
METRIC

“Forget EPS, ROE, and ROI. The true measure of your company’s performance is EVA!’

-Stern Stewart & Co. magazine advertisements
.

“‘CFROls  are ideally suited to displaying long-term track records, whereas a Stern Stewart-type EVA is

in millions of dollars, heavily influenced by asset size, and unadjusted for inflation-induced biases.”

--HOLT Value  Associates partner BartleyJ.  Madden, writing in the National Association of Corporate Directors newsletter

,c

ould Coke and Pepsi compete any harder than this? Spurred by lucrative fees and Corporate America’s

frenzied search for shareholder value, consultants are scrambling over each other to help companies

install new value-based performance metrics to replace the old standbys of per-share earnings, return

on equity, and return on investment. In the Coca-Cola role is the New York-based Stern Stewart pow-

erhouse, promoting its proprietary Economic Value

Added and EVA’s companion performance measure-

ment, Market Value Added (MVA). Offering the “chal-

lenge” are The Boston Consulting Group (BCG), whose

Chicago-based experts combine cash flow return on

investment. or CFROI. with a concept they call Total Busi-

ness Return (TBR):  Chicago-based CFROI proponent

HOLT Ulue  Associates: various purveyors of EVA look-

alikes; and such other marketers of the nen- glamour met-

rics as LEKiAlcar Consulting Group and its Shareholder

Vdlur Added (WA).

“It’s usually- a bake-off between three or four or five of

us.” says BCG \?ce president Eric Olsen, nrho also bears

the title of value-management practice leader. “Once in a

while it’s just us and Stern Stewart; m-e’ve  become knolvn

for offering two state-of-the-art services.”

Stern Stenzrt‘s response to such an appraisal? Don’t

flatter yourself, Boston Consulting. To Stern Stewart

senior partner and co-founder G. Bennett Stewart III.

CFROI is “a technology in search of a problem, as

opposed to a system designed to be integrated into a

company’s culture in the way real people make business

decisions.” For the uninitiated, that latter reference is to

EVA.  Steltxrt adds: “CFROI is literallp a consultant’s con-

coction. It was quite an imaginative development by a

consulting firm, but it is not n-41 grounded in the basic

elements of corporate finance theory CFROI attempts to
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measure shareholder n-ealth-which

is not clearly related to maximizing

shareholder wealth.”

COKE FOR A CLIENT

Even mithin  the narrower world of

consultants marketing EVA clones.

though. Yhe field is veq crowded.”

says E. &lark Gressle, a former Stern

Stewart partner who left with sonx

c o l l e a g u e s  t o  fornl F i n e g a n  iu;

Gressle, in New York City. He is no\\

a Stern Stewart competitor, along

\vith a nuniber  of Big Six accounting

firms and others. “It‘s unbelievable,”

he says. “Everybody  has  an EVA

group.”

There’s little question that Stern

Ste\vart is outmuscling its rivals, as its

principals are quick to remind poten-

tial clients. Since being founded in

1982, some 2  corporate cwoniers

have hired i t  to instal l  I2L.A sys-

terