest. Understanding this fact allows both parties
to proceed intelligently and openly with transactions
that can benefit their respective constituents.
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Is Wall Street Research Useful?

Question and Answer Session
Timothy J. Timura, CFA

Question: Do analysts rely
heavily on companies' forecasts of
earnings and profitability?

Timura: My participation in
many conference calls and my
study of analysts' research sug
gests that analysts depend some
what on management's guidance.
The better analysts take that
company information, meld it with
all their other sources (including
other conference calls, other man
agement's input, and other com
petitors' information), and
generate estimates or forecasts that
are different, eitherbetter or worse,
from the company's own general
guidance. These"amalgamated"
estimates are some of the most
valuable research pieces that come
across my desk.

Question: Should there be
changes in the rules of disclosure
for Street analysts when their firm
is the banker?

Timura: The rules are clear:
Every report on a company for
which the issuing firm has acted as
a banker or advisor must contain a .
disclosure note revealing that role.
In that context, we simply enter

into any discussion or dialog with
a high degree of skepticism and
cynicism.

Question: Do analysts' changes
in earnings estimates prior to
reported earnings have an impact
on stock price?

Timura: Yes. Using earnings re
vision, surprise, and momentum
has become widespread. Inter
event or interperiod changes in
analysts' estimates are, therefore,
very important to a large number
of professional investors.

Question: Why does Wall Street
not issue more sell recommenda
tions? What, if anything, will
change that?

Timura: First, to the latter ques
tion. In the past 15 years, the
market has gone in only one
direction. In a standard bear
market, one will probably observe
more sell recommendations. As to
why there are fewer sell recom
mendations, there are several
reasons. First, investment banking
relationships (present and future)
could be jeopardized; second, top
management and investor relation

contacts may limit or cut off
information; and third, reputation
al injury from an incorrect sell
recommendation is high because
of the high visibility.

Question: Please address the
importance ofwhisper forecasts on
the Street.

Timura: Whisper numbers have
become a lot more pronounced in
the 1990s than they ever were in the
1980s, partly because of better
information dissemination. In a
world where a number of partici
pants are looking at the concept of
earnings revision, earnings sur
prise, and earnings momentum,
whisper forecasts become an im
portant component and allow us to
lean in the direction of the positive
revisions and positive surprises. I
would caution, however, that
investors have to evaluate many of
those whispers in the context of the
expectations already embedded in
the stock price. In a number of
instances, I have heard whisper
numbers and seen a stock rise, and
then, after the earnings number has
come out in excess of that "whis
per" number, the stock price has
gone down.
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Creative Intelligence Gathering
B. Kemp Dolliver, CFA
Vice President
Cowen & Company

What distinguishes exceptional from average investment research is the use of creative
intelligence-gathering techniques. But productive use of such techniques requires a
special skill set-knowing the people and groups to contact and where to look for
information, using contact time efficiently, and posing the right questions in the right
way.

I nformation, and thus information gathering, is
the glue that holds together any research effort,

including investment management research. In this
high-tech era, everyone has access to a plethora of
data sources, but what distinguishes exceptional
from average research is the use of creative intelli
gence-gathering techniques.

This presentation defines and sets the context for
creative intelligence gathering and then identifies
potential sources for intelligence gathering-the
people and groups to contact and the places to look
for information. The later sections of the presentation
contain tips for using a contact's time and for posing
questions, as well as some examples of the benefits
of conducting creative intelligence gathering.

Definition
The standard procedure for researching a potential
investment involves three steps. First, look at the
financial statements and understand the numbers.
Second, talk to the company itself; get management's
perspective on the industry and current business
trends. Third, understand the business: Talk to the
people working on Wall Street to get a broad perspec
tive on what is going on within the industry. By fol
lowing those steps, analysts come to understand the
consensus view on a stock, what the expectations are,
and perhaps who holds the stock and how it trades.

Creative intelligence gathering is everything that
is not included in those three steps. It involves all the
other sources of information that exist but generally
are not readily available. The information is not on
the front page of the Wall Street Journal, and it is not
for sale from Wall Street. In other words, this infor
mation is gathered outside the usual channels. It is

8

sometimes proprietary, it may be material, and it can
be immensely valuable.

Uses
Creative intelligence gathering addresses the typical
informational needs of analysts and investors
needs that take one of three forms.

• Decision making. When trying to make an
immediate buy or sell recommendation, for example,
creative intelligence gathering can help fill in the
decision mosaic more clearly and with more depth.
It can provide additional understanding of the com
pany or the security. By evaluating a company's per
formance relative to its industry or peer group,
analysts can develop better assessments of the sus
tainability of the company's results.

II Enhance"d understanding. Even when an
immediate need does not exist for the information, it
will enhance understanding of the company or secu
rity in the long term. Suppose as analysts we are very
interested in a company, but the stock looks expen
sive and we have some concerns about the stock that
we think may surface in the future. Thus, we do not
want to purchase the stock now. Creative intelligence
gathering can help us learn what is going on; hope
fully, we will know a little more than everybody else
in the market does. If a controversy does arise with
the stock, then we can take advantage of that addi
tional information, and of other people's mistakes, at
the proper time.

Idea generation. Creative intelligence gather
ing can be very helpful when looking for new ideas.
Today's business world is an interrelated one in
which companies deal with each other as competi
tors, suppliers, and customers. Trends in one com-
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pany are probably being reflected elsewhere, and
creative intelligence gathering can help find the not
so-obvious plays, the stocks that are not in the middle
of every analyst's radar screen. For example, a large
company that is raising prices in one of its smaller
business lines may create an investment opportunity
in a smaller competitor with much more exposure to
that market.

Sources: Whom to Contact
One of the most difficult, but necessary, tasks in cre
ative intelligence gathering is determining whom to
contact for particular kinds of information. Fortu
nately, the potential sources are many and varied.

Competitors. When researching a company,
we should talk to some of its competitors to get a
broad perspective on the industry: what the issues
are, how the competitive dynamics line up, who the
high end/low end market players are. This perspec
tive provides a framework for comparison when one
company may be saying something about the indus
try but another company is saying something else. As
analysts, we need to have that industrywide perspec
tive to determine who has the accurate story.

Industry contacts. Contacts at privately held
companies, who do not have stocks to promote, can
be very helpful, especially if such companies are large
and have a good reputation. Developing that type of
relationship and dialog is extremely helpful. Contacts
at privately held companies can be objective about
what is going on in the industry and may have more
time to talk than others because they do not have Wall
Street calling them constantly. Private companies can
be found through trade group directories and even the
yellow pages, depending on the industry.

Trade groups. Another squrce of valuable
information is trade groups, which provide services
to their membership that can be extremely useful for
analysts. For instance, many provide statistics that
show how an industry has behaved over the years
and what kind of growth rate the industry has had.
Those data help supply a broad perspective on the
industry. Trade groups also have membership direc
tories that indicate who the players are beyond the
ones that have high visibility. In addition, trade
groups sponsor conferences and trade shows, which
can be worth attending. Trade groups may also have
their own publications about the industry or about
pertinent legislative and regulatory activities.

A company can tell us if it belongs to a trade
group, and some companies cite data from trade
groups in the industry discussion piece of their lO-Ks.
Telephone directories are another potential source for
locating information about trade groups, as are direc
tories of trade groups themselves.
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IS Consultants. Consultants can be helpful,
especially small consulting firms that specialize by
industry. In many cases, these firms are run by people
who have left an industry, some of whom established
good reputations in that industry. In addition,
accountants, doctors, lawyers, or any other profes
sionals who have specialized knowledge in a field
can help fill in any gaps in our understanding. Some
consulting firms publish newsletters and studies.
These publications and studies are often expensive,
but sometimes they are quite reasonably priced.
Essentially, consultants are selling their time and
resources. We may be able to afford what they have
to sell, and we may not. At least we should make the
effort to find out what is available.

,. Lobbyists. Many industries are subject to
extensive regulatory and legislative activity. Having
contacts in the lobbyist community can help to mon
itor legislation and to understand how companies are
actually behaving in crafting legislation. Because all
companies in an industry may not have the same
interests legislatively, they may compete with each
other in crafting legislation. Knowing that fact helps
us understand how those companies view the busi
ness. So, in an industry that is highly influenced by
government action, seeing how companies behave
relative to each other can be enlightening.

II Regulators. Simply put, the regulators make
the rules. In the utility business, for example, they tell
companies how much they can earn. In the drug
business, regulators tell companies when they can
bring a drug to market. Regulators probably will not
sit and talk to us directly. But by getting to know the
process, we can understand how regulators should
and do make decisions, assuming that everything is
rational and that we have a good picture of the pro
cess. That understanding can be extremely helpful in
making appropriate forecasts of regulatory decisions
and actions.

In addition, regulators 'are data mills, because
they have to understand the financial dynamics of the
industries they regulate. They collect and process
volumes of data from companies and industries. In
general, all the data are available to the public. This
information is worth digging out to get a perspective
on how regulators view what the companies are
doing, which may be something they do not talk
about. I once spent part of an afternoon researching
a telephone rate case in Connecticut, one aspect of
which was particularly enlightening. I looked at the
dockets of who attended the rate hearing meetings.
Typically, the regulators greatly outnumbered the
company representatives, which indicated the regu
latory mindset: The regulators had a lot of people
dedicated to a process to which the companies could

9



Equity Research and Valuation Techniques

dedicate only a few people. From this exercise, I
developed an appreciation for the sluggishness of the
regulatory process.

• Reporters. Good reporters are helpful con
tacts. They can tell us where to find information they
use in their stories, such as a regulatory filing or a
certain document. Sometimes reporters can give us
tips on where to find information because they are
trying to find the same documents themselves.
Reporters will not necessarily tell us who they are
quoting, but they can tell us where to find some
independent data.

The press often has access to people that Wall
Street has no access to, either because the reporter has
a relationship with a particular contact or because the
company is in a situation where management access
is controlled. In those situations, particularly in the
case of controlled management access, talking to a
reporter off the record about how a person sounds
can be helpful. I once heard a reporter say, "I have
been talking to Mr. X for the past couple of months,
and he sounds more exhausted every time we talk."
In this case, Mr. X was not showing up in the public
eye much and his company was in a crisis, so this
input from the reporter was helpful for understand
ing how things were going internally at the company.

• Investor contacts. Investor relations people are
one of the standard sources of information, but the
better we can get to know them and their back
grounds, the better the dialog we can have-a dialog
that extends beyond "how is the business" and "what
does the quarter look like?" The investor relations
people in different companies talk to each other; they
have a trade group that brings them together across
industries. Because of these interindustry contacts, a
lot of these people are knowledgeable in areas beyond
the narrow focus of their company or industry.

Depending on the company, investor relations
people may come from a line of business within the
company, instead of from a strict financial back
ground, and. may have a hands-on understanding of
what is going on in the company. For example, I have
a contact at a health care company in Philadelphia.
The company has multiple product lines, and my
contact came up through one of the divisions. One of
the mistakes I have made over the years has been to
ignore some of what he has said about one of the
company's competitors; he has warned me, correctly,
about some of the competitor's problems, and I
should have listened.

Distinguishing between investor relations peo
ple who are telling us what they know and those who
are telling us what they are told to tell us is often
difficult. To a large extent, we can alleviate this prob
lem by doing our own homework. The investor con-

10

tact who sounds like the Wall Street analyst is not
adding much value to the discussion. We need to get
some other information against which we can do a
litmus test. We need to do some comparative work
and talk to several companies and an industry con
tact. Out of a broad range of contacts, some will
simply give the company line, but some will be help
ful, telling us what they are really thinking.

Sources: Where to Look
Not all creative intelligence gathering is done person
to-person; useful information is also available by con
ducting old-fashioned research through numerous
sources, many of which are inexpensive and easily
accessible.

Libraries. Public libraries maintain subscrip
tions to a wide range of periodicals, most of which
are industry focused. For example, the Boston Public
Library has about 500-600 magazines and journals
covering a broad range of topics. A few of those
publications may be worth subscribing to or at least
worth monitoring. Not everybody has access to a
large public library, but colleges and business schools
also have good libraries and access is often free.
Conducting research in this manner is a matter of
going in, perusing the journals, and looking at articles
to understand what is going on in a particular com
pany or industry. As analysts, we want to know
whether the informatioll in the journals is different
from what Wall Street is indicating and/or different
from what the companies are saying. Library research
can be a significant investment in time, but it is worth
the time, especially when it is impossible to subscribe
to journals at the office.

Publications. Pay attention to the people
quoted in public;ations. In articles in the Wall Street
Journal or Barron's, we often see familiar people
quoted--eompany officers, Wall Street analysts, reg
ulatory officials, and so on. Occasionally, we learn
about people who are not in the usual"cast of charac
ters." We may find out about some well-regarded
industry consultants or some people in the business
who are not at management levels but are in the
"trenches" of the business. We should try to call these
people. If they will talk to a reporter, they probably
will be willing to talk to us, especially if we are calling
to get more information on what they were quoted
about in the press. For a lot of people, being quoted is
a flattering experience; an even more flattering expe
rience is to have someone notice the quote. So, most
people in this situation would be happy to talk to us.

Industry-specific publications are helpful
because they are focused and information often
appears in the trade press earlier than it appears in the
general media (sometimes, the information may not
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appear in the general media at all). At times, we can
catch turning points in industry fundamentals by
watching the trade press closely because it is so
focused. Industry-specific publications also provide a
broad perspective on the players because they talk to
companies that are under Wall Street's watchful eye
and other constituencies that may not have a public
market voice.

The trade press and other media at times contain
references to various studies done either by the gov
ernment, which are free, or consulting groups, which
can range from free to expensive. When we see some
thing of interest in the press, we should follow it up
with a phone call. We may be able to get a report that
is out of date for less than the original price, or we
may be able to get it for free because we are not part
of the consultant's normal customer base.

Finally, we should look not only at the articles in
trade publications; we should also look at the adver
tisements. We may find some phone numbers for
people or companies we want to call. We should also
look for ads for the companies we follow to see their
products and how they are positioning their prod
ucts: Are the ads consistent with the story they tell us
about how this product should be perceived, and
received, in the marketplace? For example, I saw an
advertisement promoting uses of avocado in a res
taurant trade magazine. The ad claimed that by put
ting avocado on a sandwich, the restaurant could call
it a Mexican sandwich and charge an extra dollar. The
ad further claimed that the gross margin on such a
use was about 90 percent; this information is a useful
tidbit for a restaurant analyst.

• Internet. Searching the Internet can take up
large chunks of time, but it is useful. A wide array of
companies, trade groups, consulting firms, and gov
ernment agencies have World Wide Web sites. These
sites vary widely in usefulness: Some will have inter
esting information; some will not. For instance, some
consulting firms post examples of their recent work
on the Internet. Normally, consultants charge hun
dreds or thousands of dollars for this work, but they
might post a recent report to attract potential custom
ers. The point is to learn who the industry players are,
see if they have a Web site, and see what is there.

The U.S. Congress and most agencies of the
federal government have Web sites that make a
wealth of information and data available. For exam
ple, the Web site Thomas, which can be found at
http://thomas.loc.gov, has almost all of the legisla
tive activity occurring on Capitol Hill at any given
point in time. But other Web sites also cover legisla
tive activity. (If exact Web site addresses are not
readily available, the site address is often the
agency's acronym followed by ".goV".) For instance,
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when I was researching the Balanced Budget Act for
information about Medicare reimbursement to hos
pitals, I looked at Thomas and found a description
filled with legalese. The American Hospital Associ
ation had a summary on its Web site of the Balanced
Budget Act and its impact on hospitals that was very
readable. We need to understand the sources that
are available and determine which are the best
suited for a particular purpose.

Merger proxies. Selling a business is a signifi
cant event in a company's history, and presumably,
management has approached it with a thorough anal
ysis of the company's prospects, the business's value,
and where the industry is headed. Therefore, merger
proxies are useful documents for conducting creative
intelligence gathering on a company. These docu
ments are thick and do not need to be read from cover
to cover; rather, focusing on just a few sections will
usually yield needed information.

For instance, merger proxies provide the back
ground of the deal-why the company is selling.
Frequently, this section is boilerplate language, but
in some instances, interesting opinions from manage
ment with regard to where the business is going can
be found in this section. For example, in 1994, several
deals involved a number of the smaller health main
tenance organizations (HMOs). I know of at least two
instances in which management cited concerns about
the competitive environment as a reason for selling
the company. If investors had used that information
and reduced their positions, or gotten out of that
industry altogether, they would have avoided sev
eral years of underperformance by that industry. So,
we need to pay attention to why managements are
making these decisions to sell, because they should
be approaching such decisions with some degree of
seriousness. We may get some insight into what is
going on that we would not get elsewhere.

A merger proxy also shows how managements
behave. It contains a description of the sale process
who. contacted whom, how the deal progressed. It
does not have all the details, but if we have enough
perspective on the industry, we may be able to read
between the lines and see who else may have sur
faced as a potential buyer, or we may be able to
uncover why certain decisions were made. To the
extent that management is staying in the business,
merger proxies can help us understand how they
view the process.

In addition, we need to keep in mind that man
agement does not always act in shareholders' inter
ests. Sometimes management's interests may end up
ahead of shareholders'. If these managers come back
to the public market with other companies, we will
know something about their track records.

Finally, merger proxies contain information on
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the fail' ll1mkel values of comparable companies, usu
ally found in the section titled "Opinion of Financial
Advisor." We can take the information, copy it, and
file it away. When advisors do a fairness opinion, they
typic,lIly look at how stocks are traded in the public
mmkcl based on discounled cash flow. The really
interesting dllta Ihat have some lllsting valuc are the
datil on previous trans.1ctions in the industry: multi
ples of cash flow, multiplesof revenues, and multiples
of book value. Wecan use those dala in oLlrev<llu<ltion
work to determine what kind of upside a stock has. If
a company is subject to a tender offer, we «II' do an
instant fairness opinion on Ollrown and get some idea
of how this offer compares with previous offers,
which is exactly whot the managements me trying to
do. Even if a deal does not involve a stock we own, if
it occurs in an industry that we follow, we should Iry
to get the proxy statement and put it in the file,
because the valuation data me relatively timeless.

• Covernmelli. David Easton said, "Politics is the
authoritative alloc.1tion of vnlue," which means gov
ernment gives nnd government takes away-perhaps
a license or a drug approval. The government's deci
sionsnrevcry important inn llumberof industries, and
understanding find staying current with whatthegov
emment is thinking find doing are crucial.

The local offices of particular representatives or
senators can be good sources of information. Also,
most agencies publish Cilia logs of all the information
they generate. Subscriptions are generally free or very
inexpensive. For an industry thai is subject to a lot of
government action, those resources are very useful

Using a Contact's Time
Following is a quick primer 011 how 10 get the maxi
mum benefit in a brief period of time when, as ana~

Iysts, we are calling somebody we do nol know and
trying to explain what we are looking for.

• Defillewh(l/ is lIeeded. We should figure out the
questions thai need 10 be ,1sked lind what kind of
information is needed in as concise a manner ;'\s
possible. By being organized, we can get through the
process quickly. Our contact person does not have 10
speak to us, so we want to use time wisely.

• Be strniglt1forwnrd. We wanl to start off with a
good impression, because we may want to talk to this
person elgllin. As a general rule, we should identify
ourselves as nn investment person up front; we are
better off being honest about what we are looking for
ond who we are. We may quickly explain what we
do, but preferably without <llot of det<lil. When t"lk·
ing to someone who is nol financially oriented, we
might spend 10 minutes explaining our job and our
firm instead ofgelting the information we need. Also,
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we should explain how we found the person. Was
that person quoted in the press? Is the person a friend
of somebody we know? Leading of( with that infor
mlltion clln help get the discussion going, but we
must quickly and finally get to the point of what we
want to know: the information we are seeking and
how that person can hclp us.

• Remember sollrces' poten/ial biases. We need 10
keep in mind the biases a contact might have. If the
person works at a company that has a particular view
of the world, we need to telke thilt filct into account if
the information we get does not mesh with what we
heard from others or if it is information we did nol
expect to heelr. If we expect the person to have a
cert,lin set of binses nnd he or she tells us something
different, that information is probably better than if
the person had told us everything we expected to
hear, beC<llISe we arc probably getting an honest
viewpoint on a topic. If we do not know the contact
well enough to know of any binses, we should keep
the questions factual in nature.

• Askforrll/oOlersollrce.lflheperson is helpful
he or she spel,t a lot of time with us and told us what
we wanted to know-we should find out jf thnt per·
son knows of anyone else who Can help us. We shou ld
always be mindful of building Ihe network wider and
wider so as to have more people we can turn to when
we need to get some information.

• T/umkprofusely.Genuinethanksgoa long way
in our business, parlicula rly if we can offerour contact
something of interest, such as a brokerage report on n
company 01' even a simple slock chari, because we will
probably be remembered for years. We may not lalk
toall our sources frequently,nnd if we can provide our
contncls with something useful, we will stand out in
their minds. When we call again, they will think, "This
is the person who did X for me; J remember that
person, and he or she is worth talking to."

• Do lIot wait for a crisis to gather il/formatioll. If
we are trying to gather information in the midst of el
crisis, it is probably too late, because reality has likely
caught up with perception and it can be very hud to
get the information we want quickly. The creative
intelligence-gathering process involves making an
investment in time and building relationships. We
should try to make contacts and forge relationships
as part of our normal investment process. On a day
when the mmket is slow, we should try to do some
contact bUilding, because it can be very helpful later.

Asking the Right Questions
Deciding what questions to ask is only half the baltle.
The other half is how toask thcquestions-thc format
;md tone neccssmy to get the information needed.
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II Null hypothesis. One technique is to posit a
null hypothesis about conditions in an industry or an
action somebody has taken and say, "If I am right on
all these assumptions, I would have expected this
result." Then I can ask the contact person, "Tell me
where I am wrong." We want to find out how this
person approaches the idea or decision in question.
Whether or not the right decision was made is less
important than how the decision was made. Some
companies are very insightful in their planning pro
cesses; that fact may come out only if we ask how they
go about making decisions. In this manner, we can
also pick up a bit of insight with regard to how the
company views the world, which can help forecast
how the company will act in the future. Essentially,
what we are trying to do is to learn how management
thinks. What is the planning process? What is the
capital-budgeting process? Does management tend
to be loose in its planning? Is management quantita
tively oriented? By understanding these nuances, we
can learn to forecast what management is doing or,
more importantly, what it should be doing strategi
cally.

II Similar company. If we own or are looking at
a stock that has encountered problems and we want
to understand what should evolve-what are the
dynamics-a useful approach is to find another com
pany in the industry that has encountered the same
problems in the past and get its perspective on the
process. We do not have to ask this second company
what it thinks will happen at the first company; we
simply need to ask, "What did you go through? How
did you make the decisions?" We should stay away
from "What do you think will happen at Company
X?" or "What do you think of these people at Com
pany X?" because a conflict of interest might be
involved. Someone else's weakness may be this com
pany's advantage, and it is best to keep the conversa
tion as objective as possible.

In 1996, Northeast Utilities ran into problems
with its nuclear power plants in Connecticut. At the
time, the stock looked interesting. I had the opportu
nity to meet with some people from Baltimore Gas
and Electric (BG&E), which had already gone through
a long, painful process with its nuclear power facilities
and their attendant problems. I asked BG&E what it
went through and whether the process would likely
be different for Northeast Utilities. BG&E was exactly
right in identifying the changes that Northeast Utili
ties would have to, and did, go through.

II Nonhostileenvironment. We can ask people the
toughest question imaginable if we ask it in a non
hostile manner. I have led off countless questions
with"Am I missing something?" or "I do not under
stand this." By asking a question in this manner, we

©Association for Investment Management and Research

Creative Intelligence Gathering

put our contact at ease instead of saying "How could
you do this?" and putting that person on the defen
sive. We get better answers when people feel comfort
able talking to us, whether on the buy side or sell side.
To the extent we need to have relationships with
people and have a dialog, it is important to get the
information we want without putting someone in the
position of wanting to never speak to us again.

Examples
The following examples illustrate how building a
network of press and industry contacts allowed me
to pursue some creative intelligence gathering, which
resulted in some very helpful information.

II Press contact. In August 1995, I was quoted in
the local press about the first HMO that had disas
trous earnings. A couple of months later, I was con
tacted by the publisher of a home health newsletter
who got my name from that article. He wanted to
know about one of the companies that I followed,
Columbia HCA Healthcare Corporation, which had
just reported earnings. He asked me questions about
the horne health care business and the statistics that
Columbia gave out. Frankly, this was a small piece of
the company, and I had not given much thought to it.
He proceeded to tell me a little bit about what he was
seeing from the industry perspective and even sent
me some of his company's publications. Those mate
rials were very interesting, because they discussed
the issue of cost shifting by hospitals in the home
health agencies, which became one of the core issues
for Columbia in 1997. I did not make a "sell" call in
1995 or 1996, but when I saw the 1997 headline "The
FBI Has Shown Up in El Paso," we sold quickly. We
did not know everything that was going on, but we
had a sense that this was probably the start of some
thing bigger and worse, which turned out to be the
right insight.

II Workshop contact. That same 1995 article in
which I was quoted provided me with a helpful
contact who helped me make a valuable investment
decision. Because of the article, I was contacted by the
local medical society and asked to participate in a
two-day workshop that they sponsored to get people
to understand what doctors go through with regard
to managed care. One of the people I followed around
was a surgeon, which paid off for me because I was
looking at a company that had a new surgical product
corning to market. I called the surgeon and said, "I
want to get your perspective on how useful this
product will be." His perspective on the product was
more conservative than the company's forecast, so I
stopped working on the stock, which turned out to
be the right decision.
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•. Industry contact. In early 1994, I met with the
chief financial officer of a healthcare real estate invest
ment trust. I asked him an innocent question: "Are
you looking at any new facilities outside your core
nursing home business?" He said, "Yes, I am looking
at something entirely new: children's detention cen
ters. We have come into contact with a company (Chil
dren's Comprehensive Services), and we are going to
give them a loan to finance some of their facilities.
They provide services to state and local governments
for troubled youths and adolescents." Children's
Comprehensive Services was on the verge of bank
ruptcy, but he was very excited about it. His company
was putting money up and taking a financial risk.

His comments led me to do some work on this
stock. At the time, 1994, the stock was trading around
$4-$5 a share, as shown in Figure 1. This company
was not being followed by any analysts, but one of the
funds at the company I was working at took a small
position. The numbers improved, the turnaround
ensued, and then the momentum crowd came in and
took the stock up to about $24 a share in May 1996. It
has not done as well since then, but over three years,

it has increased in value about fourfold. So, that one
simple question back in 1994 led to some valuable
information and a good investment decision.

Conclusion
Creative intelligence gathering has some very tangi
ble benefits. First, the better informed we are as inves
tors, the better decisions we should make. The
investment management business is a business with
conflicting and incomplete information and a lot of
pressure to process and use that information quickly.
To the extent we understand what is going on, we can
take more intelligently measured risks. Second, infor
mation can be timeless in its value and usefulness.
Keeping track of what we have picked up, people we
have talked to, and things they have said might not
have immediate value but may have future value in
unexpected ways. Finally, by conducting creative
intelligence gathering, we can avoid being at the
mercy of biases-our own and other people's-and
of the vagaries of market speculation.

Children's Comprehensive Services: Monthly Stock Price, January
1994-November 1997

Figure 1.
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Question and Answer Session
B. Kemp Dolliver, CFA

Question: How do you get small
companies to return your calls?

Dolliver: If I am persistent and a
company still does not call me
back, obviously, the company is
sending me a message. The only
way around that situation is to find
somebody who can give me entry
to that company.

Question: How do you moti
vate unrelated parties to answer
your questions?

Dolliver: I have not encountered
too much resistance in that regard
once I get somebody on the phone.
Some of it maybe a function ofwho
you work for. I have had the benefit
of working for some large, well
known organizations, which
sometimes makes a difference in
terms of getting people to talk. But

a lot of overcoming resistance boils
down to persistence.

Question: Where do you get
timely data about insider trading?

Dolliver: Timely filing is one of
the great unenforced rules of
insider trading. I see what is in the
Wall Street Journal and what is
available through InvestNet or
some of the third-party services
that track insider trading closely.

Question: How much time do
you allocate to creative informa
tion gathering?

Dolliver: It is hard to measure
because the work ebbs and flows,
but I would say at least 10-15
percent of my time is devoted to
creative information gathering. It
depends somewhat on what I am

trying to do. If I am neutral or
negative on a stock that I think has
a lot of problems, I will probably
spend less time looking for infor
mation about that stock versus a
stock I am recommending.

Question: What are the critical
variables that drive stocks from the
perspective of creative intelligence
gathering?

Dolliver: The critical variable is
consistency with expectations. If
the market has a view of a
company and its prospects and we
are getting information that is
substantially different from that
view (either better or worse), that
insight will lead to realized outper
formance or underperformance at
some point.
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Assessing the Quality of Earnings and
Management
Fred H. Speece, Jr., CFA
Founder
Speece, Lewis & Thorson, Inc.

Creative analysis of the quality of a company's earnings and its management requires
both sides of an analyst's brain. The left brain looks at purely financial aspects (e.g.,
earnings consensus and surprises, accounting conventions and trends), and the right
brain focuses on cultural features and emotional factors that are embedded in a
company's prospects.

A s analysts, we are always trying to find a better
way to analyze companies and make invest

ment judgments. During the past 10-15 years, the
United States has had a great investment environ
ment. Inflation and interest rates have been declining,
a11d earnings and valuation multiples have been ris
ing dramatically; thus, most analysts' judgments
appear to have been successful. But now, earnings
growth and the valuation-multiple expansion may
well have run their course, and we will need to work
smarter to identify those investments that will con
tinue to excel without the benefit of a rising tide of
earnings and multiples.

One approach to working smarter is the use of
whole brain analysis. Whole brain analysis, shown in
Figure 1, takes into account the financial aspects (left
brain) of a company plus creative insights (right
brain) with respect to culture and emotions. By com
bining the two, managers should have an edge for
providing value-added returns for clients. This pre
sentation focuses on using whole brain analysis
(quantitative and qualitative assessments) to deter
mine the quality of a company's earnings and its
management.

Quality of Earnings
Wall Street is preoccupied with left-brain measure
ments such as quarterly results and earnings sur
prises relative to consensus, often to the point of
ignoring the quality of earnings almost entirely. The
real surprises might well be no earnings increases at
all. A reported earnings increase might actually be
accounting driven-that is, purely a function of
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changes in accounting rather than changes in the real
earnings of the company. Similarly, items that are
declared "somewhat" unusual are real, use cash, and
lower the quality of earnings. Therefore, we need to
find the reality in reported earnings. The following
examples illustrate such opportunities.

Surprise and Consensus. Although most com
panies tend to exaggerate earnings, some actually
"lowball" their earnings. If a company is marking
down its earnings to save something for tomorrow,
that savings will be a pleasant earnings surprise later.
For example, Albertson's opened or remodeled about
100 grocery stores in 1997 and amortized the costs
equally over all four quarters. But most of the stores
actually opened in the second half of the year; the
company thus underestimated or understated to
some degree its earnings in the first half. An analyst
sensitive to this subtle accounting approach would
be better positioned to seize an opportunity if the
stock were to weaken because of this understatement
of earnings.

Some companies still believe in paying less taxes
(it is part of their culture), which, of course, results in
lower reported earnings. Typical methods of achiev
ing this result include using a shorter life for depre
ciation, expensing items that could be capitalized,
and simply using conservative accounting practices.
Knowing that a company follows these practices is
important when assessing the quality of earnings.

"Normal" Unusual Accounting Items. Analysts
should routinely examine the "normal" unusual
accounting items: reserves, gains / losses, LIFO, FIFO,
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Figure 1. Whole Brain Analysis

Valuation Culture
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tax rates, and share repurchases. Two items that are
often ignored by analysts may prove to be worth
more attention: working capital management and
allowance for doubtful accounts.

Working capital management is becoming
increasingly important as companies search for bet
ter margins. For example, American Greetings Cor
poration has recently been managing its working
capital much better than in the past. The resulting
improvement in its cash flow has resulted in lower
debt and interest expense, increased share repur
chases, and incremental earnings for the company.
Analysts alert to this trend may have seized an
opportunity for their clients.

In today's economic environment, companies
should raise their allowances for doubtful accounts.
Unfortunately, doing so causes higher expenses and
lower margins. For many retailers, delinquencies and
bankruptcies are rising, are less predictable, and need
to be monitored more carefully than in the past.
Analysts should note companies that are not raising
their allowances for doubtful accounts, because those
companies may experience a negative surprise later.

Restructuring. Restructuring charges are be
coming larger and more frequent than in the past,
with companies writing off billions of dollars in re
structuring costs each year. Analysts must determine
the nature of these charges and their impact on profits
and cash flows. As a result of restructuring, a com
pany can suddenly show higher margins and a
higher retu.rn on capital; investors must not be mis
led. Is the restructuring charge related to severance
payments? Did the company's earnings increase ex
clusively because the depreciation expense went
down as a result of the write-off of assets? The latter
type of earnings increase is low quality and should
not be accorded full credit. This restructuring activity
and accounting for it increases the need for careful
cash flow analysis.
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Research and Development. Companies have
some discretion as to whether to capitalize or expense
certain R&D costs, and they can make this decision
without being explicit. For example, one company
had $25 million in aggregate R&D spending in 1996
and 1997. In 1996, the company expensed $15 million
and capitalized $10 million, but in 1997, the company
expensed $5 million and capitalized $20 million
without explicitly declaring this change in account
ing. This shift is subtle but important because it
increased earnings by 10 cents per share at this
company-without changing the level of R&D
spending.

Pension and Investment Accounting. Man
agement's choice of a discount rate and investment
rate for the company's pension plan has a big impact
on earnings. When interest rates fluctuate, manage
ment's decision to change the discount rate will have
an impact on both liabilities and expenses. Analysts
should watch for the impact from period to period.
Likewise, a change in the investment rate assumption
is also important. For example, NCR Corporation
recently raised its assumed rate of return for the
pension plan from 9 percent to 9.5 percent, which
resulted in an 11 cent EPS increase. How much
should investors pay for those earnings?

Similarly, a change in the investment assump
tions for company-owned life insurance (COLI) has
an immediate impact on the income statement and
could have another, more subtle, impact later. The
immediate impact is that the selling, general, and
administrative expenses go up with a corresponding
decrease in taxes; the company's EPS figure is unaf
fected, but the margin composition is certainly
altered. At a later date, gains or losses from the
invested funds related to this COLI may be realized
and included in "other income." Recently, Albert
son's reported such a gain to the tune of 10 cents per
share. Again, how much should investors pay for that
earnings increment?

Acquisitions. Accounting for acquisitions in
volves a number of issues that analysts need to pay
attention to, such as the difference between pooling
and purchase methods. A major acquisition-related
issue is the objectivity of pro forma statements, which
are the company's restated numbers to what they
would have been had the company made certain
decisions and assumptions. These pro forma state
ments allow for some creativity that analysts must be
alert to when measuring the company's progress
with these data.

Another area of concern is accounting for an
"additive" acquisition. Leggett & Platt made an
acquisition in 1996, wrote off plant and equipment,

17



Equity Research and Valuation Techniques

and had a special charge for compensation and debt
retirement-many of these items were cash-to the
tune of 30 cents per share. The company referred to
these as nonrecurring items; the stock rose. Watson
Pharmaceuticals made an acquisition, wrote off the
acquisition costs, and reported an EPS of 56 cents.
Had Watson Pharmaceuticals included the acquisi
tion costs, its EPS would have been 43 cents
essentially flat from the previous period. Neverthe
less, Wall Street chose to ignore the poor quality of
earnings and took the stock up more than 20 percent.

Summary. Analysts and accountants do not
necessarily have an adversarial relationship; how
ever, some accounting policies certainly give cause to
reflect and ponder the earnings being reported. If, in
the short run, a momentum market ignores the qual
ity of earnings, the alert analyst may have a unique
investment opportunity.

Quality of Management
Opportunities abound for creative analysis of the
quality of a company's management. When evaluat
ing a company's prospects, analysts need to look
beyond the numbers and focus on the company's
culture and the emotional factors, which subsequently
affect the company's stock value. Part of the purpose
of this process is to determine the risk tolerance of the
board and management and anticipate the risk they
will assume or avert in pursuit of their corporate goals.
The company's risk tolerance, in turn, should ulti
mately help in assessing whether or not this com
pany's stock is a good match for your clients' risk
tolerances and your particular investment approach.
Two good resources exist for conducting this type of
right-brain analysis: proxies and conference calls.

Proxies. The proxy, which is too often over
looked, is a terrific source of insight into a company's
culture. Money managers need to read proxies and
vote them; it is part of their responsibility to clients.
Companies have cultures, cultures influence out
comes, and cultures change slowly; therefore, under
standing a company's culture is an important part of
the process of making good investment judgments.
Proxies provide important insights into manage
ment, the compensation system, party of interest
transactions, and ownership.

• Management and directors. The proxy tells
who the players are, their backgrounds, and their
relationships. Are there interlocking directorships?
Do many of the directors have the same last name
(i.e., are they related)? A family-influenced company
might be less vulnerable or receptive to the Street's
pressures, and the family might take a long-term
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view of running the company. This kind of culture
may be good or bad for investors, so what is impor
tant is to explicitly make the determination of the
kind of culture in place at the company.

The old saying "birds of a feather flock together"
can help when looking at a company. Having some
one from Company A (a well-respected and well
managed company) join the board of Company B is
generally positive for Company B. Normally, top
quality people do not waste their time on the boards
of second-rate companies, given the responsibility
and liability involved. Conversely, having a top man
ager from a second-rate firm join the board of Com
pany B is discouraging.

Analyzing board composition also reveals likely
sources of internal pressure. Finding the source of
power and pressure is a great discovery. For example,
Dayton Hudson Corporation has three retail divi
sions, one of which has been a serious underper
former. Pressure has been exerted by the Street to fix
the division, sell it, or spin it off. Dayton Hudson's
board of directors includes three CEOs of companies
that have been through, or are going through, a simi
lar process. These board members are likely saying,
"Let's get on with this. We have gone through it. Our
shareholders will be better off." Their influence and
experience create a positive environment for change.

Another example is Waste Management, which
has had poor earnings for several years and is viewed
as having a weak board of directors. Recently, how
ever, several of the directors were replaced in concert
with the hiring of a bold and charismatic chair. Per
haps this culture is changing rapidly enough to create
an attractive investment opportunity while the Street
remains emotionally negative on the company.

• Compensation system. The way a company
handles management compensation and incentives,
both of which are disclosed in the proxy, can provide
insight about its culture. Do the members of the board
of directors receive perks? Are they offered benefits,
including pension funds? Do they have stock
options, and what are the terms of those options? Is
the company simply giving them stock? How deep
do the stock options go into lower management? The
motivation of the board of directors and management
should resemble clients' motivation-profitability
and a higher stock price. Employment contracts are
also worth reading about in the proxy. Is the CEO
financially better off working or terminated? The
incentive systems for managers and directors speaks
volumes about a company's culture.

• Party of interest transactions. The existence
and nature of these items can be very revealing. For
example, a family-controlled cruise company also
owns the primary travel agency that books its trips.
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How much pressure is the company putting on this
travel agency to keep commissions down? This
arrangement is not necessarily bad, but it is clearly
important to be aware that it exists.

• Ownership. Knowing who owns a company's
stock provides useful information. Not all investors
have the same objectives and behavior. Are the stock
holders' a control factor or passive investors? Stylistic
investors-value, growth, momentum, and "black
box"~respond differently to events. Understanding
and knowing who owns the stock is an important
perspective for anticipating the responses of the own
ers and the resulting impact on the stock price. If a
company's stock is owned by investors with a wide
variety of investment styles, the company may be
going through a transition from growth to value, or
vice versa. Information on who owns a stock can be
found in the proxy, in the 13F filings with the SEC, and
through various commercial services that show own
ership and changes in ownership on a quarterly basis.

Conference Calls. Discovering the mindset of
management and investors provides insight, partic
ularly when a company is at a turning point, positive
or negative. Analysts who know the company's man
agement well will have a better chance to detect these
emotions. Conference calls are a terrific way to
observe emotions in action. The nature of the ques
tions being asked and the nature of management's
response can be good clues to the underlying emo
tions. Listen to the tone of the call; go beyond the
numbers. Is the emotion negative, positive, timid,
frustrated, defensive, or exuberant? Emotional indi
cators have the greatest value at the extremes, and the
investment management business tends to cluster at
the extremes. For example, investors have a tendency
to relate the price level of the stock to the quality of
management. Several years ago, Lee lacocca, then
CEO of-Chrysler Corporation, commented, "When
Chrysler's stock was $3 a share, I was considered
inept, but when it was $47, all of a sudden I was a
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genius." Overcoming the emotional mindset of the
Street and being able to detect this"switch point" can
be extremely helpful and profitable.

Sell-side analysts are something of an intermedi
ary among management, investors, the sales force,
and the trading desk. This vicarious position makes
sell-side analysts some of the most emotional players
in the business. As a result, their opinions and esti
mates can be extrapolations of a trend and overrun
reality. Be sensitive to this fact and avoid the extremes.

Another emotion to watch for is analysts' preoc
cupation with their own estimates, rather than how
the company is doing relative to its history and its
peers. What is being measured-the analyst's fore
casting skills or the company's progress? The latter is
what will eventually be important, and portfolio
managers need to be alert to this emotional view and
invest around it, rather than be biased by it.

Another factor to look for is other analysts' and
our own biases regarding where we want a stock to
go. Many times, we miss buy or sell opportunities
and hope the stock will give us a second chance.
During such a period, we may consciously or uncon
sciously allow our opinions and the tone of our
reports to be biased by this desire, regardless of
whether or not reality has turned against and without
us. Be alert to this emotional bias.

Conclusion
In the final analysis, the quality of earnings and man
agement will determine the valuation of a company's
stock. Although many approaches exist for analyzing
a company, using whole brain analysis-of earnings
and management, of culture and emotions-can pro
vide extra insight, extra focus, and an extra return to
investors who can master perspective and patience.
The ultimate measure of this mastery is the client's
willingness to stay with a money manager during
those inevitable periods when the manager's disci
plined approach is temporarily out of phase.
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Question and Answer Session
Fred H. Speece, CFA

Question: How important are
write-offs in a forward-looking
valuation model?

Speece: This is an important
part of the analytical process and is
becoming even more important as
write-offs and restructuring be
come more prevalent. It is not
practical to adjust future earnings
and cash flow models for these
write-offs; therefore, analysts are
forced to accept them as one-time
charges. The simplest adjustment
is to change the discount rate to
reflect the lower quality of future
earnings resulting from the write
offs. Although this is a simple
solution, many analysts do not
make this adjustment and their
expected returns are overstated.
Another approach is to focus more
on cash flow analysis than earn
ings.

Question: How important is the
quality of earnings, if most of Wall
Street simply focuses on whether
earnings are going up or down?

Speece: For several years, li
quidity and sheer momentum have
led the way; clearly, earnings
quality has not been the focus.
When the momentum slows, and it
will, quality earnings will prevail.

It is sometimes frustrating being
disciplined, but you must be. The
ultimate test is your client. What
does your client expect from you?
What is your role? Are you the
momentum or the value manager?
Give them what you promised and
what they expect.

Question: How do you view
estimates of merger synergies?

Speece: Frankly, such estimates
are management's best guess. The
answer, then, lies with the degree
of confidence you have in their
ability to guess and be candid with
you. Is this synergy number
something they can achieve, or is it
a number to justify the high price
the company paid?

Question: What level of inside
ownership do you consider opti
mal?

Speece: We like to see 20-25
percent insider ownership because
it clearly puts management on the
same path as our clients. This level
generally reduces the involvement
of the extremely large institutional
investors and the brokerage firms
that will cover the company.
Although reducing this involve
ment can create some inefficiency

in pricing of the stock, it does
provide a valuable opportunity for
our clients.

Question: How do you view
companies whose growth is prima
rily driven by acquisition rather
than internal growth?

Speece: The al1swer depends on
the situation and investors' expec
tations. For example, Leggett &
Platt has a history of growing
through acquisitions, and its inves
tors expect growth to come in the
form of well-conceived and well
executed acquisitions.

Question: Please address the
problem of a company announcing
a stock repurchase versus actually
repurchasing that stock.

Speece: The problem is one of
follow-through. When a company
announces a share repurchase, the
market typically gets excited. Pre
sumably, the company is sending a
signal that it believes the stock is
undervalued. If a company does
not follow through, this inevitably
will be a disappointment and hurt
the credibility of management and
the stock valuation.
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Traditional Equity Valuation Methods
Thomas A. Martin, Jr., CFA
Portfolio Manager
INVESCO Capital Management, Incorporated

Traditional equity valuation methods are simply ways of exercising the critical judgment
needed to determine value between the extremes of "cheap" and "expensive." Whether
used for screening purposes or for fundamental analysis, such methods allow investors
to make rational and consistent assessments of potential changes in key valuation inputs.

V aluation is all about judgment. At the extremes
of cheap or expensive, value is obvious, but

between those extremes, analysis and judgment are
crucial for determining value. Traditional equity
valuation methods are simply ways of performing
analysis and exercising judgment. None of these
methods consistently works particularly better than
any of the others, and to a certain degree, they tend
to give similar buy/sell signals for specific stocks.
Still, these traditional methods are useful for thinking
about stocks and what should drive buying and
selling decisions.

Although the traditional valuation methods are
relatively simple, their compelling advantage is that
analysts understand what these methods are indicat
ing. Most of the time when an analyst or a portfolio
manager talks about valuation, stock selection, or the
investment process, the decision ultimately comes
down to picking cheap stocks. Stocks are considered
cheap on some basis. When that basis is not something
complex and sophisticated-such as franchise value
or firm value or economic value added or some mea
sure of cash flow that is "not distorted by accounting
measures"-the traditional methods, which are, in
turn, based on accounting measures, are pretty much
all that is left. Even some of the newer approaches fall
back ultimately on traditional measures. Thus, tradi
tional valuation measures should be well understood
by all analysts.

The goal of this presentation is to remind equity
analysts of the nature of these traditional methods
how they work, their effective use, and their limita
tions. The presentation begins by considering the
purpose of valuation. It then goes on to define tradi
tional valuation methods and looks at how they are
used for screening and in fundamental equity analy
sis and valuation.
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Purpose
Analysts all want to buy stocks that will go up and
sell stocks that will go down. A stock goes up or down
from its current level because of some fundamental
reevaluation of the company and its prospects or of
the environment in which the company operates.
This fundamental reevaluation comes about either
because something has changed or is perceived to
have changed in the world. Probably no model can
predict actual or perceived changes in a direct and
explicit way, but the models that seem to work the
best do so because, for whatever reason, they capture
those changes. Traditional equity valuation methods,
and fundamental analysis in general, try to get at the
nature of those changes.

Various factors affect a firm's value. Certainly,
environmental influences-such as inflation, taxes,
and available rates of return on a variety of assets
affect all companies and all valuations. Those influ
ences are valuation inputs because they affect
companies at the macro level. Company-specific
influences, such as the current earnings and the
future growth of those earnings, also affect valuation.
In fact, at its simplest, value is the consistent piling
up of profits. In addition, the level and trend of a
company's risk, as well as that of the environment,
affects the company's valuation; assessiI1g risk is
probably the most difficult and least effectively
accomplished of all the equity analyst's tasks.

Therefore, the process of seeking buy opportuni
ties involves identifying those companies for which
the current expectations built into the current price
are likely to be less than what will actually happen.
Thus, the analyst needs models that will help identify
(1) companies for which consensus future expected
earnings are less than what "true" earnings will be or
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(2) companies for which the consensus expected risk
is higher than what the "true" risk will be.

Shortcuts
How are analysts to solve the daunting problem of
determining which companies and stocks have
value? So much data and information are available.
The world is very complicated, and shortcuts are not
only helpfUl but also nearly mandatory. These short
cuts can be categorized into two groups: expecta
tional models and valuation models.

Expectational Models. The focus in expecta
tional models is typically the so-called momentum
measures: earnings surprise, earnings revisions, or
other technical measures. These models assume that
the trend that is in place will stay in place. In the case
of earnings surprise, for instance, it is not the exist
ence of the last earnings surprise that will provide
outperformance. Rather, it is the fact that the last
earnings surprise is a good predictor that another
earnings surprise will occur. By definition, nobody
expects that next earning surprise because the market
efficiently adjusts its expectations. But much of the
time, expectations are not adjusted enough. So, in an
expectational model, a company keeps reporting
positive earnings surprises, and the analysts keep
raising earnings estimates until the company hits the
wall and announces significantly disappointing
news. Then, all the expectation-oriented investors
sell the stock, and the stock's price goes down some
large percentage in one day.

Valuation Models. Valuation models are typi
cally based on mean-reversion, or contrarian,
approaches. They assume that the trend that is in
place will reverse and revert to some mean value. For
example, suppose a company reports a big disap
pointment in earnings because of a sales shortfall and
margin contraction. The sales shortfall and margin
contraction result from some combination of short
and long-term factors. Earnings estimates are cut,
and the stock price is hammered. The price may go
down so much that the stock becomes cheap relative
to traditional benchmarks. Mean reversion suggests
that the stock price has overreacted, earnings expec
tations are now too low, and in the longer-term, the
company will recover.

Traditional Valuation Methods
Despite their differences, both expectational and val
uation models are ultimately trying to do the same
thing: Identify those companies for which the current
expectations built into today's stock price are wrong.
Traditional equity valuation models and methods are
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simply systematic ways of trying to make that iden
tification.

The four primary traditional methods for equity
valuation use the price-to-book ratio (P /B), price-to
sales ratio (PIS), price-to-earnings ratio (P /E), and
the dividend discount model (DDM).

PIS. Book value is a static historical measure that
does not take into account the going-concern value of
a firm. Book value is calculated in relation to assets,
not to the ability to generate profits. The P /B does not
explicitly or even implicitly account for growth or
risk of a company, and it is subject to a substantial
amount of accounting measurement error because
book value accumulates on the balance sheet. Man
agement can make accounting choices in terms of
timing, inventories, depreciation, write-offs, write
downs, capitalization versus expensing, and how
many shares the company repurchases and at what
price. Then there are intangibles. If intangibles
brands, patents, relationships, employees, technol
ogy, know-how, and so on-make up a substantial
portion of a company's assets, the company will
show a low book value relative to "reality."

If book value presents problems in its use, one
might question the logic of using it. P /B is useful,
however, for valuing (1) asset-rich companies, (2)
non-going-concern situations, and (3) mature or
cyclical companies with essentially zero or negative
earnings. In the case of the latter, P /B, along with
historical and expected return on equity (ROE), can
help to estimate normalized peak earnings and nor
malized earnings ranges. In other words, using P/B
can provide guidance when a company does not have
any earnings or when earnings do not seem to be the
immediate value driver. P /B can also be used to help
differentiate among companies within a homoge
nous industry.

PIS. Like P /B, P /S does not explicitly account
for the growth or risk of a company. Sometimes P/S
is viewed favorably because it is the least subject to
accounting manipulations of all the traditional valu
ation measures. At the same time, P /S is also the
number with the least amount of embedded informa
tion: It is a long way from the sales line on the income
statement to the EPS line, and certainly, a lot of value
is made or lost as we go from one to the other. P /S
may not be subject to manipulation, but a lot of
crucial information is left out.

P /S can be used in the same ways as P /B. For a
mature or cyclical company with essentially zero or
negative earnings, P /S in conjunction with margin
assumptions can identify normalized levels for the
next peak earnings or normalized earnings. P/S can
be helpful for evaluating companies with large
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recurring revenue bases or companies with high
levels of intangibles. As with P IB, PIS can be used
to help differentiate among companies in a homoge
nous industry.

PIE. The problem with PIE, like P IS and P IB, is
that it does not explicitly account for growth or risk.
In addition, P IE is difficult to put into perspective
when EPS is declining or negative because of cycli
cality or distress or when the company is in the early
stages of its life cycle. But P IE is probably the most
commonly used valuation measure, and analysts all
know what it means to say that a company is cheap
on a P IE basis. P IE is most effectively used to eval
uate and compare stable companies in the late
growth and maturity stages of their life cycles.

DDM. The DDM is intellectually and ideally the
best model for valuing companies. The generalized
formula is next year's dividend divided by some
discount rate that is appropriate for that year, plus
the second year's dividend divided by some discount
rate that is appropriate for that year, and so on. The
generalized model requires the analyst to estimate a
dividend for every year from now to eternity as well
as the appropriate discount rate, which may be dif
ferent from year to year because inflation, the
expected return on alternative investments, and the
risk of the company and of the market itself may all
be different from year to year. For the constant
growth version, the DDM states that a company's
stock price is equal to the next year's dividend
divided by the difference between k, the required rate
of return, and g, the expected dividend growth rate
in perpetuity. The DDM also comes in multistage
models, which can vary from 2-stage models to 102
stage models. Multistage DDMs usually have a
supernormal period in which earnings growth or
dividend growth is higher than the long-term aver
age for a mature company. Then they have a normal
ization period, during which the dividend growth
rate reverts to some long-term sustainable level, and
finally, a mature period, in which the dividend
growth rate is constant.

An advantage of any DDM approach is that all
of the input assumptions can be as explicit, compli
cated, and specific as the analyst desires. Building
such a model forces the analyst to ask important
questions: What does this company do? What prod
ucts does it make? What stage of its industry, com
pany, and product life cycle is the company in, in
terms of its sales, profitability, and returns? The
DDM makes the analyst think about these factors and
put them in the model explicitly, whereas the other
traditional models do not. The drawback is that the
analyst has to make many assumptions, and there are
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a lot of places to go wrong. Small changes in key
assumptions, especially in the growth rate and the
discount rate, can have a big effect on the valuation
estimate generated by the model.

Screening
The first potential use for these traditional valuation
methods is to look for ways of narrowing the over
whelmingly large universe of investable companies
down to some number of reasonable candidates that
are more likely to have the desired value characteris
tics. This process is called screening.

Numerous studies have been done on all of the
traditional valuation models, with a variety of
results. Researchers contend that if portfolio manag
ers would only follow a particular valuation model,
such as low PIE, P IS, or P IB, they would be
rewarded with outperformance. In fact, studies have
shown that applying anyone of these methods
blindly and faithfully will generate outperformance
over time; however, many practical reasons can be
found for not applying these methods blindly and
faithfully. Perhaps the most important is that such
quantitatively generated portfolios typically exhibit
other characteristics that may not be prudent for most
investors. So, although screening is useful for identi
fying potential investment candidates, analysts must
take care to understand the implications of the
screening factor for portfolio construction.

To illustrate the biases of the traditional valuation
methods, I put about 1,000 of the largest companies in
the United States through five valuation screens: P IB,
PIS, PIE, PIE to growth (a form of P IE valuation),
and the DDM. I created five model portfolios, each
consisting of the 50 cheapest stocks as defined by the
particular valuation method. These five portfolios
could then be compared with regard to sector compo
sition, valuation, ROE composition, growth, and
finally, risk, expectations, and performance.

Sector Composition. The sector compositions
of the model portfolios are shown in Table 1. The
S&P 500 Index, provided for reference, is a well
diversified portfolio. It represents a reasonable
capitalization-weighted cross-section of the U.S.
economy, and it is the benchmark against which most
equity managers are compared.

In contrast, the portfolio containing the 50 cheap
est stocks on the basis of the PIE-to-growth ratio is
30 percent in consumer cyclicals, 26 percent in tech
nology, and 10 percent or less in all other sectors
not a particularly well-diversified portfolio. The P IB
portfolio is 54 percent in utilities, 20 percent in cycli
cals, and underweighted in everything else. Staples
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Table 1. Sector Composition of Model Portfolios Based on Traditional
Valuation Measures, September 30, 1997

PIE to
S&P 500 P/B PIS PIE Growth DDM

Basic rnaterials 5% 40/0 2% 8% 10% 8%

Capital goods 9 8 4 8 2
Communications services 6
Consumer cyclicals 9
Consumer staples 14
Energy 9
Financials 17
Health care 11
Technology 15 6
Transportation 1 4 0 0
Utilities 3 6 0 2

Total 100% 100% 100% 100% 100% 100%

= Two largest overweightings in each portfolio.

___~I = Two smallest underweightings in each portfolio.

are cheap in the PIS strategy, as indicated by their
overweighting, but they are not cheap by any other
measure. The P IE and P IB portfolios tum out to be
very similar: both overweighted in utilities and con
sumer cyclicals. The P IE portfolio is the only one that
shows financials to be cheap. The P IE-to-growth
portfolio is a reasonably well-diversified portfolio
but contains no utilities. The DDM portfolio is one of
the best diversified of all of the model portfolios, but
it does have some overweights that seem to allow the
manager to buy stocks with good growth character
istics, such as technology and health care.

The point is that most managers would not be
comfortable with any of these individual portfolios,
and they would have difficulty adhering to the disci
pline of using just one strategy no matter what type
of portfolio was indicated. As an alternative, a man
ager might consider picking the cheapest stocks in
each sector and then using the S&P 500 weights, but
then that manager has diverged from the path of
using a pure quantitative valuation strategy to that
of using some degree of judgment. How many more
"good judgments will that manager have to make
when the quantitative indications are not to his or her
liking? The important issue, however, is that judg
ments should be made; taking a closer look at these
blindly constructed portfolios reveals why judgment

is a key ingredient in valuation analysis and portfolio
construction.

Valuation. The model portfolios exhibit sub
stantially different valuations; Table 2 shows aver
age levels of the different valuation measures for each
portfolio. The DDM portfolio is the most expensive
overall; it has the highest P IE,PIS, andP IB, the next
to-lowest dividend yield, and a middle-of-the-pack
P IE-to-growth value. The PIE and P IB portfolios
look most like traditional value portfolios (cheap
across the board). The P IE-to-Growth column, how
ever, shows something very interesting: Investors are
paying a very high price for each unit of growth in
those P IB and P IE portfolios, which is important
because, as mentioned earlier, growth is a factor not
explicitly accounted for in these models.

ROE Composition. The average operating char
acteristics of the portfolios constructed from the tradi
tional valuation methods are shown in Table 3. For
example, no one should be surprised that the DDM
portfolio is composed of higher-ROE companies,
which are driven by high margins and relatively high
leverage. Similarly, the P IB portfolio has the lowest
ROE, which is a function of low turnover and rela
tively low leverage. The P IS portfolio has the highest

Table 2.
Portfolio

Average Valuation Measures of Model Portfolios, September 30,1997
P IE Dividend Yield PIS P IB P IE to Growth

DDM
P/B
PIS
PIE
P IE to growth

18.1 1.1% 3.4 4.0
11.9 4.2 0.9 1.1
14.2 1.7 0.3 1.7
10.2 4.3 1.0 1.4
13.5 0.8 1.9 2.4

1.6
3.4
1.6
2.5
0.7
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Table 3. ROE Composition of Model Portfolios, September 30, 1997
Total Debe Asset Turnover Operating Margin

5-Year Average 5-Year Last 12 5-Year 5-Year
Portfolio ROE Current Average Months Average Current Average

DDM 30.5% 213.9% 172.3% 1.1 1.2 24.3% 24.8%

PIB 9.6 101.8 99.1 0.9 0.9 15.1 16.2

PIS 11.8 95.1 87.2 2.7 2.6 3.7 4.3

PIE 12.2 177.6 172.8 0.9 0.9 19.5 19.5
P IE to growth 13.4 77.6 74.9 1.4 1.4 14.2 12.6

aTotal debt as a percentage of total equity.

asset turnover but the lowest margins, which means
that these companies have fairly high operating lever
age. The PIE-to-growth portfolio is the only portfolio
that has companies with expanding margins.

Table 3 raises interesting questions about the
operating characteristics of the companies in each of
the portfolios and the biases of the traditional valua
tion measures. Why are these companies cheap?
Where are they in their business cycles and product
cycles? What are the implications for future stability,
growth, and risk? For example, for the P IE-to
growth companies, is the growth coming only from
expanding margins, or are these companies achiev
ing unit growth as well? Are these companies cheap
because the market does not want to pay for margin
expansion but would rather pay for unit growth?
Perhaps margin expansion is sustainable in the case
of one company but not another. Perhaps it is a more
sustainable source of growth for one company than
continued unit growth is for another. Further analy
sis to answer these questions will lead to a better
understanding of the fundamental risks being
assumed when investing in specific companies.

Growth. The growth characteristics of the five
model portfolios are shown in Table 4. Across the
board, the DDM portfolio's 10-year growth measures
are the best of any of these portfolios. Does that mean
that those growth rates are sustainable going for
ward? Not necessarily; this result could be an artifact
of the method of constructing the model. To construct
this DDM, I used the past 10 years of history as a
prediction for the normalized values going forward.
So, the fact that the DDM portfolio has the highest
growth measures is not much of a coincidence. This
finding certainly argues for care in assessing model
inputs and the biases imparted by those inputs.

Other model biases also show up in these port
folios. The P IB portfolio has the highest book value
growth in the past year; sales growth in the PIS
model portfolio has been the highest in the past year
versus all of the other portfolios; and the P IE-to
growth portfolio has the best recent and forecasted
EPS growth. The P IE portfolio generally exhibits the

©Association for Investment Management and Research

lowest growth record across the board. Because the
market is forward looking, perhaps these companies
are not cheap at all but are properly priced relative to
low expected growth. On the other hand, maybe the
growth expectations are too low because of incorrect
extrapolation of the past. Thus, Table 4 points out two
important considerations: (1) the need to recognize
that the valuation model used, by definition, will
yield certain biases and (2) the need for further com
pany-specific research to understand these compa
nies' potential risks and returns.

Risk, Expectations, and Performance. The
portfolios' risk levels, expectations, and performance
characteristics are shown in Table 5. The P IE and
P IB portfolios have the lowest betas and the lowest
tracking errors (R2) with the S&P 500, but they also
have exhibited the worst earnings trends relative to
current expectations. For the Earnings Surprise Rank
and the Earnings Estimate Trend Rank columns, 100
is considered poor and 1 is good. If the PIE and P IB
portfolios had values of 1 for those columns, they
would be reporting huge positive surprises and
estimates would be going up. So, the P IE and P IB
portfolios have poor earnings trends. In addition, the
stocks in the P IE and P IB portfolios are"down and
out," especially when viewed by their three-year and
one-year performance numbers, although they
started to make a slight comeback in the past three
months. The PIS portfolio is again in the middle. It
has a beta of 1.03, has low tracking with the S&P 500
(0.55), and is neutral on earnings and expectations.
The PIE-to-growth portfolio has the highest beta of
all the portfolios, probably driven by its technology
exposure, but it still has a low R2. Also, the stocks in
this portfolio have gone up the most in the past one
year and three-year periods. The DDM portfolio is a
conservative portfolio, which is reflected in its
performance characteristics.

Tables 1 through 5 illustrate a crucial point: Each
of the traditional valuation measures biases stock
selection in many different ways-from growth his
tory and prospects to operating characteristics, to
recently reported results and stock performance, to
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Table 4. Growth Characteristics of Model Portfolios, September 30, 1997
(percents)

Primary BPS Growth I/BIB/S Estimated EPS Sustainable Growth Sales per Share Growth Book Value per Share Growth
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FYI-Actual FY2-FY1 Next 5 Years
Percent Percent Forecast

Portfolio 5 Years 10 Years Change Change Growth

DDM 20.1 21.2 13.4 14.0 15.7
PIB 6.0 1.2 176.4 20.5 7.2
PIS 6.3 4.6 15,9 29.2 12.9
PIE 12.3 3.1 2.6 14.6 8.1
PIE to growth 33.5 13.9 239 33.2 21.2

FY = fiscal year.

1 Year 5 Years 10 Years

19.8 20.4 22.2
3.6 -1.7 0.0
7.0 62 6.6
4.8 0.1 1.3

14.5 11.0 11.2

1 Year 5 Years 10 Years 1 Year 5 Years 10 Years

14.3 17.2 17.8 10.9 19.4 20.8
7.4 4.1 4.7 24.7 5.4 6.2

17.0 10.8 10.4 15.7 8.6 9.3
6.6 3.6 5.0 21.3 5,8 5.1

14.5 12.3 12.5 11.6 15.5 13.5



Traditional Equity Valuation Methods

Table 5. Risk, Expectations, and Performance Characteristics of Model Portfolios, September 30, 1997
Price Change Relative to

S&P 500

Portfolio Earnings Earnings Estimate
Portfolio Beta R2 Surprise Rank Trend Rank 3 Months 52 Weeks 3 Years

DDM 1.11 0.86 52 49 0.60% 0.07% 8.12%
P/B 0.59 0.48 65 64 2.87 -15.65 -42.11
PIS 1.03 0.55 53 56 7.11 -2.14 -27.70
PIE 0.63 0.53 64 63 1.92 -17.15 -31.18
P/E to growth 1.22 0.57 57 64 -0.62 2.44 28.77

degree of diversification. Analysts and portfolio
managers must recognize these biases, understand
their implications, and use the information as a guide
for further research and insight into specific company
risks and returns.

Fundamental Analysis
In addition to screening the universe of stocks into a
more manageable set, traditional valuation methods
can be used to look for insights into how a company
is priced in the market relative to its factual, historical
record and relative to any predictions about its future
economic performance. This process is typically
called fundamental analysis, and the DDM is an
often-used application in this context.

Growth and Discount Rates. A two-stage
DDM can be used to isolate the valuation impact of
growth and discount rates. For simplicity, assume
that the first stage runs for 10 years and that the
company has growth in excess of the mature growth
rate for that lO-year period. The second stage is the
mature stage; assume that the company will grow at

the average long-term historical earnings growth rate
of the S&P 500 from Year 11 through eternity. This
framework allows an analyst to pose some interest
ing questions regarding the growth and discount
rates that are embedded in an observed stock price.

Suppose, for instance, that the two-stage DDM is
applied to the stock of Microsoft Corporation and
International Paper (IP). On September 30, 1997, as
shown in Table 6, Microsoft's stock price was $132.31
and IP's stock price was $55.00. With second-stage
growth constant at 6.50 percent annually (which is
the S&P 400 Industrials long-term growth rate) for
both companies and first-stage annual growth esti
mates generated by Wall Street of 23.80 percent for
Microsoft and 16.20 percent for IP, the respective
prices would be $132.58 and $33.90. With a constant
discount rate for each company, the DDM framework
allows an analyst to solve for the first-stage growth
rate implied by any stock price. For example,
Microsoft's September 30,1997, stock price implies a
first-stage growth rate of 23.78 percent, only 2 basis
points (bps) off the Wall Street estimate. By contrast,

Table 6. First-Stage Implied Growth Rate Comparisons: Microsoft and
International Paper

Item

Price as of 9/30/97

Price implied by current estimate

Current estimates
Second~stagegrowth assumptionsa

First-stage growth assumptionsb

First-stage growth rate implied by current price
Percent of value in first stage

First-stage growth rate implied by one-half current price
Percent of value in first stage

First-stage growth rate implied by twice the current price
Percent of value in first stage

Microsoft International Paper

$132.31 $55.00
132.58 33.90

6.50% 6.50%
23.80 16.20

23.78 22.67
0.00 25.92

15.49 13.44
0.00 32.22

32.66 32.25
0.00 21.42

Note: First-stage discount rate ~ Beta x Risk premium + Risk-free rate = Stock's current beta x 3 + 6.5.
Second-stage discount rate = Beta x Risk premium + Risk-free rate ~ Stock beta of 1 x 3 + 6.5.

"Based on long-term growth rate of S&P 400 Industrials for the 1963-96 period.
bI/B/E/S mean five-year future growth estimate.
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IP's September 30, 1997, stock price implies a first
stage growth rate of 22.67 percent contrasted to the
Street's 16.20 percent growth estimate. Is IP over
priced? Will it be able to grow for the next 10 years at
a rate nearly 650 bps higher than analysts are expect
ing? At this point, judgment about the model comes
in. What would it take to cut the stock price in half?
What growth rate would be implied? If Microsoft
grew at only 15.5 percent, the stock should fall by
about half. If IF grew at only 13 percent on average
for 10 years, the stock price would be cut in half.
Could the two stock prices double? Holding every
thing else constant, both companies would have to
grow at a rate higher than 32 percent for the next 10
years for the two prices to double. Finally, this anal
ysis shows that none of Microsoft's value is explicitly
derived from first~stage growth because of the
assumption that Microsoft does not pay a dividend
at all in the first stage; however, roughly 20-30 per
cent of IP's value is first-stage based, depending on
which measure is examined.

Table 7 shows exactly the same analysis with
only one change: The first-stage growth rates are held
constant at the levels estimated by Wall Street, and
the second-stage growth necessary to generate spe
cific stock prices is identified. Again, Microsoft is
priced as though it will grow at a rate close to that
second-stage growth rate, as was the case in Table 6.
IP has to grow at a much higher growth rate than
Microsoft (7.89 percent versus 6.49 percent) to justify
the current stock price. A growth rate of 7.89 percent
may not seem high, but this is the second-stage

(infinite) growth rate, and 7.89 percent is a high
sustainable growth rate for infinity. For these two
companies' stock prices to be cut in halt Microsoft
would have to grow at 3.65 percent and IP at 5.43
percent. For their stock prices to double, Microsoft
would have to grow forever at a rate that is almost
1.5 percent, and IP almost 2.5 percent, above the long
term growth rate of the economy.

The same analytical approach can be applied to
solving for implied discount rates, as shown in
Table 8 and Table 9. By holding the second-stage
discount rate constant at 9.50 percent for both
companies and solving for the first-stage discount
rate implied in the given stock prices, one can see an
interesting result. Table 8 shows that the first-stage
discount rate is irrelevant for Microsoft, because all
of the stock price is reflected in the second-stage, or
terminaC value. By contrast, IP's first-stage discount
rate is negative at the current or any higher stock
price, indicating that the current stock price cannot
be justified at any discount rate, given the growth
assumptions.

In Table 9, the first-stage discount rates are held
constant to solve for the implied second-stage dis
count rates. Again, Microsoft is priced in line with the
expectations shown in this table, and IP is mispriced
by almost 130 bps, as measured in the second-stage
discount rate. For the stock prices to fall by halt
interest rates have to rise considerably, but relatively
smaller interest rate declines will allow the stock
prices to double.

Table 7. Second-Stage Implied Growth Rate Comparison: Microsoft and
International Paper

Item

Price as of 9/30/97
Price implied by current estimate

Current estimates
First-stage growth assumptions'
Second-stage growth assumptionsb

Second-stage growth rate implied by current price
Percent of value in first stage

Second-stage growth rate implied by one-half current price
Percent of value in first stage

Second-stage growth rate implied by twice the current price
Percent of value in first stage

Microsoft International Paper

$132.31 $55.00
132.58 33.90

23.80% 16.20%
6.50 6.50

6.49 7.89
0.00 18.54

3.65 5.43
0.00 37.10

7.98 8.77
0.00 9.30

28

Note: First-stage discount rate = Beta x Risk premium + Risk-free rate = Stock's current beta x 3 + 6.5.
Second-stage discount rate =Beta x Risk premium + Risk-free rate =Stock beta of 1 x 3 + 6.5.

aI/B/E/S mean five-year future growth estimate.
bBased on long-term growth rate of S&P 400 Industrials for the 1963-96 period.
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Table 8. First-Stage Implied Discount Rate Comparisons: Microsoft and
International Paper

Item

Price as of9/30/97
Price implied by current estimate

Current estimates
Second-stage discount rate assumptions"
First-stage discount rate assumptionsb

First-stage discount rate implied by current price
Percent of value in first stage

First-stage discount rate implied by one-half current price
Percent of value in first stage

First-stage discount rate implied by twice the current price
Percent of value in first stage

Microsoft International Paper

$132.31 $55.00
132.58 33.90

950% 9.50%
10.34 9.83

nac -7.30
0.00 56.92

nac 32.84
0.00 13.83

naC -18.86
0.00 78.46

na = not applicable.

Note: First-stage growth rate is based on the I/B/E/S five-year future growth estimate.
Second-stage growth rate is based on long-term growth rate ofS&P 400 Industrials for the 1963-96 period.

"Second-stage discount rate = Beta x Risk premium + Risk-free rate = Stock beta of 1 x 3 + 6.5.
bFirst-stage discount rate = Beta x Risk premium + Risk-free rate = Stock's current beta x 3 + 6.5.
cAli value is in terminal value.

Table 9. Second-Stage Implied Discount Rate Comparisons: Microsoft and
International Paper

Item

Price as of 9/30/97
Price implied by current estimate

Current estimates
First-stage discount rate assumptions"
Second-stage discount rate assumptionsb

Second-stage discount rate implied by current price
Percent of value in first stage

Second-stage discount rate implied by one-half current price
Percent of value in first stage

Second-stage discount rate implied by twice the current price
Percent of value in first stage

Microsoft

$132.31
132.58

10.34%
950

9.49
0.00

11.51
0.00

8.19
0.00

International Paper

$55.00
33.90

9.83%
950

8.28
1859

13.44
58.64

7.37
9.30

Note: First-stage growth rate is based on the I/B/E/S five-year future growth estimate.
Second-stage growth rate is based on long-term growth rate ofS&P 400 Industrials for the 1963-96 period.

"First-stage discount rate = Beta x Risk premium + Risk-free rate = Stock's current beta x 3 + 6.5.
bSecond-stage discount rate = Beta x Risk premium + Risk-free rate = Stock beta of 1 x 3 + 6.5.

A similar type of analysis can be used to gain
marketwide insights. The market is currently trading
at a much higher multiple than it has in the past,
causing observers to say the market is expensive. But
other factors have changed from the past as well. In
the past 10 years, ROEs have increased and payout
ratios have decreased, so companies' sustainable
growth rates have ostensibly increased. At the same
time, inflation has declined, which has caused a
decline in discount rates.

These changes might lead analysts to believe that
different growth and discount rates affect the mar-
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ket's PIEs, as shown in Table 10. This example uses
a two-stage DDM to generate the PIEs. Table 10
shows that PIEs get higher as growth rates get
higher, and PIEs also get higher as discount rates get
lower. Thus, one can see that PIE is exponentially,
not linearly, related to growth and discount rates.

Tables 6 through 9 hinted at a key question in
two-stage DDM analysis, which can be addressed by
extending the perspective of Table 10: How much of
the value is locked up in the first stage and how much
comes from the second stage? If investors say that
they want to get their money up front because it is
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Table 10. PIEs as a Function of Growth and Discount Rates

Discount Rates

Growth
Rates 50

/;, 6'Yo 701 8% 9% 10% 11% 12% 13% 14% 15%'0

2% 9.4x 8.5x 7.7x 7.1x 6.5x 6.1x 5.7x 5.3x 5.0x 4.8x 4.5x
3% 110 9.9 9.0 8.2 7.6 7.1 6.6 6.2 5.8 5.6 5.3
4';10 13.0 11.7 10.6 9.7 8.9 8.3 7.8 7.3 6.9 6.5 6.2
5% 15.5 13.9 12.6 11.5 10.6 9.9 9.2 8.7 8.2 7.8 7.5
6% 18.6 16.7 15.1 13.8 12.7 11.8 11.0 10.4 9.9 94 9.0
7% 22.5 20.1 18.2 16.6 15.3 14.3 13.4 12.6 12.0 11.4 11.0
8% 27.4 24.5 22.1 20.2 18.7 17,4 16.3 15.4 14.6 140 13.5
9% 33.4 29.9 27.0 24.7 22.8 21.3 200 18.9 18.1 17.3 16.7

10% 41.0 36.7 33.2 30.4 28.1 26.3 24.7 23.5 22.4 21.5 20.7
11% 50.5 45.2 41.0 37.6 34.8 32.6 30.7 29.2 279 26.9 26.0
12% 62.5 56.0 50.8 46.6 43.3 40.6 38.3 36.5 35.0 33.7 327
13% 77.5 69.5 63.2 58.1 54.0 50.7 48.0 45.8 44.0 42.5 41.2
14% 96.3 86.5 78.7 72.5 67.6 63.5 60.3 57.6 55.5 53.7 52.2
15% 120.0 107.9 98.4 90.8 84.7 79.8 75.9 72.7 70.1 67.9 66.1
16% 149.8 134.9 123.2 113.9 106.5 100.5 95.7 91.8 88.7 86.1 84.0
17% 187.1 168.8 154.4 143.0 133.9 126.7 120.8 116.1 112.3 109.2 106.7
18% 2340 211.5 193.7 179.7 168.6 159.8 152.7 147.0 142.4 138.6 135.6
19% 292.9 265.1 243.3 226.1 212.5 201.7 193.0 186.1 180.5 176.0 172.3
20% 366.6 332.4 305.5 284.4 267.8 254.6 244.0 235.6 228.8 226.4 218.9
21% 459.0 416.8 383.8 357.9 337.5 321.3 308.5 298.2 290.0 283.4 2780
22% 574.7 522.6 482.0 450.2 425.2 405.4 389.8 377.3 367.3 359.2 352.7
23% 719.3 655.1 605.2 566.1 535.5 511.3 492.2 477.0 464.8 455.1 447.2
24% 899.9 820.8 759.4 711.5 673.9 644.4 621.0 602.5 587.7 575.9 566.4

Note: Assumptions for PIE calculation: today's earnings = $1.00; constant payout ratio = 40 percent; growth is over 30 years. A constant
DDM is used to calculate the terminal value with a 7 percent growth rate and a 10 percent discount rate.

less risky, then they would probably want most of
their value to come from the first stage, because it is
more certain than the future second stage. Using the
same assumptions as in Table 10, Table 11 shows that
as either the growth rate or discount rate goes up, less
and less value is created in the first stage, so risk
increases as either rate increases.

Valuation. The valuation question can often be
worked backward more easily than forward. In other
words, determining whether a stock is cheap can be
difficult, but the previous Microsoft and Interna
tional Paper examples illustrated that determining
the implied growth rate that justifies a company's
current stock price is not so difficult.

The same logic can be applied to marketwide
valuation. Table 12 shows various valuation mea
sures for the Nasdaq Composite Index, the S&P 500
as a whole, and the S&P 500 divided into two groups:
the top 25 stocks and the bottom 475 stocks based on
market capitalization. As of this analysis, the entire
S&P 500 was trading at 23.7 times earnings, 3.9 times
book value, and 1.6 times sales, with a dividend yield
of about 1.6 percent. The two growth measures of
interest are the lO-year price-implied growth (PIG)
and the growth duration.

30

The PIG rate asks: What growth rate must this
company (or group of companies in this case) sustain
for the next 10 years to justify its current P IE? The PIG
model simply solves for the annualized growth rate
in the first stage of a two-stage DDM. In the first stage,
company or index dividends are estimated using cur
rent EPS data and the current payout ratio, which is
assumed to be constant. The discount rate is based on
a capital asset pricing model (CAPM) framework,
using a market return of 9.5 percent, a risk-free return
of 6.5 percent, and the relevant company or index
beta. The second stage assumes a 38 percent payout
ratio, constant earnings growth of 6.5 percent, the
same market and risk-free returns, and a beta of 1. The
resultant 10-year PIG rate can be compared with Wall
Street's 5-year expected growth rate. If the company
(or group of companies) is priced so that its PIG is
higher than Wall Street estimates, maybe that stock is
not cheap. If it is priced so that its PIG is lower than
estimates, maybe it is an attractive stock.

For instance, the S&P 500's PIG is 15.8 percent
annually, but analysts say that the S&P 500 will grow
at 13.8 percent annually for the next 5 years, which
suggests that the S&P 500 is currently somewhat
overpriced. But current "cheapness" can be assessed
only in the context of the S&P sao's performance for
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Table 11. First-Stage Dividend Stream as a Percentage of Total DDM Value as a Function of Growth
and Discount Rates

Discount Rates

Growth
Rates 5% 6% 7% 8% 9% 10% 11% 12% 13% 14% 15%

2% 84% 83% 81% 79% 77% 76% 74% 72% 70% 69% 67%
3% 82 80 78 76 74 72 70 68 66 64 62
4% 80 77 75 73 70 68 66 64 62 59 58
5% 77 75 72 69 67 64 62 59 57 55 53
6% 75 72 69 66 63 60 57 55 52 50 48
7% 72 69 66 63 59 56 53 51 48 46 43
8% 70 66 63 59 56 53 50 47 44 41 39
9% 68 64 60 56 53 49 46 43 40 37 35

10% 65 61 57 53 49 46 42 39 36 34 31
11% 63 59 54 50 46 43 39 36 33 30 28
12% 61 56 52 47 43 40 36 33 30 27 25
13% 59 54 49 45 41 37 33 30 27 25 22
14% 57 52 47 43 38 34 31 28 25 22 20
15% 55 50 45 40 36 32 29 26 23 20 18
16% 53 48 43 38 34 30 27 24 21 18 16
17% 51 46 41 36 32 28 25 22 19 17 15
18% 50 45 39 35 30 27 23 20 18 15 14
19% 48 43 38 33 29 25 22 19 16 14 12
20% 47 42 36 32 28 24 20 18 15 13 11
21 OJ,, 46 40 35 30 26 23 19 17 14 12 10

22% 45 39 34 29 25 21 18 16 13 11 10
23% 43 38 33 28 24 20 17 15 12 11 9
24% 42 37 32 27 23 19 16 14 12 10 8

Note: Assumptions for PIE calculation: today's earnings ~ $1.00; constant payout ratio ~ 40 percent; growth is over 30 years. A constant
DDM is used to calculate the terminal value with a 7 percent growth rate and a 10 percent discount rate.

Number of years

long periods of time. For the past 5 years, it has grown
at 18.8 percent; for the past 10 years, 12 percent; for
the past 20 years, 9 percent; and for the past 30 years,
9 percent. So, will the 5&P SOD grow at 15.8 percent
for the next 10 years? This valuation approach allows
analysts to start thinking about that question.

Growth duration measures the length of time
needed to justify the spread between an individual
stock's (or group of stocks') PIE and a given market
wide PIE. The growth duration formula is

(PlEgJ
In PlE

m

where

PIE of the growth company
PIE of the market
forecasted growth rate of the growth
company
dividend yield of the growth company

::::: long-term forecasted growth rate of the
market

::::: dividend yield of the market
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If a company has a higher expected growth rate
and a higher PIE than, for instance, the S&P SOD
growth duration estimates how many years the com
pany's earnings must grow at that expected growth
rate relative to the growth rate of S&P 500 earnings
to be able to justify that P IE. If the answer is many
years, maybe that stock is potentially overvalued. If
the answer is only a few years, maybe it is cheap.

As shown in Table 12, the Nasdaq Composite
Index is about the same "price" as the 5&P 500 except
for its dividend yield and its P IE, which is very
high-almost 75 times earnings. The Nasdaq does
have a 5-year expected growth rate of 21.5 percent,
but it is priced so that it has to grow at about 29
percent. It has grown at that rate for the past 5 years
but not for longer periods of time. Also, the Nasdaq
has to grow at the expected rate for nearly 23 years to
justify its PIE versus the S&P 500.

The 5-year expected growth rate for the two S&P
500 subgroups is about the same for both, but the
group composed of the top 25 market cap has a higher
PIE, 25.4 versus 23.0. In fact, the top 25 group has a
higher P IB, higher PIS, and lower dividend yield.
For the top 25 group, the la-year PIG rate is higher
than the expected growth rate, whereas for the
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Table 12. Traditional Valuation Measures for Various Indexes, September 30, 1997

Trailing S-Year
12-Month Expected
Earnings Dividend Growth 10-Year

Index PIE PIB PIS Yield Rate PIG

Nasdaq 74.7 3.7 1.6 0.5% 21.S% 29.2%
S&P500

Total index 23.7 3.9 1.6 1.6 13.8 lS.8
Top 2Sa 2S.4 5.8 2.3 1.S 13.9 14.3
Bottom 475a 23.0 3.3 1.4 1.7 13.8 12.9

aRank based on market capitalization.

Historical Annualized Growth Rates

Years to Justify
PIE versus

S&P SOO
5 Years 10 Years 20 Years 30 Years (Growth Duration)

729.8% 21.0% 17.7% 9.2% 22.7

18.8 12.3 9.1 9.0
17.0 14.9 11.2 10.2 Never
20.1 10.6 7.6 8.1 -118.7
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bottom 475, it is lower. The bottom 475 companies
have grown faster than the top 25 in the past 5 years,
although they have not grown as fast for longer
periods of time. In terms of the number of years to
justify its PIE relative to the entire S&P 500, the top
25 group will never catch up, because its expected
growth rate is essentially no higher than the S&P 500
as a whole and its PIE is much higher. The bottom
475 group is already cheaper than the entire S&P 500,
which results in the negative growth duration.

Even among companies that most observers
would consider to be "high flyers" are some that may
be overpriced and some that may be fairly priced, as
shown in Table 13. The companies in the overpriced
group, on average, trade at 514 times the last 12
months' earnings, 19.1 times book value, and 24.3
times sales; they have no dividend yield. The 5-year
expected growth rate is about 50 percent, and the 10
year PIG rate is 53.2 percent. Unfortunately, most of
these companies have not been in existence long
enough to have long historical records, which com
plicates the valuation task. The analysis does show
that these companies will need 13 years at a 50 per
cent growth rate to justify their PIEs relative to the
S&P 500.

Although many analysts say that Microsoft, Peo
pleSoft, and Cisco Systems are overpriced, these com
panies in the fairly priced group are trading at only
49 times earnings, 12.4 times book value, and 8.9
times sales, and again, they have no dividend yield.
The 5-year growth rate of 32 percent is much lower
than that of the overpriced stocks, but in fact, these
stocks are priced as though they have to grow at only
23 percent, which is easier to imagine than 32 percent.
Some of these companies do have 5- and 10-year
histories. Microsoft for the past 10 years has been able
to grow at 38 percent, and even for the past 5 years
as a much larger company, it has been able to grow
at 30 percent. Will Microsoft be able to grow at 25
percent as its PIG rate implies? Perhaps. The growth
duration of this group averages 4.6 years, which sug
gests, for companies that are growing as fast as these,
fair or even cheap pricing.
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The companies in Table 14 are those that for the
past 5, 10,20, and 30 years have had growth rates in
excess of 10 percent for each of those time periods.
Some of these companies are overpriced, and some
are fairly priced. The group of overpriced companies
has a PIE of 30.4 times; the fairly priced group has a
PIE of only 18.6 times. The P IB for the overpriced
group is 8.4 versus 4.1 for the fairly priced group; the
PIS is 3.6 versus 1.7. The valuations are almost twice
as expensive on a historical basis for the overpriced
group. The expected 5-year growth rate is about the
same for both groups, but the PIG rate for 10 years is
much higher for the overpriced group. The historical
average growth rates for the overpriced group are
relatively consistent, at 13 percent, but these averages
are quite a bit lower than those of the fairly priced
group, for which the 10-year PIG rate is 10.9 percent
and the expected 5-year growth rate is 13.5 percent.
The growth durations for the companies in the over
priced group are either never (they will never be
cheap) or very, very long (the average is 74 years).
For the fairly priced group, the average is negative,
meaning that these companies are already cheap rel
ative to the S&P 500.

Conclusion
A valuation model is only as good as its inputs, the
fundamentals that have generated those inputs, and
to some degree, the history behind those fundamen
tals. These models generate snapshots in time. The
only output that really matters is change relative to
embedded assumptions. What needs to be done,
then, is to use tools that reflect the underlying funda
mentals and the embedded assumptions, thus allow
ing investors to make rational and consistent
judgments about the likely direction and magnitude
of change and, ultimately, to buy and sell stocks
accordingly. Traditional valuation methods offer
investors such a tool-one· that, like all tools, has
limitations, but one that is also widely applicable and
relatively straightforward.
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~I Table 13. Traditional Valuation Measures for Various High-Flyer Stock~~eptember 30, 1997 tl"J
~

Historical Annualized Growth Rates ~

Trailing 5-Year Years to Justify ~
Ticker 12-Month Dividend Expected 10-Year P IE versus S&P 500 :N

~Symbol Name Earnings PIE PIB PIS Yield Growth Rate PIG 5 Years 10 Years 20 Years 30 Years (Growth Duration) ~
Overpriced

-.
(")
;::,-

PCTL PictureTel 345.8 1.4 0.8 0.0% 28.3% 51.5% 37.8% NA NA NA 25.4 l':l

ABMD Abiomed 90.8 4.4 5.9 0.0 35.0 32.5 NA NA NA NA 8.6 ;:::
l':l..

YHOO Yahoo 1,002.5 20.5 44.0 0.0 64.2 68.5 NA NA NA NA 10.6
~RMBS Rambus 618.1 50.1 46.4 0.0 75.0 60.5 NA NA NA NA 7.8 i.:Average 514.3 19.1 24.3 0.0 50.6 53.2 NA NA NA NA 13.1 l':l.....
0'

Fairly Priced ;::

MSFT Microsoft 49.7 15.2 14.3 0.0 23.8 24.8 30.4 38.5% NA NA 10.6 ~
TLAB Tellabs 39.0 10.6 8.5 0.0 27.4 21.8 76.7 42.5 NA NA 5.0 (")

;::,-

PSFT PeopleSoft 106.7 21.0 10.6 0.0 45.5 34.7 64.7 NA NA NA 6.5 ;::
..E;'

CSCO Cisco Systems 48.1 11.4 7.8 0.0 33.1 24.3 71.9 NA NA NA 5.0 :;:

INTC Intel 23.3 8.7 6.6 0.1 21.4 15.5 42.7 35.9 28.8% NA 0.0 ~

ASND Ascend 27.2 7.3 5.3 0.0 40.3 17.5 NA NA NA NA 0.7
Average 49.0 12.4 8.9 0.0 31.9 23.1 57.3 39.0 NA NA 4.6

NA = not available.

Table 14. Traditional Valuation Measures for Consistent Long-Term Growth Stocks, September 30,1997
Historical Annualized Growth Rates

@
Trailing 5-Year Years to Justify

» Ticker 12-Month Dividend Expected 10-Year PIE versus S&P 500
(J') Symbol Name Earnings PIE PIB PIS Yield Growth Rate PIG 5 Years 10 Years 20 Years 30 Years (Growth Duration)(J')

0
Overpriced(')

§: GE General Electric 28.1 7.0 2.6 1.5% 12.9% 15.3% 13.2% 10.3% 10.6% 10.9% Nevero' PBI Pitney Bowes 24.3 5.8 3.0 1.9 13.0 13.1 11.1 12.0 11.6 12.4 Never:l

Q WAG Walgreen 29.1 5.6 1.0 0.9 14.6 16.6 13.7 13.5 14.7 14.1 234.0

3' WWY Wrigley 33.2 9.1 4.8 1.5 12.4 16.8 13.8 14.3 15.6 11.5 Never
< AUD Automatic Data 27.8 5.5 3.4 0.9 14.7 16.0 14.2 13.9 15.7 18.1 98.6
(1)

KO Coca-Cola 37.0 20.8 8.1 0.9 17.2 19.1 18.2 18.6 14.9 12.7 19.32l.
3 G Gillette 45.0 9.9 4.9 1,0 17,8 21.1 14.5 15.2 14.2 9.2 22.3
(1)

Average 30.4 8.4 3.6 1.4 13.7 15.9 13.2 13.1 12.7 12.1 74.03-
s::

Fairly PricedIII
:l ABS Albertson's 18.3 3.9 0.6 1.8 12.3 10.2 16.8 16.2 16.8 18.1 -23.1III
(0

DOV Dover 19.7 4.9 1.7 1.1 11.2 12.1 27.3 13.8 10.7 14.0 -6.9(1)

3 MCD McDonald's 20,4 3.8 2.9 0,7 13.5 13.1 13.9 12.3 14.0 19.2 -14.2
(1)

3- NB NationsBank 14,7 2.2 2.2 2.1 11.5 8.1 46.2 15.1 10.4 10.7 -30.6
III NUE Nucor 15.4 2.7 1.1 0,8 15.4 10.0 36,7 22,8 11.8 18.0 0.0
:l

MO Philip Morris 15.5 7.0 1.8 3.8 15.7 6.7a- 11.5 13.9 18.2 18.2 0.0
JJ SHW Sherwin-Williams 20.0 3.4 1.1 1.4 11.4 12.0 13.0 11.1 17.4 11.0 -7.2
(1)

HWP Hewlett-Packard 24,7 4.7 1.8 0,8 15.1(J') 16.8 29.7 16.2 13.4 17.2 2.1(1)
Average 18,6 4.1 1.7 1.6 13.5 10.9 24.4 15.2 14.1 15.8 -10.0III

a
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Traditional Equity Valuation Methods

Question and Answer Session
Thomas A. Martin, Jr., CFA

Question: How does the DDM
work if a company pays no
dividend?

Martin: For a company with no
cash dividends, such as Microsoft,
we have to assume that during the
first-stage period of supernormal
growth, the company will reinvest
all of its earnings back into the
company at a high ROE. Then in
the second-stage normalization
process, or maturity process, we
must make assumptions about the
point at which the company will be
mature enough that it decides to
start paying out some dividends,
whatthat rate will be, and how fast
the rate of payout will increase to
reach some normal payout level.
Again, the model makes us explic
itly think about where such a
company is in its life cycle and
what is likely to happen to its
products and its profitability over
time.

Question: What is the role of
beta in these traditional models?

Martin: Beta has no role in the
traditional valuation models, with
the notable exception of the DDM
because the DDM requires the
explicit estimation of a discount
rate. A discount rate can be derived
in a number of ways, one of which
is a CAPM approach. If we are
going to use CAPM, we also have
to use a company beta for each
stock being considered.

Beta also can be calculated in
several ways. Beta is supposed to
be the amount of volatility in the
stock price over some period of
time relative to some benchmark,
but historical betas that are calcu
lated based on price typically are
not good predictors of future betas.
We all want to know what the rela
tionship will be going forward. So,

many analysts have started using
fundamental betas, which are sim
ilar to multifactor models based on
a company's characteristics, such
as debt to equity, sales growth, and
margins. Therefore, ifwe are going
to use a CAPM approach, using a
fundamental beta to calculate the
discount rate probably makes
sense.

Question: Do you use normal
ized earnings in your models?

Martin: A normalized earnings
number is a good starting point in
using a DDM approach. How we
get at that normalized number
probably is the key, and it would
differ for cyclical companies, for
stable companies, and for compa
nies that are currently in distress.
One good approach is to have the
analysts who follow these compa
nies analyze the fundamentals and
try to come up with a normalized
number. Another approach is to
look at what the company has
actually done over some period of
time, such as a full business,
economic, or profitability cycle,
and see if there is some sort of
reasonable basis for making our
own judgment. Large, stable com
panies may lend themselves to
using past results as a good
indicator of the future results
because this approach is less
subject to analyst forecasting error,
but the younger the company or
the more fluid the situation, the
more our judgment will have to
come to bear.

Question: What range of dis
count rates do you use and how do
you apply them to different
companies?

Martin: Most users of the DDM
solve for the internal rate of return

of the company instead of putting
a discount rate into the model and
solving for a dollar intrinsic value.
The need to estimate the discount
rate, which can be a source of
potentially large errors, is thereby
eliminated.

Question: What is your opinion
of price to cash flow and enterprise
value to EBITDA (earnings before
interest, taxes, depreciation, and
amortization) as valuation mea
sures?

Martin: I do not have any real
biases for or against any of the val
uation models. I think that using a
number such as EBITDA is proba
bly better than using a net earnings
number, because what we really
want to get at is the ongoing capa
bility of a company to generate
operating earnings. So, we want to
take out as many "nonrecurring"
and "management/accounting
discretion" items as possible. But
even EBITDA is not immune to
manipulation. The trouble is that
these companies, especially in the
S&P 500, change their businesses
on an ongoing basis. I saw one
study where a substantial portion
of the S&P 500's book value had
been written off over the past 10
years, and that was one contributor
to why ROEs are so much higher
and profitability is so much better
than in the past. Essentially, man
agements made a lot of mistakes,
and instead of depreciating or
amortizing them, they simply
wrote them off all at once and
hoped that the Street would forget
about them. By writing off these
expenses, managements figured
that they had a better chance of
making their earnings estimates
and showing good growth rates
going forward.
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Cash Flow Analysis and Equity Valuation
James A. Ohlson
George O. May Professor of Accounting
Columbia University, Graduate School of Business

Cash flow analysis is not the right approach to all valuation exercises, but a focus on cash
flow does sharpen many aspects of equity valuation. Using cash flow avoids measure
ment problems encountered in using an earnings-based valuation approach, and the
process of valuing a stock can readily be structured around the concept of free cash flow.

Value
FCFs

C ash flow analysis may be generally viewed as
an extension of the dividend discount model

framework with cash flow measures substituted for
dividend measures. In truth, cash flow analysis has
probably been oversold and is not the one right
approach to all valuation exercises. The focus on cash
flow analysis, however, does sharpen many aspects
of equity valuation, and investors and analysts
should have a basic understanding of the insights
provided by an emphasis on cash flows.

This presentation sets forth a general approach
to free cash flow (FCF) analysis, including the justifi
cation for using cash flow analysis and some of the
practical issues and limitations concerning its appli
cation. The presentation also discusses the problems
involved in using an earnings-based valuation
approach and provides an explanation and example
of how to use FCF analysis for stock valuation.

FCF Approach
The basic idea behind any valuation approach is to
estimate the intrinsic value of a company. The first
step is to split the company into operating and finan
cial activities. So, the value of the company's equity is
the present value (PV) of expected FCFs minus the
financial obligations, including any passive financial
assets. Passive financial assets are those assets that are
unnecessary to operate the business, which makes
them conceptually similar to financial obligations:

Value = PV of expected FCFs - Net financial obligations,

where

= intrinsic value of equity
= cash generated by the business,

net of capital expenditures
Net financial = financial obligations (debt)

obligations minus financial assets
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In this approach, the PV is determined by a
discount factor set equal to the company's weighted
average cost of capital (WACC), which in turn, is a
function of the company's cost of equity and after-tax
borrowing cost. The cost of equity is typically
inferred from the capital asset pricing model or arbi
trage pricing theory, which estimate beta, the risk
premium, and the risk-free rate. Also, the PV of FCFs
usually has two components: the PV of annual FCFs
for some specified time horizon, say 7 years or 10
years, plus the PV of the company's "continuing" or
"terminal" value as of the end of the time horizon.

Practical issues of implementation arise with this
approach; establishing the length of the horizon, for
instance, necessarily means that growth issues must
be addressed, and estimating continuing value is
difficult. Nevertheless, the overall perspective is
fairly straightforward: The financial policy is funda
mentally irrelevant. The focus is on the business and
its ability to generate cash. Debts should be deducted
from and financial assets should be added to the
estimated intrinsic value of the business. The intrinsic
value of the business equates the PV of FCFs so that
offsetting the debts and assets yields the value of the
equity. Dividend policy, stock buybacks, change in
leverage-these elements simply change the risk
factor, not cash generation. FCF is the bottom-line
cash generated by the business. That cash is then
distributed to the creditors and the equityholders in
some fashion that depends on the company's finan
cial policy.

Justification for the FCF Approach. Under
the assumption that financial policy is irrelevant, the
FCF approach is entirely consistent with the
dividend discount model, with the economic value
added framework, and in fact, with nearly any other
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valuation approach. FCF has the advantage of being
easy to conceptualize, and it allows the investor to
focus on what is ultimately important about a
company's performance.

Some researchers contend that no alternative to
this approach exists; however, alternatives do exist
that are conceptually the same, although they may
differ at the implementation stage. Researchers also
like to point out that by focusing on FCF, accounting
problems, especially arbitrary measurements and
even manipulations, can be avoided.

The overarching justification for FCF analysis is
the notion"cash is king." The problem is that when
most people think about that phrase, they think it
means that, ultimately, cash is the only component
that counts. The correct perspective is that cash is the
only component researchers can get a handle on that
does not have the potential for measurement error.
Although other property rights are equally impor
tant, they are much more difficult to value. There
fore, the cash-is-king belief for FCF analysis implies
that by focusing on cash, measurement error should
not be a factor, in the sense that the numbers should
not be sensitive to accounting issues; thus, cash is the
only company attribute of long-term relevance.

Practical Questions. The FCF approach, de
spite its obvious advantages, does engender a num
ber of questions. Practical investment work must
always deal with the following specific issues:
• How is FCP defined?
• How is WACC measured?
• How is the horizon determined?
• How is continuing value estimated?
Implicit in these questions are three key issues. First,
forecasting PCPs is a tricky business. Running the
numbers and generating current PCPs are easy tasks,
but adding value is difficult when one engages in
forecasting FCFs, which is what concerns people: "1
am asked to forecast, but I do not have a comparative
advantage, so why am I doing it? Can my forecasts
be meaningful in any analytical sense?" If analysts
have a good understanding of a business and its
management strategy, then forecasting might be a
good idea. But the problem is, if analysts simply have
the company's financial reports and some under
standing from various research reports, they may not
be able to add much value by forecasting.

The second issue is that, in general, most of the
company's value resides in the continuing value,
which can make FCF analysis a somewhat disap
pointing approach. Attempts to estimate continuing
value, in turn, usually take one of two forms. One
approach is to look at the projected PCPs at the hori
zon date and then extrapolate the PCP trend using the
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anticipated growth rate. The second approach, prob
ably used by most analysts, is to assign multiples to
the projected net operating profit after taxes
(NOPAT) at the horizon year. Typically, the value
estimates generated by these two approaches are not
that different, butboth approaches clearly add uncer
tainty on top of uncertainty to the analysis-growth
in the former case, the multiples in the latter. So, an
analyst can engage in detailed forecasting for the next
five years and then,calculate the PV of FCPs only to
find that the PV is dominated by continuing value,
which is itself subject to additional uncertainty. All
these elaborate forecasts for the next few years might
not do much good because their impact on the esti
mated value is marginal. In other words, the detailed
forecasts for the next year or two have virtually no
material impact on the bottom line in terms of the
estimated intrinsic value.

The third and final issue concerning FCF analysis
is that the valuation conclusions are sensitive to the
choice of a discount factor. In fact, an analyst's buy
or sell conclusion depends substantially on his or her
choice of a discount factor as compared with the
market's discount factor. In today's market, for
example, if an analyst tries to value IBM Corporation
using a discount factor in excess of 10 percent, it goes
almost without saying that the recommendation will
be "sell." The analyst's perception of IBM's economic
performance may be optimistic or pessimistic, but
this perception is unlikely to be relevant given a
discount factor of 10 percent or more.

Implementation Problems. Frankly, and per
haps surprisingly, most people's overall experience
in actually using the FCF approach is disappointing.
Typically, two reasonable analysts--equally edu
cated, both with a good understanding of the busi
ness-ean apply the approach and end up with
radically different conclusions. They can make FCF
forecasts, estimate WACC, specify a horizon,
develop continuing values, generate a value, and
perform sensitivity analyses. But how was the con
clusion reached? Why is the market's conclusion dif
ferent from that of the FCF analysis? The biggest
problem is that once a conclusion is made based on
FCF analysis-the stock is cheap or the stock is
expensive-analysts have a difficult time trying to
disentangle how they arrived at their conclusions
compared with the market. Is it because they are
more optimistic or less optimistic? Is it because of
their discount factor? Is it because of their choice of
horizon? Is it their assumption about the continuing
value? What about the definition of FCF? In other
words, nailing down where the conclusion came
from is very difficult.
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As a result of these problems, after analysts try
the PCF approach for a couple of years, they typically
switch to a focus on forecasting earnings. The basic
approach is to try to buy earnings cheaply. This
approach is straightforward in terms of its various
applications. The advantage is that by focusing on
earnings, investors can tell what they are doing dif
ferently from the rest of the market. Checking antic
ipated earnings against the market's anticipated
earnings is easy, whereas comparing anticipated
FCFs with the market's anticipated FCFs is hard
indeed.

Problems with Earnings Focus
Have analysts or investors solved their problems by
moving from FCFs to earnings? Certainly not. In
general, earnings realizations depend substantially
on generally accepted accounting principles
(GAAP), and companies have discretion and can
manage their earnings by using their choice of
accounting principles. Perhaps more importantly,
they can also manage transactions within the
context of GAAP. Investors might suspect, then, that
accounting numbers generally, and earnings num
bers specifically, are not really indicative of the
company's performance. Ultimately, investors are
left with the quality of earnings issue, which
commingles two tricky factors: (1) the company's
real economic activities and the creation of value
and (2) the company's application of accounting
principles and management of transactions.

The general idea is to determine whether the
current earnings are a good indicator of earnings in
the future. The company does not even have to be
acting mischievously to cause distortions; circum
stances may simply create a high quality of earnings
or a low quality of earnings. Even under fairly ideal
circumstances, determining whether current earn
ings are, in fact, closely aligned with future earnings
is difficult. To the extent that EPS mirrors economic
reality, this similarity is often more by chance than by
construction. Some telling examples of the difficul
ties of earnings assessment can be seen in a variety of
accounting principle applications that materially
affect a company's EPS.

Depreciation and amortization. The problems
with depreciation and amortization are fairly well
known. Depreciation schedules are fundamentally
arbitrary. The establishment of expected useful lives
is enormously flexible, which means that when rap
idly growing companies use conservative account
ing, they may have heavy depreciation expenses
early in the assets' lives. Other companies may find
the opposite is true. The result may be a different kind
of depreciation expense relative to the standard def-
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inition of economic depreciation. For example, if an
analyst picked companies at random and looked at
their capital expenditures compared with their
depreciation expenditures, in several cases, a com
pany's depreciation expenses might well be 30 per
cent or more of its capital expenditures, even though
the company is not growing particularly rapidly.
Thus, that company's current capital expenditures
would show up as future depreciation expenses 5 or
10 years down the line. The point is that depreciation
expenses may not reflect in any way the capital
expenditures necessary to maintain a company's pro
ductivity or capacity or size. Depreciation expenses
are a matter of accounting convention, and because
companies can determine useful lives according to
their own conventions, an enormous amount of dis
cretion exists with depreciation and amortization
expenses.

Restructuring charges. Restructuring charges
are the current accounting curse. Companies like to
show earnings growth, and they can do so by simply
taking huge write-offs and converting nonrecurring
expenses into future recurring profits. If this move
does not work to improve earnings, the company can
simply do it a second time, as Kimberly-Clark Cor
poration did recently. Readers of financial statements
often think that they do not need to worry about
nonrecurring restructuring charges on an income
statement because they are nonrecurring. In fact,
when incurring huge restructuring charges, compa
nies will show a significant improvement in the profit
margin.

Gains and losses. Gains and losses are essen
tially the management of transactions and, as such,
are very arbitrary. Gains and losses in themselves are
nonrecurring, but they do have an impact on the
future recurring profit margins. Gains and losses can
be either phased in or accelerated, depending on how
the company structures its transactions. A company
that structures a deal properly can accelerate the gain
or loss relative to that transaction.

Research and development (R&D) expenditures.
R&D expenditures are becoming more and more
important in the U.S. economy. These items are
expensed, so growing companies that have R&D
expenditures will have consistently understated
earnings and apparently high market-to-book ratios.

Postemployment expenses. Postemployment
expenses present specific accounting problems. The
postemployment expenses (pensions and postretire
ment benefits) are quite arbitrary. If a company wants
to decrease or increase expenses by 50 percent, in
general, that change can be readily accomplished.
Fortunately, these items can be found in the footnotes
of the financial statements.
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This litany of potential earnings distortions, by
no means exhaustive, serves to show that earnings do
not provide a trouble-free alternative to FCF analysis.
Accounting earnings are, in fact, sensitive not only to
the application of accounting principles but also to
what may be called the management of transactions.

So, how can analysts and investors move past
these problems to assess the quality of a company's
earnings? The number and variety of suggested
approaches to quality-of-earnings analysis is proba
bly limitless, but certain fundamental issues should
be kept in mind. Analytical techniques can be used to
generate quality-of-earnings ratios, one of the most
useful categories being turnover ratios. If a company
wants to overstate earnings, then it does so by increas
ing the profit margin, but the penalty imposed, so to
speak, will show up in the turnover ratios, which can
be validated analytically or empirically. If a company
shows a decrease in asset-turnover ratios, in general,
that decrease is an indicator that subsequent profit
margins will be lower than current margins.

The footnotes of the financial statements can also
help get at quality-of-earnings issues, particularly as
those notes detail subtleties in the implementation of
accounting principles.

Finally, many, if not most, quality-of-earnings
analyses circle back to FCF analysis; out of frustra
tion, analysts and investors decide to focus on cash
flows, after having determined that only cash flows
are reasonably hard numbers, reasonably free of dis
tortion, and reasonably suitable as a starting point in
valuation analysis.

FCF Analysis for Stock Valuation
So, having corne full circle from FCF analysis and its
difficulties through earnings analysis and its distor
tions, the idea is that FCF analysis can be used to get
at a company's value and thus its stock value. This
approach should not be used to replace traditional
equity valuation techniques but, rather, as a supple
ment: a good starting point for trying to understand
a company's current market value and possibly
whether its stock is overvalued or undervalued. A
simple but fairly comprehensive FCF analysis can be
conducted in five discrete steps.

Estimate Current FCF. The first step is to esti
mate the current FCF. Many analysts think that if they
want to estimate a company's FCF, they need to look
at the cash flow statements; however, the cash flow
statements are not needed. The best answer to the
problem of how to estimate the current FCF is to
define FCF as NOPAT minus the change in the book
value of invested capital:

FCF = NOPAT - ~ Invested capital.
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NOPAT uses a bottom-up, rather than top-down,
approach that starts with net income. Then, any
adjustments for foreign currency translation need to
be made to get comprehensive income. Next, any
interest incurred on debt, net of interest earned on
cash and marketable securities, is added; as a practi
cal matter, this net interest can be imputed on the
basis of an estimated average after-tax cost. Trying to
find the net interest after taxes in the line items is
rarely worth the effort, and using a figure such as 4
percent after taxes introduces error that is absolutely
minimal.

Invested capital is the book value of equity plus
preferred stock plus current and long-term debt mi
nus cash and marketable securities. This calculation
can be extended to include accounts receivable and
accounts payable to get even more-comprehensive
results. If the change in invested capital were not
included in the definition, FCF would be simply op
erating earnings after taxes.

The important insight in this step is that when
the current FCF calculation is completed, the result
ing number is not sensitive to accounting principles.
The company may use FIFO or LIFO inventory valu
ation, straight-line or accelerated depreciation, or
other accounting approaches. The choice fundamen
tally has no impact on the derivation of the current
FCF. On the other hand, the FCF result depends
heavily on both the company's intrinsic profitability
and its intrinsic economic growth.

Estimate Anticipated Growth in FCF. The sec
and step is to estimate the anticipated growth in
FCFs. The focus must be on sales and the growth in
sales; determining the changes in profit and profit
margin is too difficult an accounting calculation, one
that relies on complicated aspects of a company's
business. Focusing on sales is based on the idea that
a company's long-term FCFs are anchored in long
term sales trends that extend from current and recent
sales experience. Furthermore, the growth in
invested capital should not be materially different
from the current growth in sales. If it does, then some
adjustments may be appropriate, because growth in
invested capital often serves as a leading indicator of
future growth in sales. A reasonable, albeit subjec
tive, measure of anticipated growth in FCF puts a
one-third weight on recent growth in invested capital
and a two-thirds weight on recent growth in sales.

Infer Expected Return on the "Unlevered
Firm."After estimating the current FCFs and the
anticipated growth in FCFs, the present value of the
FCFs can be calculated as

1 + Growth
PY of FCF = r _ Growth (Current FCF),
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where r is the expected return or discount factor. This
equation is essentially the constant-growth dividend
discount model with FCF substituted for dividends.

The discount factor cannot be assumed but,
rather, needs to be inferred: What is the anticipated
return given the current FCFs and the anticipated
growth rate? The proper procedure is to look at cur
rent FCFs, visualize future growth, and try to infer
the implied return on that kind of investment as
follows. The value of the firm is equal to the market
capitalization of equity plus net debt, which in turn,
should be equal to the PV of the FCFs:

Value of the firm = Market capitalization of equity
+ Net debt

= PVof FCFs.

Realizing that the value of the firm equals the PV of
FCFs allows the anticipated discount factor, r, to be
inferred:

I + Growth
Value of the firm = r _ Growth (Current FCF),

and
CurrentFCF

r 0: Growth + (l + Growth) Value of the fIrm

Current FCF
= Growth + Value of the hrm

(
Current FCF )

+ Growth Value of the hrm .

Thus, the anticipated return is a function of the antic
ipated growth, the current FCF, and the value of the
firm (unlevered). In this calculation, however, the
value of

(
Current FCF )

Growth Value of the £Irm

is virtually always immaterial, so the anticipated
return is equal to the anticipated sales growth plus
the cash yield of the company, or

Current FCF
r = Growth + Value of the £Irm'

Therefore, by picking a growth rate and looking at
the current FCFs relative to capitalization, the
expected future return, r, can be determined, given
that the current market price is considered valid. It
follows that r can be used as part of a buy/ sell deci
sion: A relatively high r suggests a buy signal, and a
relatively low r suggests a sell signal.

Calculate Levered r. The fourth step is a fur
ther refinement of the general procedure: calculating
the r value for the levered rather than the unlevered
firm. The expected return on equity relates to the
previously derived r, but adjustments are required to
reflect the existence of leverage.
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Equity-r = r + Leverage x [r - BC(AT)),

where

Equity-r =expected return after adjustment for
leverage (i.e., expected equity return)

r = expected return on (unlevered) firm
Leverage = Net debt/Market value of equity
BC(AT) =after-tax interest (or borrowing) cost

(4 percent)
These calculations are routine. If a company has
leverage, then the implied return on an equity invest
ment will be higher, depending on the borrowing cost
and the extent of the leverage.

Relate Equity-rto Risk. The fifth step is a final
refinement to make some kind of implicit risk adjust
ment. One approach is to run regression models that
use beta to explain the inferred equity value. The
residuals can then be examined as indications that a
stock is overvalued or undervalued. As an alternative
procedure, an analyst may simply compare Equity-r
with some direct assessment of the appropriate
benchmark for a company's equity risk. For example,
if an analyst is comfortable that a reasonable risk
adjusted discount factor should not exceed 8 percent
for a company and the implied Equity-r equals 10
percent, then the analyst should also be comfortable
with a buy decision. Regardless of approach, the
message is that somewhere in the overall process, a
risk adjustment needs to be made, and adjusting for
risk is probably the last step, given that it is very
difficult and exceedingly subjective.

Whatever the risk adjustment method used, the
point of risk adjustment is clear. Given that the
implied Equity-r equals X percent, does X percent
look attractive relative to the analyst's perception of
the underlying risk and relative to other opportuni
ties available? If two firms are deemed equally risky,
then the one with the larger Equity-r makes the better
investment. Furthermore, if two firms have approxi
mately the same Equity-r, then the one judged to be
less risky makes the best investment.

FCF Example
An example can help illustrate the simple yet com
prehensive nature of PCP analysis. Table 1 is from
Colgate-Palmolive Company's December 31, 1996,
annual report. The focus here is entirely on Steps I, 2,
and 3, which are reasonably objective in nature and
thus generalizable. Steps 4 and 5 would require more
subjective judgments on the part of the individual
analyst performing the analysis. (For this particular
company, it also turns out that Step 4 is unnecessary
because the leverage is immaterial.)
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Table 1. Colgate-Palmolive Financial Statement Data, December 31, 1996
($ millions except as noted)

Item

Sales
Percent annual growth

Growth in 5 years

Annual average (geometric)
Growth in recent 3 years
Annual average (geometric)

Common stock equivalents
Preferred stock
Long-term debt
Short-term debt
Deduct: Cash
Deduct: Marketable securities

Invested capital
Percent annual growth
Growth in recent 3 years
Annual average (geometric)

Net income
Preferred dividends

Net income to common stock (NICS)
Adjustment for comprehensive earnings

Comprehensive NICS
Net interest expense (after tax)"

NOPAT
Change in net invested capital

Free cash flow

Percent annual growth

12/96 closing price ($)

Number of shares
Market capitalization
RNOA
RNOA(CO)

ROCE
ROCE(CO)

1996

8,749.00

5%
25%

6%
15%

7%

1,641.40
392.70

2,786.80
282.70
248.20
59.60

4,795.80

3%
35%
16%

635.00
21.40

613.60
(21.70)

591.90
110.47
723.77
139.20
584.57

(167)%

46.125
294.27

13,573.20
16%
15%
42%

41%

1995

8,358.20

10%

1,276.30

403.50
2,992.00

241.40
208.80
47.80

4,656.60

31%

172.00
21.60

150.40
(73.70)

76.70
119.07
217.37

1,091.80
(874.43)

7%
5%

11%

6%

1994

7,587.90

6%

1,414.50
408.40

1,751.50

207.90
169.90
47.60

3,564.80

1993

7,141.30

1992

7,007.20

"4 percent (debt minus cash and marketable securities).

Source: Based on data from Colgate-Palmolive Company 1996 annual report.

• Step 1. NOPAT for 1996 is calculated as
$723.77 million, starting with net income and adjust
ing for foreign currency earnings and financial items.
The invested capital is the sum of the book values of
equity, preferred stock, long-term debt, and short
term debt less cash and marketable securities. The
change in invested capital from 1995 to 1996 was
$139.20 million. 1996 FCF was, therefore, $584.57 mil
lion ($723.77 million - $139.20 million).

• Step 2. In 1996, sales were $8,749.00 million;
the five-year average growth trend in sales has been
6 percent; and the three-year trend has been 7
percent. A reasonable range for growth in sales,
therefore, is 5 to 8 percent. This range also corre
sponds, at least roughly, to the growth in invested
capital.

• Step 3. The market capitalization of equity at
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the end of 1996 was $13,573.20 million. Net debt was
$3,154.40 million ($4,795.80 million - $1.641.40 mil
lion). Colgate-Palmolive's value, then, was $16,727.60
million ($13,573.20 million + $3,154.40 million). The
1996 FCF was $584.57 million, so the company's cash
yield was 3.5 percent ($584.57 million/$16,727.60 mil
lion). With an expected growth rate of, say, 7 percent
(from Step I), then, the unlevered return r becomes
10.5 percent (7 percent growth + 3.5 percent cash
yield).

This analysis makes clear that an investor's
expected return has two components: growth and
cash yield. What a company does not generate in
growth it must generate in current FCF. What it does
not provide in current FCF it must provide in
growth.
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Conclusion
FCF analysis provides a useful and relatively simple
starting point for equity valuation. The approach has
several limitations, however, including one shared by
all valuation techniques: Estimating growth, which is
at the heart of the matter, cannot be avoided and can
never be other than subjective. The analyst or inves
tor who can systematically estimate growth with pre
cision has a powerful advantage indeed. But for the
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vast majority who do not have that advantage, FCF
analysis can still organize a thought process that links
the company's performance with that of its stock.
FCF analysis can be refined in many ways, but in its
purest form, it has a virtue not shared by all valuation
approaches: FCF provides the simplest possible pic
ture of the potential benefits from investing in a
company.
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Question and Answer Session
James A. Ohlson

Question: Why do you exclude
changes in working capital from
your calculation?

Ohlson: It is not excluded! Re
member that I am working back
ward, so to speak, from the entire
balance sheet. Remember also that
debits equal credits; thus, the
change in invested capital from a
financial perspective must, by
construction, equal the change in
invested capital from an operating
perspective. One can use either
approach, of course. The number
will always be the same as long as
we are comprehensive and mutu
ally exclusive in the treatment of
the line items in the balance sheet.

Question: How can the FCF
approach be applied to a rapidly
growing small company that is
generating negative cash or to a
company that is acquisition driven?

Ohlson: It cannot be applied
very well in the case of rapid
growth and negative cash. When
ever we try to value a company that
has a growth factor in excess of the
discount factor, we will have very
difficult problems, because no
growth rate can exceed the discount
factor forever. Somewhere along
the line, we have to make a call as
to when that growth rate is going to

level off, decline, and ultimately go
below the discount factor. Even this
approach to the growth problem
does not completely solve the
problem ofhow to value a currently
negative cash generator. This kind
of case always poses daunting
valuation problems.

An acquisition-driven com
pany poses similar problems: If I
believe that acquisitions are going
to change a company's intrinsic
economic profitability, then I am
saying that the current financial
statements are not going to help me
anticipate and understand the
future financial statements. To the
extent that the current statements
cannot give me a sense of the future
statements, I have no or little basis
for the FCF approach. That limita
tion, I would argue, applies to any
valuation approach.

Question: How do you justify
using these methods, which are
long-term oriented, when Wall
Street is so short-term oriented?

Ohlson: The way I think about
all of these valuation techniques is
that they are neither engineering
approaches nor the right or best
approach. They are just different
schemes to organize our thinking.
I think it is dangerous to look for
the Holy Grail of valuation. That

level of certainty is not there, and it
is never going to be there. Some of
the key parameters that we have to
put into any of these models are too
close to figments of the imagina
tion to take the models that
seriously.

Question: Is cash flow truly
independent of the accounting
method used?

Ohlson: Yes. If you calculate
FCF the way I outlined, it does not
depend on the depreciation ex
pense. Why? Because, on the one
hand, depreciation expense has an
impact on NOPAT and, on the oth
er hand, depreciation expense has
an impact on the change in invest
ed capital. The two impacts are
precisely offsetting, as are the ef
fects of other accruals, such as pen
sion expense. There are exceptions,
of course, such as executive com
pensation options, but in general,
accounting problems do not arise
when we calculate FCP. The excep
tions refer to transactions in which
capital contributions and deduc
tions are improperly measured.
Options are one example, and the
accounting for employee stock
ownership plans is another. It is
rarely worth the effort to try to
straighten out these items, al
though it can generally be done.
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Using EVA in Equity Analysis
Alfred G. Jackson, CFA
Director of Global Research
Credit Suisse First Boston

Few analytical methods can contribute more than economic value added (EVA) to the
task of picking stocks that outperform the market. EVA addresses a wide variety of key
valuation questions for a company, ranging from whether capital is used efficiently to
which business segments create value.

T he mission of investment professionals is to pick
stocks that outperform the market. Few, if any,

methods pick stocks as well as economic value added
(EVA) analysis, in which EVA is defined as the differ
ence between a company's net operating profit after
taxes (NOPAT) and it's cost of invested capital. Simply
estimating and studying EVA can enhance analysis in
many ways. This presentation discusses using EVA to
determine whether the incremental return on invested
capital (ROIC) exceeds the weighted-average cost of
capital (WACC), whether capital is used efficiently in
the company, whether high-return businesses subsi
dize low-return businesses, which geographical
regions of a company's operations add value to that
company, which business segments exceed a com
pany's WACC and create value, and finally, which
stocks are likely to outperform the market.

Return on Invested Capital
From an operating perspective, invested capital is the
sum of net assets (net working capital plus net prop
erty, plant, and equipment plus goodwill plus other
assets) a company uses; from a financing perspective,
invested capital is the sum of capital invested (total
debt plus deferred taxes plus other liabilities plus
preferred stock plus common equity) to fund assets.
Other modifications to invested capital are certainly
possible; for example, at Credit Suisse First Boston,
we make about 15 different adjustments to invested
capital for certain companies in certain industries to
reflect such items as capitalized research and devel
opment costs and accumulated goodwill amortiza
tion. We also add back write-offs; that capital may
have disappeared for generally accepted accounting
principles or for purposes of calculating EPS, but it is
still in invested capital.
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The incremental return on invested capital is a
function of the return generated, defined as NOPAT
(Sales - Operating expenses - Taxes) for a given
period relative to the difference between the invested
capital used at the beginning of that period and the
period-ending invested capital. One word of caution
is in order: ROIC frequently displays big swings from
year to year; a three-, four-, or even five-year average
gives a more accurate sense of real trends in a com
pany's incremental ROTC than a one- or two-year
average.

ROIC is a leading indicator of stock price perfor
mance, especially in turnaround situations, and the
recent stock price performance of Wal-Mart Stores is
a good case in point. During the 1990-96 period, Wal
Mart's EPS continued to grow strongly, but its
ROIC-the capital that is used in the business on the
margin-declined dramatically, from 25 percent in
1990 to 6 percent in 1996. Analysts should have
looked at ROIC, not EPS, when the stock price
reached a new high in 1993, and they should have
asked what was wrong with Wal-Mart, not what was
right. Although Wal-Mart stock appreciated more
than 6,000 percent from 1981 to 1993, by the early
1990s, Wal-Mart was clearly not using capital effec
tively on the margin, and as early as 1991, EVA would
have shown that Wal-Mart stock would underper
form the market for the next several years. If analysts
had used an EVA analysis of Wal-Mart in 1990, they
would have seen that the stock price implied that the
company's ROIC would exceed its WACC by 700
basis points (bps) for the next 17 years. Half of the
value in that stock price was to come from things that
the company had not yet done. Clearly, these were
untenable implications, and in fact, during the 1991
96 period, Wal-Mart's stock price depreciated at a
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compound rate of about 3 percent, at a time when the
market was appreciating dramatically.

The reverse is true at Procter & Gamble, where
ROIC increased from 1.5 percent in 1991 to 24 percent
in 1996, with especially dramatic increases in 1992
and 1993. Procter & Gamble's stock price had a com
pound growth rate of about 22 percent during the
1991-96 period. EPS, however, did not rise accord
ingly, and EPS growth only began to catch up with
the returns in capital later in that five-year period.
The lesson is that ROIC, not EPS, is a leading indica
tor for whether a stock will perform well. For both
Wal-Mart and Procter & Gamble, EPS gave a mislead
ing signal. EPS growth was strong at Wal-Mart and
masked a deteriorating ROIC situation; EPS growth
was weak at Procter & Gamble and hid an improving
ROIC situation.

Capital Efficiency
Comparing a company's ROIC with its WACC for a
given period provides insight into that company's
capital efficiency. A company's WACC is the
weighted cost of its invested capital; the cost of debt
is a function of market yields, and the cost of equity
can be determined in a capital asset pricing model
framework. During the 1989-94 period, CPC Interna
tional and Kellogg Company each invested nearly $1
billion in capital expenditures, but they achieved
markedly different results. CPC's stock price in that
five-year period went up 42 percent, and Kellogg's
stock price went up 79 percent. The telling contrast
was the growth in Kellogg's NapAT compared with
that of cpe. In that five-year period, Kellogg's
NOPAT increased $150 million; CPC's NOPAT
increased about one-third of that amount-$55 mil
lion. Why? Kellogg's ROIC far exceeded its WACC,
by almost 400 bps, whereas CPC was actually using
capital at a negative return. How efficiently a com
pany uses its capital determines how well its stock
performs; because of the dramatically different levels
of capital efficiency, no one should be surprised that
CPC's stock went up only 42 percent while Kellogg's
rose 79 percent.

Gateway 2000 and Dell Computer Corporation
both sell made-to-order personal computers (PCs) to
consumers and businesses. At the beginning of the
1995-97 period, Gateway and Dell were essentially
identical companies, at least on a financial basis. Cap
ital turnover (annual sales divided by average stock
holder equity) at both was about 9 times, and
working capital turnover, which reflects the amount
of working capital needed to maintain a given level
of sales, was 10 times at Dell and 15 times at Gateway.
Gateway's turnover ratios were unchanged by 1997,
although Dell's capital turnover increased to 31 times
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and working capital turnover increased to 85 times,
which led to a dramatic increase in operating mar
gins. Both companies were in a business that the
market favored, but Dell's stock price appreciated
12.5 times during the period and Gateway's stock
price appreciated only 3.5 times. Again, how effi
ciently capital is used, in this case Dell's remarkable
turnover of capital, directly affects stock price.

Subsidization
EVA can also show whether the large profits of one
division are subsidizing the poor returns of another.
In the 1989-94 period, General Mills was essentially
in two businesses-food and restaurants. The food
business earned 75 percent of the company's total
profit and realized a 23 percent return on invested
capital; the restaurant business earned only 25 per
cent of the company's profit and a 7 percent return
on capital, but it received nearly 50 percent of General
Mills's total capital expenditures. This situation illus
trates cross-subsidization gone the wrong way; EVA
would have shown early on that the high-return food
business was subsidizing the low-return, no-growth
restaurant business. Finally, management at General
Mills split the company into two parts. The restaurant
business, renamed Darden Restaurants, became an
independent company; it cut capital expenditures
dramatically, reduced spending on experimental con
cepts, used cash flow much more effectively, and in
general, no longer spent money as freely as when it
was subsidized by the food business.

Operations by Region
EVA can be used to look at various operations by
geographical region. epe International, with fran
chise brand names such as Knorr soup and Hell
mann's mayonnaise, established a huge presence in
European markets, and many analysts thought
Europe to be the crown jewel of CPe. In 1993, for
instance, Europe represented 30 percent of operating
income generated at CPC, and an analyst looking only
at CPC's operating income in 1993 would have said,
"Europe is a pretty good business-3D percent oper
ating income, great brand names. It is probably a
value driver." In fact, Europe was a value destroyer
for CPe. European operations realized an economic
profit in 1993 of -9 percent; in other words, Europe
destroyed 9 percent of the value at this company in
1993. By contrast, CPC's North American business,
although it had only 45 percent of the operating prof
its, accounted for 75 percent of the value creation. So,
the North American business created value and the
European business destroyed value. Combining oper
ating income with the capital that is used in the busi-
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Note: Value is measured as enterprise value divided by incremen
tal capital.

Value investing. The left-hand side of Figure 1
reveals companies with relatively low returns and
low valuations; the question is: Will returns, and thus
valuations, improve? Unocal serves as a good exam
ple. In the context of Figure I! Unocal had low returns
and low value several years ago! but the company
planned to reduce its capital expenditures in certain
businesses and invest more money in its international
gas businesses. Selecting Unocal then was a good
move; the company's returns improved! and so did
its valuation.

Growth investing. Companies at the far right
hand side of Figure I! such as Microsoft Corporation!
represent high returns and valuations; the questions
now are: Can this company continue to have high
incremental return? Can this company sustain those
returns? Perhaps a company with a return of 20 per
cent is substantially undervalued; the analyst needs
to ask what catalyst would actually force that com
pany back toward the average valuation for that level
of return. Conversely, if a stock is substantially over
valued, the analyst needs to ask what could go wrong
to make that company revert to the mean.

Figure 1. Value versus Return Framework
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ness, being sure that each operation is charged for the
capital it uses, gives a much different picture of value
from what would be seen by simply looking at earn
ings or the operating income from any division.

Business Segments
EVA is useful for examining a company's various
segments. For example, in 1995, 75 percent of Compaq
Computer Corporation's sales came from nonserver
businesses, but the server business represented 76
percent of Compaq's value creation. The server ROIC
was about 63 percent, and the PC ROIC was about 16
percent! both compared with a WACC of 15 percent.
Compaq was a server company! not a PC company!
and to recommend the stock as a PC stock would have
been misleading. Only when Compaq's management
began to free up the capital in the distribution system
of the PC business! where no value was being created,
did the stock begin to look attractive to our analyst.
The EVA approach pushed management and inves
tors alike to ask where Compaq's value was really
being created and when problems in the PC business
would be addressed.

The Compaq analysis also illustrates the diffi
culty in estimating a divisional cost of capital, in this
case for the server business. Obviously, the divisional
WACC is not in the annual report or 10-K, but our
analyst at Credit Suisse First Boston pieced together
information from a variety of sources, arrived at a
WACC estimate! and told Compaq's chief financial
officer (CFO) that that estimate would be published.
Faced with that eventuality! most CFOs will give the
analyst a good sense of whether the WACC estimate
is reasonable.

Finally, EVA can be used to help select stocks; such is
the case in a value dynamic framework used at Credit
Suisse First Boston. That framework, a subset of
which is depicted in Figure 1, is a database of about
600 companies. We compare a company's value with
its ROle. Essentially, higher ROIC values result in
higher market values for the company. Figure 1 sim
ply indicates a strong correlation (R2 is 74 percent)
between ROIC and value; the higher the returns, the
higher the value. Because it ties stock price to ROIC!
the framework represented in Figure 1 is particularly
useful when combined with traditional fundamental
analysis. For example, Figure 1 suggests that both
value and growth investors can use EVA to pick
stocks.

Conclusion
The analytical uses of EVA run the gamut from
returns on incremental capital and capital efficiency
to subsidization and segment analysis. For the invest
ment professional, no use is more important than
stock selection, and EVA indicates not only the value
of a stock today but also what that stock can be worth
in the future. Almost every firm on Wall Street uses
traditional measures-PIE! EPS growth, and the
like-to analyze companies. These measures do not
even begin to tell the story in stock valuation; the full
story is available only with the use of EVA. Fortu
nately, EVA is a suitable analytical tool to bring to
bear with nearly all industries and the vast majority
of companies.
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Question and Answer Session
Alfred G. Jackson

Question: What is the time
frame of EVA? Has it shortened
management's time perspective?

Jackson: Implied in the ques
tion may be the notion that,
because EVA is measured every
year, management has only a one
year expectational horizon. A true
EVA system, fully implemented,
builds in a long time horizon; even
EVA-based compensation is typi
cally paid out over several years, so
management cannot hide from its
mistakes. There are several good
examples of firms that have
successfully implemented EVA for
the long term. Briggs & Stratton
has used EVA for eight years, and
stock prices have performed rela
tively well in that period; Equifax
has used EVA for seven years, and
changes in the company have been
clear as it has gone through the
various stages of implementation.

Question: Is the change in direc
tion of EVA more important than
the level?

Jackson: Yes. A company going
from negative to positive catches
the investor's attention more and
has a greater effect on the stock
price, at least in the short term,
than does going from positive to a
bit more positive.

Question: How have your cli
ents accepted EVA? Will accep
tance and adoption of EVA ever be
widespread?

Jackson: Our clients, ingeneral,
have accepted it very well, proba
bly because we use EVA not for the
numbers that come out of the
model but for what the model tells
us-an understanding of compa
nies and their business models. A
positive or negative EVA is a very
interesting data point, but EVA's
main contribution is to give
analysts and investors a better
understanding of the business
model. The more we can under
stand about where a company is
going, the better investment deci
sion we can make.

Will it be universally accepted
on the sell side? Absolutely not. We
now have most of our analysts
using this tool to look at the com
panies that they cover, but my
sense is that most sell-side firms
have not even begun that process.

Question: What adjustments in
culture and organization are neces
sary for a company adopting EVA?

Jackson: The companies that
have had the biggest problems
adopting EVA are those that do so
in name only. For instance, man
agement says EVA has been
implemented, but the compensa
tion system is still based on EPS or
some measure of return on assets.
Unless the CEO and the board
agree to full implementation and
actually follow through, little good
will come of the effort. Domtar, a
Canadian paper company, is a
good example. It implemented

EVA in 1995, had terrific results,
and banked big EVA bonuses for
future payout to employees. In
1996, results were very poor, and
management reduced the EVA
bank accordingly.

What the employees said to the
company was,I/Quantitatively, we
didn't do that well. But we did
those qualitative things you asked
us to do, and you're not paying us
for it. You're even taking it out of
the EVA bank." So, Domtar's man
agement, in its enthusiastic imple
mentation, set up employee
expectations in the first year but
took a step back from the program
in the second year. Companies may
well fear that, if they turn their
entire compensation system over
to EVA, they are captive to a model
or a framework they cannot con
trol, but full and persistent imple
mentation is the key.

Question: Does the use of EVA
deter capital investment?

Jackson: I hope it deters ineffi
cient capital investment, that it
penalizes companies that invest
their capital at returns below their
WACe. EVA should stop those
acquisitions that are destroying
value, which some financial stud
ies suggest may include two-thirds
of all acquisitions consummated.
EVA can add an aspect of rational
ity to corporate management.
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New Methodologies for Equity Analysis
and Valuation
Patrick O'Donnell
Chief of Global Equity Research
Putnam Investment Management

Based on sound theory and with clear advantages over traditional measures, present
value methodologies for equity valuation offer investment firms the potential for making
better valuation judgments. Widespread use of present value methodologies is likely but
not assured; they are complex, sometimes difficult to implement, and often threatening
to entrenched investment cultures.

T he single most important change taking place
today in equity research may well be the global

ization of the scope of research departments. Equity
research groups are increasingly responsible for val
uing stocks in a wide range of markets-from emerg
ing markets to the more efficient major markets-and
for making cross-market comparisons. Globalization
is taking place in the traditional growth and value
styles of investing but is also spawning new kinds of
investment products. These changes pose exciting
challenges for analysts, who must find ways to deal
with the increased level of complexity they face in
valuing stocks around the world.

This presentation discusses two of the new
equity valuation methodologies-economic value
added (EVA) and discounted cash flow (DCF)-that
have particular appeal in global analysis. These two
approaches and their growing multitude of brethren
might loosely be termed present value (PV) disci
plines. This presentation focuses on the reasons that
those methodologies are attracting attention, what
they have in common, their advantages and disad
vantages compared with traditional valuation mea
sures, what potential benefits they offer, what
implementation problems they pose, and what the
future may hold for their use.

Appeal
Over the past few years, the subject of value has seen
increased coverage in books and articles in top-flight
academic journals. This increase was spurred by the
1991 publication of G. Bennett Stewart's book The
Quest for Value. As shown in Figure I, the number of

48

LEXI5-NEXIS citations on EVA alone has increased
from 3 in 1990 to nearly 300 as of December 1997.

The new methodologies are being marketed by
consulting and accounting firms and have been well
received by the global corporate world. Corporate
managers during the 1980s became sensitized to the
fact that their jobs, stock options, and economic for
tunes were jeopardized whenever the public market
placed a low price on the assets entrusted to them.
Since then, managers have become very receptive to
any discipline or methodology that will help them
show investors that they have improved the eco
nomic returns on the assets that they manage.

The new methodologies lend themselves to
assessment of a business manager's success. EVA, in
fact, was primarily invented as a tool for managers;
the subtitle of Stewart's book is A Guide for Senior
Managers. EVA makes sense as a tool for company
managers, who can apply it consistently across the
operating divisions in their firms and who have
access to detailed financial statements that permit
creation of accurate cash-based financial statements.

Modem theory has outgrown the old approaches.
Finance professors have in some instances stopped
teaching the valuation yardsticks of the previous
generation, such as P/E, price-to-sales (P/5), and
return-an-equity approaches. In fact, Putnam Invest
ment Management recruits heavily from one business
school where the students are not allowed to discuss
P/E but, rather, only the results from PV methodolo
gies. This change is symptomatic of an ongoing
evolutionary trend, both in academic circles and
among practitioners, toward new methodologies. The
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Figure 1. Number of EVA Citations in LEXIS-NEXIS, 1990-97
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old methodologies focus on earnings-based measures,
with some consideration of yield; 5 or 10 years ago, the
dominant valuation approaches included PIE, PIS,
and among a distinct minority of practitioners, the
dividend discount model (DDM). The new methodol
ogies focus much more carefully on the creation or
destruction of value; they emphasize the future
benefits from investing capital now. The PV
calculations permit analysts to value the cash flows
from a firm as it now exists and from its use of cash
and its financing capability, whether that capability is
used to expand the business, repurchase stock, or pay
dividends.

Such an approach is based on rather abstract
assertions: The basic raw material of industrial capi
talism is capital, and the basic product of industrial
capitalism is enhanced capital; industrial capitalism
is itself a transforming engine that takes capital and
makes it more valuable. Less abstractly, a successful
firm turns raw materials into cars or refrigerators or
microchips. The process is driven by labor and cre
ativity. (Indeed, creativity is the principal capital in
knowledge-based firms.) Analysts spend much of
their time trying to figure out how firms, the engines
of capitalism, work and whether the market is put
ting the right price tag on the firm relative to its real
economic value. This "real economic value" is easy
for a professor to describe as "the present value of all
future cash returns to shareholders," but it is a dev
ilishly tricky number for analysts to calculate, which
is where the PV methodologies help.

The PV approaches have several common com
ponents: (1) a period of forecasted cash flows, (2) a
period of forecasted maturation or reversion to mean
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economic returns (expressed as cash flows), and (3) a
discounting factor that consists of the risk-free rate
plus an equity risk premium plus some adjustment
for the riskiness of the firm. The technical applica
tions of various PV approaches vary, but in essence,
the discount rate is the functional equivalent of the
cost of capital.

The PV approaches provide a transparent frame
work within which the analyst can work and, equally
importantly, can present his or her thinking to col
leagues. The forecast period, as we implement the
process at Putnam, is five years, for which the analyst
creates a demand model for a company's products,
leading to a revenue model and a cost model, which
helps forecast operating income. A cash flow model
extends from the model of business operations. The
critical issue to be addressed in cash flow is the
analyst's estimate of management's use of cash avail
able for reinvestment or for payment to shqreholders,
either in the form of a direct dividend or via stock
repurchase.

The new PV approaches borrow heavily from
some of their predecessors. The DCF method might
be seen as an evolutionary successor to the old-style
DDM. The concept of present value is, of course, not
new, neither is the idea of expecting a business to earn
a satisfactory return on capital. The EVA and DCF
disciplines do, however, focus analysts' attention
explicitly on economic earnings, rather than on
accounting earnings, and on the productive use of
capital, rather than on the growth of reported income
per share. These disciplines are also more systematic
and sophisticated than the ratio approaches (i.e., PIE
and PIS) but, admittedly, at the cost of being more
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labor intensive. In addition, the PV approaches force
disciplined thinking and conscious evaluation of
appropriate discount rates. Significantly, they pro
vide a lens to look through various accounting sys
tems at underlying real economic phenomena.

Finally, with dollars pouring into equity manag
ers and Widespread underperformance, the pressure
has increased to find a "competitive edge," and the
new methodologies offer that promise, at least in
theory. They are not a "magic bullet" or the next
"genie out of the bottle," but they do offer a frame
work by which to maintain consistency and disci
pline in a valuation approach that focuses on
enhancing the value of capital. It is, one easily imag
ines, confidence inspiring for a client to know that an
asset manager is bringing his or her creativity to a
promising valuation discipline.

Commonalities
These new disciplines, first and foremost, share as a
common focus the cost of capital and adjusted return
on capital, which is a simpler concept than it is some
times made to sound. Imagine that a firm is borrow
ing money from a bank at a specified rate, or "rent."
The bank has set the rate to reflect its required return
and its assessment of the risk that it will not get its
money back. The process is analogous to the equity
market's setting of a rate for a firm's cost of equity
that reflects investors' consensus expectations for the
firm's prospects. The equity market might require a
15 percent return from a technology company whose
cash flows it believes are more uncertain than those
of a food company, which it charges a notional rent
that is more like 10 percent.

Imagine that an analyst's work leads to the
insight that, for example, a large technology com
pany has rather predictable cash flows, even though
it is generally regarded as having substantial expo
sure to the business cycle. Using a DCF approach, the
analyst might use a lower risk premium for that
company 'than the market seems to be using. If the
analyst is right, the rewards, in terms of investment
outperformance, can be huge. The PV disciplines can
lead to insight that gives the investor a competitive
advantage over other investors who are simply using
a PIE approach. Both methods ultimately depend on
subjective judgments, but the PV approaches make
the valuation decision a more multidimensional one.

The PV approaches also all share a rejection of
accounting measures based on generally accepted
accounting principles (GAAP) or any of the various
national accounting standards. They all basically
move toward a cash-based view of a business. Several
rely on some kind of proprietary, idiosyncratic, or
unique approach to adjusting reported financial
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statements. Many of these methodologies are sold as
commercial services and rely on proprietary data
bases (i.e., historical data that have been reformulated
to be consistent with the discipline that is being sold).

The vendor-supplied methodologies, because
they use a PV approach to valuing future returns, do
not take analysts out of the forecasting business,
although they will typically provide a "naive" set of
forecasts. Without exception, however, these disci
plines rely on forecasting future cash flows and
returns, which can be provided by the client analyst.

The PV approaches also rely on a risk adjustment
factor, which is where the various approaches may
be differentiated to some extent and where the con
troversies still reside. The risk adjustment factor may
be termed the cost of capital or the discount rate.
Theory says the three components of the discount
rate, or the risk adjustment factor, are (1) the risk-free
rate, (2) an equity risk premium, and (3) a company~
specific risk premium. Practitioners who have been
applying the PV approaches have raised all sorts of
interesting analytical questions, none of which chal
lenge the basic validity of the approach but which do
have some implications for the way in which a DCF
is applied in practice.

Some experienced investors, for example, ques
tion whether an equity risk premium actually exists.
"Are stocks inherently riskier than bonds," they ask,
"simply because they have returned more than bonds
for as long as statistics have been kept?" Finance
theorists have asserted that the outperformance of
stocks means the market has required a higher return
from stocks than bonds. Those of a more practical
bent argue that the historical record simply illustrates
that stocks are a better investment than bonds over
time. Whether one uses an equity risk premium actu
ally makes little practical difference, because most
participants in the money management business are
trying to rank stocks according to relative attractive
ness. As long as analysts are consistent in using dis
count rates, even leaving out an equity risk premium,
such relative rankings should be logical.

Another controversy focuses on whether the
company-specific risk premium should be set by
using the capital asset pricing model and beta. Use of
a historical beta implies that risk equals volatility. But
is that implication true? Perhaps risk is represented
by the statement, "I am sorry, Ms. Smith; I lost your
money," but volatility is represented by the state
ment, "Ms. Smith, I hope you were not planning to
pay the rent this month with that money." Perhaps a
time value of money exists in equity valuation and
risk assessment that is too often ignored. Resolving
these questions-how to define risk and whether to
use historical or prospective risk measures-is an
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important part of using the new methodologies;
fortunately, the methodologies themselves provide a
good framework for the discussions that are so
critical to resolving the questions.

Finally, the new methodologies, by their very
focus on future benefits, share an explicitly longer
term view of a firm's prospects than do the more
traditional measures. Ratio analysis tends to depend
heavily on historical norms and can easily miss
changes taking place in companies, as well as the
valuation implications of those changes. Because the
PV approaches require explicit forecasting of impor
tant future variables for several years, at a minimum,
they almost force the analyst to have a greater reli
ance on future rather than present results.

Advantages and Disadvantages
Although the new methodologies offer substantial
advantages over traditional, multiples-based ap
proaches, they also carry some disadvantages.

Advantages. First, they provide a consistent
and clear framework for valuation. Therefore,
growth and value analysts, large-capitalization and
small-capitalization managers, domestic and global
investors-all can talk at the same time about the
same critical variables. Second, the new methodolo
gies do not depend on GAAP financial reporting.

Third, the financial inputs are consistent, allow
ing more-realistic company-to-company, industry
to-industry, and cross-border comparisons. The final
advantage, which is potentially the most substantial
but also the most difficult to make reat is that these
disciplines can make the relationship between
expected or forecasted returns and the fair price for
the stock quantifiable, specific, and sometimes even
transparent. The primary advantage of PV-based
disciplines, in fact, is the ability to say that a given
asset is intrinsically undervalued, overvalued, or
fairly valued.

Disadvantages. These new methodologies
require detailed, explicit analyses and forecasts cov
ering several periods, say five years, and thus are
labor intensive and expensive. At Putnam, the ongo
ing additional expense probably amounts to the cost
of several full-time-equivalent analysts. Another dis
advantage is that for some investment approaches,
these disciplines do not provide a lot of help; for
instance, these methodologies do not give much
insight with respect to momentum or sector rotation,
and they can be difficult to apply to very high
growth, small-cap companies. For such companies,
which often rely on a single product or limited range
of products, the investment and valuation decisions
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are binary: If the product fails, the stock is certainly
overvalued; if it succeeds, forecasting the degree of
success can be very difficult but the stock is more
likely to be undervalued. The final disadvantage is
that these disciplines do not provide any better final
protection against self-deception than the old meth
ods; an analyst's biggest enemy is her or his own
illusion of expertise. These disciplines, with their
elegant theory and myriad adjustments, can look
very official, almost canonical, and the possibility
arises of making a substantial cognitive error by
ascribing truth where it does not in fact exist.

Benefits for Investment Firms
No investment firm would need any help if it were
consistently good at understanding how companies
were improving or degrading their use of cash and
available financing for projects, stock repurchases, or
dividends. In addition, no investment firm would
need help if it could consistently understand when
companies were improving or degrading their returns
from existing assets, either by improving those assets
or by making capital-allocation decisions-starving
assets of capital or selling them off.

But most, if not all, investment firms have their
ups and downs in these processes, and using the new
methodologies offers potential real benefits. For
instance, they can help in diagnostic screening. One
of the biggest challenges in the investment business
is improving the "signal-to-noise ratio," and the first
step for a firm is deciding which stocks analysts
should investigate out of the universe of more than
40,000 traded stocks in the world. Eliminating all the
stocks that do not trade well and the ones that are
semi-private reduces the set to about 5,000 or 6,000.
Another cut that reflects the investment firm's large
cap products might reduce the set to 2,000 stocks
not a huge number, perhaps, but all firms have lim
ited resources, especially of time and mind, that must
be allocated well. These new disciplines can effec
tively screen and sort stocks based on financial
returns and identify important changes that should
consume analytical resources.

The PV methodologies can also help in the rela
tive valuation of a large number of stocks. Key input
decisions still must be made (consensus forecasts,
proprietary data, etc.), and forecast accuracy should
always be a source of humility, but these disciplines
allow valuations to be made for a large universe and
for multiple time periods.

Additionally, these disciplines can help us as
analysts communicate better with our colleagues. If
we were all so smart that we could do this analysis
alone, we would not come to work. In fact, we come
to work to make each other smarter, and the new
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methodologies provide a framework for the discourse
that will make us smarter-a way for people to talk
consistently and productively with each other and to
collaborate across style and other boundaries. These
PV disciplines do not eliminate conflict. We actually
get smarter by having conflict-by not agreeing with
each other and then by changing our minds. Unlike
pure strife, which jeopardizes cognitive processes,
conflict can expedite insight. These approaches are a
rational way of dealing with productive conflict.

All decisions are ultimately based on judgment,
but sometimes these new disciplines can identify
deeply embedded prejudices and potentially critical
problems that would otherwise be left implicit. For
example, the statement "Food stocks never sell for
more than eight times earnings" looks only at a PIE
multiple with no way to relate that value to an EVA,
a DCF, or even a DDM context. An analyst who
looked at a company's expected revenues, use of
corporate cash, and asset allocation and who con
cluded that a food stock was undervalued would
have ammunition with which to argue against the
multiples-based assertion. Unspoken beliefs are dan
gerous to the valuation process, and these new meth
odologies help make such beliefs explicit.

A new framework can also help run better
"what-if" modeling. Given a specific company cost
of capital, for example, the implied growth rate being
assumed by the market can be isolated. Analysts who
have focused solely on Intel's P IE have missed the
importance of the durability and persistence of Intel's
growth. Certain companies can reinvent product
lines extremely well, and Intel has been such a com
pany. For an analyst looking at Intel, the belief in the
persistence of high returns may be entirely justified,
not because of any multiple but because of the
implied growth rate that derives from demonstrated
results. Many u.s. companies with some of the best
trademarks in the world are getting more and more
of their growth from outside the United States. The
new methodologies can be helpful in forcing the
analyst to make at least a reasonable estimate of how
long those trademarks, such as Coca-Cola or
McDonalds or Disney, will continue to support
above-average revenue and cash flow growth.

Implementation Problems
The biggest problem with implementing these new
disciplines is that humans resist change, and institu
tional structures tend to reinforce that resistance.
Because institutions are collections of individuals,
getting institutions to think in different and new
ways is very difficult. Few investment or brokerage
firms have adopted these new methodologies as a
consistent platform or even as part of a consistent
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platform. Rather, organizations tend to have islands
of intensely loyal users of one or the other of the new
approaches, which is probably the way these disci
plines will gradually meld into the infrastructure of
at least some buy-side firms. Many firms will not
adopt these new methodologies at all; the apparent
complexity of the new approaches is by itself enough
to discourage some people, as is the lack of institu
tional will at the top of the organization.

Another difficulty is embedded in the sociology
of the investment management business. A belief
exists, certainly driven more by the media than by
data, that some individual managers of large
amounts of money consistently produce higher
returns because of superior intelligence and intu
ition. If that belief were ever true, it would certainly
not be true in these days when numerous money
managers have vast amounts of money to manage.
Statistics that track the number of managers who
outperform the broader averages over some number
of years indicate that such people are extremely rare.
Because of the persistence of this belief, however,
people hold on to the old view of the 1960s gunslinger
cowboy manager who will shoot the lights out, knock
out all the competition, and take all the fees. Given
the historical reverence for individualism, this belief
will probably die only slowly. Until it does die com
pletely, these new methodologies, which obviously
do not rely solely on the intelligence or charisma of
individuals, will face resistance.

Finally, the new methodologies pose true techni
cal problems that can be difficult to solve. For exam
ple, setting a discount rate in a country such as the
United States can be mind-numbingly difficult, even
though it appears straightforward. Trying to set a rate
in markets outside the United States and trying to
make cross-border rate comparisons can cause down
right panic and despair. Comparing the Netherlands
with Mexico with the United States, for example, is
very difficult. The decision context must also be taken
into account: Is the decision to allocate assets to Mex
ico, for example, or has the asset allocation already
been made and is the decision simply to find the three
cheapest, most liquid stocks in Mexico? In either case,
what is the appropriate risk-free rate? Should the
same rate be used for both decisions? These technical
questions and problems do have a positive side, how
ever; they force the analyst to focus on the right issues.
From a competitive standpoint, addressing the issues
that are at the forefront of the valuation process trans
lates eventually into a competitive advantage; in the
investment business, small incremental understand
ing can result in a very big payoff, and solving, or
even simply discussing, these problems inevitably
results in greater understanding.
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Future Uses
The new methodologies will increasingly be deliv
ered to buy-side organizations by Wall Street or will
be adapted by sell-side firms and sold in a propri
etary format. A trend is already beginning for Wall
Street firms to intermediate some of these methodol
ogies. For example, Goldman, Sachs & Company is
developing its own EVA-based database of hundreds
of companies and has indicated that its whole cover
age universe will soon be available in an adapted
EVA context. Credit Suisse First Boston also is using
an EVA approach. More and more of the sell-side
firms will have models in which users-the buy-side
person, the client, for example~can enter growth
rates and cash flow estimates and conduct their own
analyses. This proliferation of models will be a boon
to users but will also create a new problem: Whose
EVA is to be trusted? Users will need enough knowl
edge of these methodologies to be intelligent con
sumers.

In the hands of dogmatists, these methodologies
will fail. They provide a very useful valuation frame
work, but as with all methodologies, some people do,
and will, get carried away by the pure intellectual
elegance of these models. These tools are much better
and more finely calibrated than those available in the
past, but any tool, including these, used wrongly will
still wreck the project. Very small errors in forecast
ing growth or in the discount rate can, and will,
overwhelm the accuracy of other inputs and, more
importantly, the insights gained about changes going
on in an industry. Unfortunately, some people will
believe that these new methodologies are so wonder
fully systematic that they will tend to try to overuse
them rather than to see them as simply one more
heuristic, one more aid to discourse. The forecasts on
which these methodologies are based are not good
enough to provide surgical precision in making val
uation decisions; rather, the aim should be to find the
stocks that are substantially overvalued and substan
tially undervalued. If an analyst's fundamental
insights are good and the inputs are right, that big
mass of slightly mispriced stocks in the middle does
not have much information content and is not worth
thinking about. If these approaches permit us to be
more correct than the market about the magnitude
and direction of change, they will justify their use,
even if they do not give us the precise value of a
specific company.

Maybe the biggest evolutionary step for the new
methodologies, and for the thinking they encourage,
is that they are going global and will continue to do
so. Communications technology and capital market
sophistication have narrowed the spreads in global
bonds in the past decade. The bond market is much
more commoditized now than it was 5 or 10 years
ago. The same is currently happening in global equity
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markets. Overseas, equity ownership is becoming
more common: Governments are privatizing, more
people are buying and selling stock, and the world
outside the United States is becoming more equity
literate. Corporate managements are listening to con
sultants who are spreading the message of EVA and
kindred proprietary approaches around the world.
Those investment professionals who have a high
functional literacy rate in these new diSCiplines-who
read the books and do the homework~willbe able
to interview managers better. Analysts interview
managers in the United States more thoroughly~ask
much more detailed questions-than they did just a
few years ago simply because of increased insights
into what truly drives business activity and the return
on capital. The same process will happen outside the
United States. The new methodologies create a com
mon language and value set for companies within
and outside the United States.

This global evolution comes with one caveat: Big
regulatory hurdles must be overcome. In the Nether
lands, for example, stock repurchase is not allowed.
Much of the insight gained from these methodologies
presupposes corporate management's ability to
make free and unconstrained capital-allocation deci
sions; stock repurchase is one such decision. These
methodologies will reach their full potential globally
only when regulatory artifices are eliminated.

Finally, if these new methodologies work and
are widely adopted, they will, of course, eventually
be arbitraged out of the market, but such widespread
adoption is not likely in the foreseeable future. More
likely is the case of enthusiastic wholesale adoption
on the part of a few firms and an informal adoption
of the general philosophy and mindset on the part of
many firms. These disciplines are merely tools; they
may make capital markets a little more efficient over
the next few decades, but the impact will be small and
incremental.

Conclusion
The PV methodologies for equity valuation~DCF,

EVA, and others-are commanding much more atten
tion in investment circles, for good reason, than they
have in the past. They are based on sound theory, have
clear advantages over traditional valuation measures,
and offer investment firms real potential benefits.
They also, however, can be cumbersome compared
with traditional measures, can pose implementation
problems, and can threaten entrenched investment
cultures. Their future Widespread adoption, although
likely, is not assured. In the end, good decisions will
always be based on the use of good tools to form good
judgments; these new methodologies are improved
tools for better valuation judgments, resulting in
clearer and more efficient decision making.
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Question and Answer Session
Patrick O'Donnell
Joe Joseph1

Question: What methods did
you consider when you designed
your proprietary valuation model?

Joseph: Ours is a collection of a
number ofdifferent PV approaches.
We started with a very simple DCF
approach; as the analysts got better
at using it, it generated a lot more
questions-some theoretical, some
practical. We also looked at a num
ber of commercial providers who
used different variations of an EVA
approach or a cash flow return on
investment approach. So, we have
used what we think is the best of
literature and practice and adjusted
for shortcomings that were data
base specific or the result of issues
ofmarket positioning. Forexample,
the sales franchise method2 has
another form called "incremental
threshold margin." We have been
using that approach to separate
how much of a company's value
comes from existing businesses and
new businesses.

O'Donnell: We decided early on
that we would not wait for a
utopian valuation formula. So, we
just used what was available,
hoping we would get better at the
process as we used it. Indeed, the
development process became iter
ative; every time somebody ran
into something that was counterin
tuitive or posed an implementa
tion problem, the discussion and
solution made the model better.

1Joe Joseph, Mr. O'Donnell's colleague
and deputy director of global equity
research at Putnam Investment Man
agement, joined him for the Question
and Answer session.
2See Mr. Leibowitz's presentation,
pp.56-63.

Joseph: That process is still
iterative. When we started apply
ing the model in some of the newer
emerging markets, such as Malay
sia, many new issues arose: How
long does it take for rapidly
changing economic conditions to
be reflected in a company's cost of
capital? What is a company's
competitive advantage period in
rapidly developing economies? So,
we are still learning and changing.

Question: Do your analysts
make adjustments to a company's
financial data?

Joseph: We began with the
traditional EVA based on starting
book value, so we had to make
many accounting adjustments. We
have moved away from that
system to a complete cash-flow
based system, so we look at cash
invested in the business and
calculate the incremental return on
that cash.

O'Donnell: We do not like book
value. The knowledge that a
company has a $1 billion modern
factory has little, if any, informa
tion content from a valuation
standpoint. We tend to look at
everything in terms of the present
value of the cash-on-cash returns,
which is especially useful in
evaluating companies outside the
United States.

Question: Does the necessity of
these accounting adjustments sug
gest that standards boards should
rethink some of their positions?

Joseph: Today's financial state
ments are mixing up historical
based accounting and PV-based
accounting, and the whole balance

sheet is a "stew" of questionable
numbers. All I ask for is a savings
type account: How much capital
has management put in the busi
ness? How much capital has
management taken out? Today's
accounting statements do not let us
get at that picture, which is why we
have to spend hours adjusting
those statements.

Question: EVA predicted cor
rectly IBM Corporation's fall in the
1980s, but it missed its turn in the
1990s. Is EVA better at the top or at
the bottom ofa price move?

O'Donnell: Forecasts, not tools,
predict moves. If you use a
forward-looking discipline with
the right forecasts, it will anticipate
events. The hammer should not be
blamed if the nail does not go in
straight; it was the carpenter's
fault. If you make the wrong
forecast of sales and profits, you
will miss the event, but that is the
fault of the "carpenter," not the
"tool." Therefore, the answer is
that EVA is better when forecasts
are better, whether at the top or
bottom of a price move.

Question: How do you apply
these new methodologies, espe
cially EVA, to fast-growing small
companies, such as venture
capital-financed or negative cash
flow companies?

Joseph: With EVA, you are
trying to forecast how long a
company can earn relatively high
incremental returns, how long it
needs to invest, and what kind of a
competitive advantage period it
has. You can do that analysis just
as easily for a fast-growing small
company as for a slow-growing
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mature company. The more diffi
cult issue is with venture"'Capital
type companies, where the success
of a company is a function of
whether a product succeeds or
fails. In that case, you might have
to rely more on certain types of
option valuation techniques. In
other words, if the product suc~
ceeds, then you are in the money,
butifit does not, then you have lost
your exercise price, which is the
stock price today.

O'Donnell: Those of us who
used DDMs 20 years ago remem
ber how they always seemed to
favor value stocks over growth
stocks. The DDM was fairly
neutral, but I think we as humans
were reluctant to make the kinds of
forecasts that justified the valua
tions for some of the fast-growing
companies. There was a bias, but
the bias was in us, not in the model.
I think that in some technology
companies, you do not need. to go
through an BVA-type process
because the investment outcome is

binary; that is, certain kinds of fast
growing technology companies
will either succeed or fail. The
detailed projections and concen
trated analysis necessary to do
EVA analysis correctly is probably
not justifiable for a $200 million
company.

Question: What role does beta
play in your model?

Joseph: We do not use beta. The
first problem with beta is that it is
all backward looking. Second,
companies that have stock prices
that appreciated much faster than
the market also have much higher
betas, which does not mean that
those companies are more risky.
So, some of the beta logic simply
does not work. What we try to do
is identify the relative predictabil
ity of a company's cash flows. In
other words, if we have a range of
stocks, how predictable are the
companies' cash flows? We do not
care what the stock price does
relative to the market. We are

trying to assess relative predict
ability of the cash flows. So, we
have a ranking mechanism that
incorporates three factors that
seem to us to affect cash flows:
leverage, size, and industry (both
within and across industries). We
cannot precisely quantify the
weights of these three factors,
which is why we rely on the
analyst's judgment.

O'Donnell: We tend to think like
a lender. You trust me to manage
your money. I turn around to the
company and say, "I am going to
give you this money, and here is
the rate at which I am going to
charge you rent on it, because here
is what I think you can do in terms
of paying me back." That process
essentially describes how we set
discount rates. Ifwe think that the
cash flow is very secure and very
predictable, whatever the reported
earnings, we expect that we will
have to lower risk premiums
relative to the other stocks.
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The basic franchise value (FV) approach separates the value of a company into tangible
value and franchise value, which are driven by current and future earnings. The sales
driven FV model recasts the two components in terms of current and future sales,
resulting in an orientation that offers several advantages compared with traditional
valuation approaches.

T he ideas behind franchise-value (FV) analysis
are not much different from those of many of the

other new approaches to firm valuation. Many of
these new approaches are grounded in present value
(PV) and dividend discount model (DDM) frame
works. In one form or another, they all get at cash
flow analysis, and the FV approach is no exception.
What is different is how the FV approach parses out
some of the components that determine the value of
the firm. This presentation begins with the basic FV
approach, which was published in the monograph
Franchise Value and the Price/Earnings Ratio, and con
tinues with elaboration of the sales-driven FV
approach, published in the monograph Sales-Driven
Franchise Value.1

Basic Franchise-Value Approach
The basic idea of franchise value is that the value of a
firm can be separated into two components, as shown
in Figure 1. The first component is tangible value
(TV), nottangible value in an accounting sensebutthe
source of value that is embedded in the business that
already exists-in the profits from current business. If
no new fundamental investments are made, what will
be the value of the business? The second component,
the franchise value, addresses the question: If future
new investments are made, what will be the value
generated from those new investments? The FV turns
out to be a function of profitability, the magnitude of

1 Martin L. Leibowitz and Stanley Kogelman, Franchise Value and
the Price/Earnings Ratio (Charlottesville, VA: The Research Founda
tion of the Institute of Chartered Financial Analysts, 1994); and
Martin L. Leibowitz, Sales-Driven Franchise Value (Charlottesville,
VA: The Research Foundation of the Institute of Chartered
Financial Analysts, 1997).
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future investment opportunities, and the capital costs
associated with those opportunities.

The simple result, in terms of the total or intrinsic
value of the firm, is the sum of the TV and the FV:

Intrinsic value, P = Tangible value (TV)
+ Franchise value (FV).

Tangible Value. Tangible value is the capital
ized profits from the current business. If one could
look beyond simple earnings to come up with that
elusive but critical number, the normalized earnings
power, and then discount that number at the discount
rate appropriate to the risk of the firm, the result
would be the firm's TV. More specifically, the TV is
the firm's book value times the normalized current
return on equity (ROE) divided by an appropriate
capitalization rate:

TV = Capitalized profit from current business

_ Normalized current earnings, E
- Discount rate, k

_ (Normalized current ROE, r) x (Book value, B)
- k

rB
= k'

In other words, the TV is the rate of return on the
existing business times the book value divided by the
discount rate; this expression for TV assumes that a
stream of earnings has been created from the current
business that will essentially go on forever.

Franchise Value. The key measure in FV is the
return above and beyond the cost of capital, and the
key question is how a company can extract that
return. The answer is that the company has to have
something special. If a company simply makes a

©Association for Investment Management and Research



Sales-Driven Franchise Value

Figure 1. Franchise-Value Approach

regular investment, that company should earn the
cost of capital for the particular risk it is taking. To be
able to get any FV at all, investing is not enough; the
company has to invest and get an excess return. What
creates that extra return? Perhaps the company has a
better distribution system than its competitors. Per
haps the company has a patent or licensing arrange
ment. The company must have something special
that is not given to just anyone who happens to have
available capital. That something is a franchise.

A firm's FV consists of three factors: the present
value of future investment opportunities, a normal
ized excess ROE, and a capitalization factor.

FV = Capitalized future profits above and beyond
the cost of capital

(Present value of future opportunities, PVop,
to invest at new ROE, R)

x (Normalized excess ROE, R - k)
x (Capitalization factor, II k)

= pvopx(R;k)

The first factor is the PV of the firm's future invest
ment opportunities: how much fresh money the firm
can put usefully to work. That PV is multiplied by the
second factor, R - k, which is the return that will be
received in excess of the cost of the capital. Essen
tially, one can envision a stream of opportunities that
is growing over time. The firm is investing in each of
those opportunities and creating a series of future
earnings from each of those investments. It can be
shown that this product reduces the excess earnings
to an equivalent constant payment that would be
received annually in perpetuity. This annual pay
ment is then multiplied by the capitalization factor,
11k, to provide a simple present value equivalent of
the far more complex actual stream of excess profits.

Estimating PVop is admittedly difficult; to be
tractable, it must be put into a simpler framework.

Firm
Value

One approach is to view it as a growth factor. Essen
tially, the opportunities for investing in the future,
which create the future book of business in PV terms,
correspond to some factor, G, times the current book
value, B:

PVop == Growth factor x Book value

= GxB.
For example, with perpetual growth at a constant rate
g, the growth factor G takes on the form

G=~.
k-g

The growth factor approach is quite general, how
ever, and can represent the present value of virtually
any pattern of growth, no matter how complex. With
this growth factor in hand, the FV calculation
becomes simpler: FV is the growth factor times the
current book value times the excess earnings capabil
ity factor:

FV = GXBX(R;k)
The PIE in Franchise-Value Terms. Franchise

value theory actually began by trying to understand
PIE from an analytical point of view. Academic lit
erature tends to focus on PV-most of the Modigliani
and Miller work was done in terms of PV-and rela
tively few academic studies focus directly on PIE. In
the world of practice, however, PIE dominates. Peo
ple use, and misuse, PIE every day in every way. FV
provides a way of looking at PIE in terms of the
discount rate, the ROE on new investments, the ROE
on old investments, and the growth factor, which
represents the range of opportunities for such new
investments.

A deeper understanding of the pervasive PIE
can be obtained by parsing out the value sources
using the FV framework. The first step is to express
the PIE in terms of the TV and the FV:

PIE = TV;FV.

TV is the normalized earnings divided by the dis
count rate. So, when TV is divided by the earnings,
£, the result is 1 over the discount rate:

TV I
E = ".

Going through the same division process for the FV
term results in the excess earnings factor times the
growth factor times a book-to-earnings ratio:

F; = (R;k)XGX~.

Because earnings can be expressed as the current
(normalized) ROE, r, times the book value, B,

E= rB.

Capital
Costs

Magnitude
of

Investment
Opportunities

"Franchise
Value"
from

Future
Investments

/I~
Profitability

Profits
from

Current
Business
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FV divided by earnings can then be expressed as

FV ;;;; (R -k)x G x!
E k r

;;;; (Rr~ k)x G.

Bringing these results together enables the PIE to be
expressed as

I (R -k)PIE;;;; k+ ~ xG.

The first term is the reciprocal of the discount rate, 1I k.
The factor (R - k)lrk, which we call the "franchise
factor," represents the PIE increment generated by
each present value dollar of new investment opportu
nities. The growth factor, G, reflects the present value
magnitude of projected investment opportunities per
dollar of current book value.

This model enables investors to distinguish the
return that they are earning on the existing book of
business, r, from the return that they will get on their
new business opportunities, R. This distinction is
important for several reasons. The return on the old
book of business may be distorted by all kinds of
accounting considerations as well as many historical
legacies; it certainly does not represent the fact that
investors can freely choose their new investment
opportunities and thus should be able, under fairly
general circumstances, to obtain a higher ROE on
those investments. That is, in general, R should be
bigger than r.

Sales-Driven Franchise Approach
The sales-driven franchise approach, an elaboration of
F\T, arose from a consideration of international invest
ing. One can envision a world where globalization is
taken to its ultimate extreme. This world does not yet
exist, and probably never will, but companies in such
a world could manufacture products anywhere, which
would create an equalization of the cost of goods man
ufactured. The real issue would then be what kind of
sales these companies can generate and at what profit
margins, both in terms of their current business and
their future business. This idea prompted changing the
basic driving variables in the FV framework from
earnings to sales. Thus, the sales-driven approach has
the same kind of breakdown-eurrentbusiness versus
future opportunities-as the original FV approach, but
as shown in Figure 2, the focus is now on the profit
margin on sales and the magnitude of the future sales
relative to current sales, with capital costs still an inte
gral part of the formulation.

The focus on sales makes sense in several ways.
At a basic level, sales are more fundamental than
earnings to a company's true value. Sales are less
vulnerable to accounting distortions, and to a large
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Figure 2. Sales-Driven Franchise Approach

Firm
Value

/ ~
Profits Franchise
from Profits

Current from
Sales Future

Sales

/ I ~
Profit Magnitude Capital

Margin of Costs
Future
Sales

extent, companies in the sarile business can be com
pared in terms of their sales and margins on a much
more direct basis. So, there are many advantages to
looking at companies in terms of their current sales,
the opportunity for generating future sales, and the
current and future margins that can be extracted from
those sales.

Tangible Value in Sales Terms. Translating
TV, the currentbusiness term, into a sales-driven type
of variable is simple. The net profit margin times the
normalized current sales corresponds to the normal
ized earnings. Applying the same discount rate
results in the sales-driven TV:

TV = !i
k

_ (Profit margin, m) x (Normalized current sales, S)
- k

mxS
= -k-·

Franchise Value in Sales Terms. In the sales
driven context, FV retains the basic idea of future
investments but the focus is the future new sales
sales not currently being generated. What is impor
tant is the earnings from the future sales that are
achieved above and beyond the cost of capital:

FV = Capitalized future profits above and
beyond the cost of capital

= (Present value of future sales derived
from new investments, PVsls)

x [(Profit margin on future new sales, m')

- (Capital costs to generate each dollar of
future new sales, c')]

= PVsIs x (m' - c').

The PV of future new sales, PVsls, is multiplied
by the profit margin, m', on everyone of those new
(indicated by the prime) sales dollars. Then the capi-
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Table 1. Sales Growth Factor, G'
Growth Rate

Years of Growth 6 Percent 8 Percent 12 Percent 16 Percent 18 Percent

5 ~4 O~

10 0.42 0.61
20 0.67 1.03
30 0.81 1.32
Infinity 1.00 2.00

0.54
1.07
2.14
3.21

0.77
1.68
4.07
7.46

0.89
2.06
5.52

11.36

Note: Assumes growth over each year leads to higher rate of annual sales at beginning of next year, resulting in higher sales and earnings
receipts at the end of the next year.

tal cost, c', incurred to generate each dollar of new
(again indicated by the prime) sales is subtracted.

As was the case for PVop in the former FV case,
a growth factor, G', can be multiplied by the PV of
current sales to estimate PVsls. With this sales growth
factor introduced, the PV of future sales derived from
new investments becomes

PYsis == (Sales growth factor, C') x (Present

value of sales from current business)

== G' x (Normalized current annual sales, S)
x (Capitalization factor, 11k)

== G'xsx(D
The FV then becomes

FV == G' x(Dx (m' - e').

The sales growth factor admittedly says nothing
about how sales are developed, whether growth is
smooth or erratic, or whether growth peaks or is
delayed for a long period. But one of the great fea
tures of the PV of future sales or PV of future earnings
approaches is that any kind of growth pattern, no
matter how erratic, can be discounted back to the PV.
All growth patterns, if they have the same PV, will
have the same impact on the valuation of the firm, so
a whole host of different types of evolutionary pat
terns for the growth of the firm can be used. Table 1
provides a simple model of constant growth for a
discount rate of 12 percent: If the firm's sales grow at
8 percent for 10 years, the growth factor is 0.61. If sales
grow forever at 8 percent, the growth factor is 2.00.
(For this special case of the infinite horizon, we have
G = glk - g = 8/12 - 8 = 2.00.) Growth rates higher
than the discount rate over an infinite horizon would
yield an infinite value for the sales growth factor,
which is not meaningful. Using time horizons with
reasonable growth rates is important.2

Sales~Driven FV Model
Having TV and FV in sales terms allows the two to
be combined and shows both to be related to a com-

2 For further discussion and derivation of the sales growth factor,
see Leibowitz, Sales-Driven Franchise Value.
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mon variable-the current arumal rate of sales, S:

P==TY+FV

m xS , ') G' (S)== -k- + (m - c x x k .

Factoring out S produces

P = S[I + (m'; e')x C'J
Capital Cost of Future Sales. The capital cost

from, each dollar of future sales, e', bears discussion,
because it is not an intuitive figure. The key is to use
the traditional turnover rate (T'), which is the annual
sales generated from each dollar of new investment.
So, for example, if T' equals 3, a stream of $3 of annual
sales is generated for every $1 of investment today.
Because this model is intended to be sales driven, a
better question is: If$3 of new sales can be generated,
how much of an investment needs to be made now?
The answer would be $1. The reciprocal of the turn
over rate (liT') shows that the capital required to
generate $1 of new annual sales is just 33 cents.
Because this capital is expended at the outset and
what is really needed is the capital cost for each year,
the capital cost today has to be multiplied by the cost
of capital for each year. So, the annual cost of new
capital required to generate $1 of new annual sales is
the capital cost factor, k, times the reciprocal of T'
that is, k x liT'. We can now see that this formulation
corresponds to a more intuitive way to express e', the
capital cost for each dollar of new sales.

Franchise Margin. The key component in the
sales-driven model turns out to be the franchise mar
ginJm': the ability to extract from each dollar of future
sales a profit margin that exceeds the cost of capital.
The fm' is just m' - e', or the difference between the
earnings generated for each $1 of new sales and the
cost of capital associated with that dollar of sales. As
such, the franchise margin is the net payoff to today's
shareholders for each $1 of new sales generated:

fm' == Profit per dollar of new sales above and

beyond the cost of required capital

=: m'-c'
, k

== m -T'
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Figure 3. The Franchise Margin: Annual Capital
Cost as a Percentage of Sales, C, versus
Sales Turnover Rate, T'

The franchise margin, fm', can also serve as a
gauge of the firm's profitability relative to that of
prospective "commodity competitors." Suppose
some entrepreneur wants to enter the company's
business and that entrepreneur can enjoy roughly the
same production and capital costs as the company. If
the entrepreneur can generate afm' of zero plus some
small incremental return, it has covered its cost of
capital and can have some profit. It will then have an
incentive to enter the business. So, in a certain sense,
a fm' of zero would be the point at which capital
would start to be drawn into this business, and one
could assume that, barring special considerations,
this is the point at which any given company would
start to feel pressures on its margin. If a company has
a fm' greater than zero, it will start to attract new
investors, new enterprises, new companies into its
business, barring other types of barriers to entry.

Thus, if a company has a sustainable fm' of 5
percent in a particular product line, that value offm'
is in some ways a gauge of its pricing power-its
ability to extract a market price that is above and
beyond the price at which a serious competitor could
enter the market. The idea of a firm's pricing power
is critical. In company analysis, it is important to note
the special factors-the patents, the distribution
channels, the skilled personnel andlor the organiza
tional advantages-that enable a company to extract
a positive franchise margin on an ongoing basis.
Investors need to know what enables a company to
defend against the encroachment of potential "phan
tom" competitors who would be quite happy to earn
slightly more than afm' of zero.

A company's fm' can also be used to relate the
sales turnover rate and the annual cost of capital for
each $1 of sales, as shown in Figure 3. As the sales

Margin m'= 9%

P = S[~ + ~(m'-~)c'Jk k T' .

By factoring out and usingftn', the franchise margin,
for m' - kiT', the intrinsic value becomes

P = S[I +/;'G'J
Therefore, a company's intrinsic value is its current
annualized sales rate times an expression that con
sists of its current margin divided by the discount rate
plus the fin' on new business divided by the discount
rate times the growth factor of new sales.

Valuation Ratios Using the Franchise Margin
Model. The expression for firm value just given leads
to alternate ways of representing the familiar valua
tion ratios, such as price to sales and price to earnings:

PIS = ~ +/m' G'
k k

PIE ::: .!.(P/S)
m

::: ! +/m'c'
k mk .

This sales-driven PIE formulation has the same gen
eral form as the earlier "investment-driven" expres
sion. The PIE increment per unit growth isnow given
byfm' Imk, which is roughly equivalent to the invest
ment-driven franchise factor.

turnover goes up, obviously, capital is used more
efficiently and the c' line follows a downward sloping
path. The money investors earn in terms of net value
is given by the profit margin less the cost of capital,
so the difference between the c' curve and the hori
zontal m' line is the fin'. Thus, one can see thatfin' is
very sensitive to sales turnover at the low end of sales
turnover rates but then is relatively insensitive at the
high end of sales turnover rates.

Franchise Margin Model. Thefin' allows for the
construction of a simple formulation for the intrinsic
value of a company. Previously, the intrinsic value
was written as

P = S[I + (m'; C')cJ
Using the expression c' = kiT' gives the following:

Example of Franchise Margin Model. A com
pany with current sales of $300 million a year, a book
value of $100 million (which corresponds to a current
turnover rate of 3), a margin of 6 percent, and a cost
of capital of 12 percent will have the following TV:

TV = mxS
k

0.06 x $300 million
0.12

::: $150 million.
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Figure 5. Twenty-Year Franchise Horizon
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essentially forever at this $300 million level, which is
the TV component. The future sales are growing
smoothly at a rate of 8 percent annually, and those
future sales have a profit margin, m', of9 percent and
a franchise margin of future sales, jm', of 5 percent.

At the 20th year, the assumption of continual 8
percent sales growth generates some pretty remark
able numbers. A growth factor of 2 times seems mod
est, but sales would have to rise from $300 million
annually today to $1.4 billion annually in 20 years
and would have to continue growing. Not only is the
assumption that the sales continue to grow, but the
assumption is also that sales continue to grow at the
same high level of profitability. In addition, the
model assumes that no competitors come in to try to
take this market away or to try to force lower pricing.

Suppose now that everything happens as just
described up until the 20th year, but at the 20th year,
the company hits that $1.4 billion in annual sales and
finds itself at the edge of a cliff, as shown in Figure 5.
The cliff can take two forms, both of which tum out
to be mathematically identical. In the first form, sales
flatten at the $1.4 billion level, but the company con-

If the future profit margin rate is 9 percent and
the turnover rate is essentially the same as on the
current book of business, the fm' calculation is

Ii ' , km ==m- r
= 009 _ 0.12

. 3

== 0.05.

Assuming perpetual growth at 8 percent pro
duces a sales growth factor of 2. FV then becomes

G' == 2.00;

fm'
FV = - xG'xS

k

== ~:~; x 2 x $300 million

== $250 million.

Total firm value is as follows:

P == TV+FV

'" $150 million + $250 million

= $400 million.

The P/5 and P IE, respectively, are

400
PIS = 300 = 1.33;

PIE == ;(P/S) = ~:~~ = 22.22.

This example can be extended to illustrate the
results of different assumptions about the magnitude
of fm'. Figure 4 illustrates perpetual growth with
sustained margins. The sales start off at a current
level of $300 million and have a profit margin, m, of
6 percent and a franchise margin,fm, on current sales
of 2 percent lfm = 0.06 - 0.12/3). These sales go on

Figure 4. Perpetual Growth with Sustained Margins

20
Time
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PIE = 15.48
PIS = 0.93
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o

Note: TV = $150 million
FV $129 million
P $279 million

tinues to dominate the market so that nothing hap
pens to profit margins. The company still gets the 9
percent on all sales that were initiated after the out
set-all sales above and beyond the original $300
million-but the company does not enjoy any sales
growth beyond the $1.4 billion. In the second form of
the cliff, sales continue to grow at 8 percent forever.
The company still manages to get more and more
growth, but competitors have entered the market
looking for returns just above their cost of capital, so
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fm'==5%
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o
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the original company has to provide competitive
pricing. The company's profit margin of 9 percent on
all new sales beyond the $1.4 billion level is driven
down to 4 percent. Therefore, the franchise margin
declines to zero, and these future sales thus have no
value for the shareholders. This situation can be
shown to be mathematically equivalent to the first
form of the cliff, where the sales actually leveled off.
(This finding, which is far from obvious, is shown in
Sales-Driven Franchise Value.) These "cliff scenarios"
do not affect TV, which is based on the sales of $300
million. They do, however, bring FV down-from
what had been $250 million to now $129 million.
Therefore, the value of the firm goes down from $400
million to $279 million, and PIE goes down from 22
to roughly 15.5.

Once this line of analysis is established, even
more extreme cases can be analyzed. If competition
kicks in at the 20th year in a serious way and squeezes
margins on any new sales beyond that point, why
should it not squeeze margins on sales already
achieved to that point? After all, why should only the
incremental sales be affected, especially if this is a
single product line? Figure 6 shows what happens to
the company if margins are squeezed on all sales

Figure 7. Total Margin Collapse at Horizon
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Note: TV= $146 million PIE = 12.90
FV $ 86 million PIS = 0.77
P $232 million PIB = 2.32

continue to decline, although it may be some small
comfort that the marginal damage over and above
that suffered in Figure 6 is fairly small.

Conclusion
Figure 6. New Sales Margin Collapse at Horizon

above $300 million-the value of the firm drops fur
ther, to $236 million, with a corresponding decrease
in the valuation ratios.

The most extreme case is a margin squeeze on all
sales, even the initial level of $300 million, caused by
competitors who are willing to compete on all sales
for a fin' that is only slightly above zero. Figure 7
shows that the value of the firm and the various ratios

Capital is not a scarce resource in the current business
environment. Generating internal capital will not
allow a company to fend off competitors. If a com
pany's competitor has a better patent or any other
demonstrably better competitive feature, it can get
capital. So, what investors need is a way of identifying
something beyond just the availability of capital in a
global marketplace that enables a company to retain
pricing power and to extract a franchise margin. The
original investment-driven FV approach has its own
virtues, but a sales-driven type of orientation offers
additional advantages. The sales-driven approach
• is a better fit for multinational companies,

because the production costs can ultimately be
equilibrated,

• uses sales and margin parameters, which are
more intuitive and more directly estimable for
most investors than ROE components,

• places market opportunities front and center as
the primary drivers of investment activity and
value creation,

• underscores the role of pricing power as a source
for profit,

• relates sales turnover, which is a fairly stable
input and a key underpinning of ROE, and cap
ital costs to franchise opportunity, and

• explicitly deals with the point at which compet
itive pressures come into play and what impact
they can have on future margins.

m=6%
jm=2%

m=6%
fm=2%

20

Time
(years)

PIE = 13.12
PIB = 0.79
PIS = 2.36

$150 million
$ 86 million
$236 million
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Sales-Driven Franchise Value

Question and Answer Session
Martin L. Leibowitz

Question: How does the sales
driven FV approachdiffer from an
economic value added (EVA)
approach?

Leibowitz: A fundamental PV
type of analysis underlies all these
approaches. It is a question of how
you parse out the components of
value and which components you
emphasize. EVA does a remark
able job of digging into the
accounting measures and showing
how they relate to value. From that
point forward, in terms of analyz
ing how the various sources of
value constitute the total value of
the firm, I think all these measures
have to end up in the same place:
They have to be useful to the
analyst. I think these approaches
are quite consistent.

Question: Is the FV approach
best used by money managers or as
an internal capital-allocation tool
for a company?

Leibowitz: We have developed
it more as a tool for security
analysis than for corporate analy
sis, although I think they coincide
in their final results. Some form of
the concept of franchise value, and
certainly sales-driven franchise
value, should be a central concept
in corporate planning.

Question: The sales-driven FV
model started out with interna
tional companies in mind, but can
it also be used for domestic
companies?

Leibowitz: Yes, certainly. I think
you will find the most new insights
from this approach in those cases
in which sales are starting to come
under competitive pressures and
you want to assess the effects of
those pressures over time. This
analysis requires estimating the
period over which margin levels
can be sustained, as well as the
degree of margin erosion that then
occurs. The various growth models
presented in Sales-Driven Franchise
Value should be helpful in this
valuation process.

Question: Does a company's
capital structure-how the compa
ny finances its salesgrowth-affect
your approach?

Leibowitz: The model illustrat
ed in this presentation assumes
total equity funding. Incorporating
debt financing is fairly straightfor
ward, but I think it is unnecessarily
complicated for presentation pur
poses. The basic change in orienta
tion involves looking at enterprise
value in a free cash flow format, or
through operating flows less fi
nancing flows, to reflect the
particular form of financing.

Question: Does the tangible
book value approach imply a
perpetuity?

Leibowitz: For the sake of sim
plicity, I assumed normalized
streams that go out forever as the
basis for tangible value. The
concept is much more general than

that. The real question in tangible
value is what is the value of the
business if it does not make any
new investments (i.e., if it does not
have to incurany future financing).
What is the value of that business
right now? In actuality, the current
business will obviously not gener
ate a perpetual earnings stream.
The actual profits might rise for a
certain period, but they will almost
surely begin to erode at some
point. In practice, it may be no
simple task to estimate the path of
earnings derived from the current
business under the assumption of
no further investment. But once
this literal earnings stream is
estimated, its present value can be
determined. Our formulation of
the tangible value uses the ideal
ized model of a perpetual"normal
ized" earnings stream that is the
present value equivalent of the
more complex literal path of
earnings. This present value equiv
alence can always be found, and it
is simply a more mathematically
tractable way of representing a
complex reality.

Question: Do you use the FV
approach in the portfolio you
manage?

Leibowitz: Yes, but carefully. I
think it is very important that one
be eclectic and use a wide variety
of different fundamental ap
proaches. Specific tools are helpful
in illuminating different aspects of
the investment challenge.
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Self-Evaluation Examination
1. Empirical research indicates that recommen

dations from analysts on the Institutional
Investor All-America Research Team affect
stock prices more than do other analysts'
recommendations in the case of which of the
following large earnings forecast revisions?
A. Both upward and downward.
B. Upward but not downward.
C. Downward but not upward.
D. Neither upward nor downward.

2. Based on a review of empirical evidence about
the usefulness of Wall Street research, Timura
concludes that investors:
A. Cannot earn abnormal returns by trading

on the basis of changes in analysts'
investment advice.

B. Can earn abnormal returns by trading in
the opposite direction of changes in
analysts' investment advice.

C. Can earn abnormal returns by trading in
the direction of changes in analysts'
investment advice.

D. Cannot execute the trades that would be
required to respond to changes in ana
lysts' investment advice.

3. Investors can use Wall Street research to
discern market expectations on the basis of:

I. Industry analysis.
II. Financial statement information.
III. Historical company analysis.

A. I and II only.
B. I and III only.
C. II and III only.
D. I, II, and III.

4. Creative intelligence gathering addresses the
typical need for an investor to:

I. Make an investment decision imme
diately.

II. Enhance understanding in the long
term.

III. Generate new ideas for further
research.

A. II only.
B. III only.
C. II and III only.
D. I, II, and III.
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5. According to Dolliver, when conducting cre
ative intelligence gathering for information
about a company, making effective use of
contact time specifically includes:
A. Remembering a source's potential biases.
B. Using examples of similar companies in

similar situations.
C. Positing a null hypothesis about the

company for research purposes.
D. Contacting regulatory officials or lobby

ists who are familiar with the company.

6. Creative intelligence gathering is most accu
rately characterized as being:

I. Conducted exclusively on a person
to-person basis.

II. Based on the unique use of readily
available information.

III. Focused outside the normal research
channels.

A. I only.
B. III only.
C. I and II only.
D. I, II, and II.

7. As part of his left-brain analysis, Speece
includes which of the following as examples of
"normal" unusual accounting items?

I. Working capital management.
II. Allowance for doubtful accounts.
III. Restructuring charges.
IV. Pension plan investment assump-

tions.
A. I and II only.
B. II and IV only.
C. III and IV only.
D. I, II, III, and IV.

8. Proxies can be a valuable part of right-brain
analysis by providing insights into a compa
ny's:

I. Composition of management.
II. Compensation system.
III. Party of interest transactions.
IV. Ownership structure.

A. I only.
B. IV only.
C. II and IV only.
D. I, II, III, and IV.
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9. The most useful tool for identifying the emo
tional extremes reflected by management and
investors is the:
A. Proxy.
B. Conference call.
e. Record ofchanges in company ownership.
D. Existence and nature of party of interest

transactions.

10. When Martin used four traditional equity
valuation methods to screen a stock universe,
he found that portfolios generally exhibiting the
highest value, return on equity, and growth are
those portfolios formed on the basis of the:
A. Price-to-earnings ratio.
B. Price-to-sales ratio.
e. Price-to-book ratio.
D. Dividend discount model.

11. Which of the following relationships exists
between P/Es, growth rates, and discount
rates? P/Es:
A. Increase as growth rates increase but

decrease as discount rates increase.
B. Increase as growth rates increase and

increase as discount rates decrease.
e. Decrease as growth rates increase but

increase as discount rates increase.
D. Are not systematically related to either

growth rates or discount rates.

12. Which of the following statements about price
implied growth and growth duration are
accurate?

I. Price-implied growth is used to justify
the spread between the P/E of an
individual stock and the P/E of an
index.

II. Growth duration is used to justify the
current P/E of a company or group
of companies.

A. I only.
B. II only.
e. Both I and II.
D. Neither I nor II.

13. Ohlson defines the value of a company as the:
A. Present value of expected free cash flows,

net of capital expenditures, less net
financial obligations.

B. Present value of expected free cash flows,
including capital expenditures, less net
financial obligations.

e. Present value of expected free cash flows,
net of capital expenditures, plus net
financial obligations.

D. Present value of expected free cash flows,
including capital expenditures, plus net
financial obligations.
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Self-Evaluation Examination

14. Which of the following problems are encoun
tered in analyzing earnings based on generally
accepted accounting principles?

I. Discount rates.
II. Continuing values.
III. Restructuring charges.
IV. Pension and postretirement

expenses.
A. I and II only.
B. III and IV only.
e. II, III, and IV only.
D. I, II, III, and IV.

15. What is the correct sequence of steps in
applying free cash flow analysis to stock
valuation?

I. Calculate levered return on equity.
II. Relate return on equity to risk.
III. Infer expected return on the

unlevered company.
IV. Estimate free cash flow.
V. Estimate anticipated growth in free

cash flow.
A. I, II, III, IV, V.
B. III, I, II, IV, V.
e. III, IV, V, I, II.
D. IV, V, III, I, II.

16. To gain insight into a company's capital
efficiency, Jackson advocates comparing that
company's return on invested capital with its:
A. Total asset base.
B. Net operating profit after taxes.
e. Net working capital.
D. Weighted-average cost of capital.

17. Economic value added analysis can be used to
determine whether a company's:

I. High-return businesses subsidize
low-return businesses.

II. Geographical operations add value
to the company.

III. Business segments create value for
the company.

A. I and II only.
B. I and III only.
e. II and III only.
D. I, II, and III.

18. Using economic value added analysis to com
pare two business units' returns and the
amounts of capital invested in each unit is an
example of assessing:
A. Segment performance.
B. Subsidization.
e. Capital efficiency.
D. Fair value.
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Equity Research and Valuation Techniques

19. The present value approaches to equity valua
tion all share a:

I. Focus on the company's cost of
capital.

II. Rejection ofGAAP-based accounting
measures.

III. Reliance on risk adjustment factors.
A. I and II only.

B. I and III only.
e. II and III only.
D. I, II, and III.

20. According to O'Donnell, all of the following
are advantages of present value methodologies
for equity valuation except that such methodol
ogies:
A. Provide a consistent and clear framework

for valuation.
B. Use consistent financial inputs.
e. Are appropriate for all investment

approaches.
D. Can explicitly link forecasted returns and

stock prices.

21. Which of the following are potential benefits of
present value methodologies for equity valua
tion?

I. Identify embedded prejudices.
II. Improve quality of communication.
III. Screen large stock universes.
IV. Allow relative stock valuations.

A. IVonly.
B. I and II only.
e. III and IV only.
D. I, II, III, and IV.
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22. The total, or intrinsic, value of the company is
best expressed as that company's:
A. Tangible value less franchise value.
B. Franchise value less tangible value.
e. Tangible value plus franchise value.
D. Franchise value times tangible value.

23. Which of the following best describes the
tangible value and/or franchise value of a
company?
A. Tangible value is the capitalized profit

from current business, and franchise
value is the capitalized future profits in
excess of the company's cost of capital.

B. Franchise value is the capitalized profit
from current business, and tangible value
is the capitalized future profits in excess
of the company's cost of capital.

e. Tangible value is normalized excess
return on equity multiplied by a capitali
zation factor.

D. Franchise value is normalized current
earnings multiplied by a capitalization
factor.

24. Leibowitz contends that the key component in
the sales-driven franchise-value model is the:
A. Capital cost of future sales.
B. Franchise margin.
e. Present value of future sales.
D. Profit margin on normalized current

sales.
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Self-Evaluation Answers
1. B. Timura cites research by Stickel, who

studied patterns of stock returns follow
ing earnings revisions from the All
America Research Team and other ana
lysts. He concluded that those patterns
differed between the two groups in the
case of upward revisions but not in the
case of downward revisions.

2. C. The evidence indicates that, although
analysts may be slow to react and prone
to overreact to new earnings information,
investors can earn abnormal returns by
trading in the direction recommended by
analysts.

3. D. Timura contends that investors should be
able to use Wall Street information in all
three ways, as well as to provide a
sounding board for new ideas and to help
discern market expectations.

4. D. Dolliver believes that creative intelli-
gence gathering addresses the typical
information needs of both analysts and
investors-needs that may take anyone
of the three forms indicated.

5. A. Making effective use of contact time
includes remembering a source's biases,
as well as defining the information
needed, being straightforward, identify
ing other sources, expressing thanks, and
avoiding a crisis context.

6. B. Dolliver explains that many creative
intelligence-gathering activities center on
phYSical information sources (libraries,
the Internet) rather than people, and
almost by definition, creative intelligence
gathering must go beyond readily avail
able information and normal channels.

7. A. Restructuring charges and pension plan
investment assumptions are separate
aspects of the quality of earnings rather
than examples of "normal" unusual
accounting items.

8. D. Speece discusses how proxies can pro-
vide important information about all four
company characteristics.
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9. B. Speece contends that listening to the tone
of a conference call allows analysts to go
beyond numbers to underlying emotional
indicators revealed by both management
and other analysts, particularly when the
company is at a potential turning point.

10. D. The portfolio formed by the dividend
discount model had the highest price-to
earnings, price-to-sales, and price-to
book ratios; highest return on equity; and
highest 10-year growth rate.

11. B. Martin demonstrates that P /Es are expo
nentially related to growth and discount
rates, increasing as growth rates increase
and/or as discount rates decrease.

12. D. Martin's discussion of the two concepts
indicates that the two statements are
exactly reversed.

13. A. The intrinsic value of a company's equity
equals the present value of expected free
cash flows, net of capital expenditures,
minus the company's net financial obliga
tions.

14. B. According to Ohlson, discount rates and
continuing values are examples of the
practical questions that must be
addressed in taking a free cash flow
approach to valuation.

15. D. Ohlson details a valuation process that
begins with estimating current free cash
flow and concludes with relating return
to risk by means of an explicit risk
adjustment.

16. D. Comparing a company's return on in
vested capital with its weighted-average
cost of capital for a given period can pro
vide insight into that company's capital
efficiency, which suggests how well that
company's stock will perform.

17. D. Jackson believes that economic value
added analysis can be used to answer all
three questions, as well as whether incre
mental returns exceed capital costs,
whether capital is used efficiently, and
which stocks are likely to outperform the
market.
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Equity Research and Valuation Techniques

18. B. Jackson describes how economic value 22. C. Leibowitz shows that a company's total,
added analysis can be used to determine or intrinsic, value is the sum of that
the extent to which high-return business company's tangible value and franchise
units are subsidizing low-return business value.
units.

23. A. Leibowitz distinguishes between the two
19. D. All three characteristics are what O'Don- components of a company's total value:

nell terms "commonalities" of present- Tangible value derives from current busi-
value-based disciplines. ness, and franchise value derives from

future investments.
20. C. One of the disadvantages ofpresent value

methodologies is that they are not appro- 24. B. The most important component in the
priate for all investment approaches. For sales-driven franchise-value model is the
instance, they are useless for momentum, franchise margin, which measures the
sector rotation, and high-growth, small- ability to extract from each dollar of
cap strategies. future sales a profit margin that exceeds

21. D. O'Donnell contends that present value
the cost of capital.

methodologies offer investment firms all
four potential benefits.
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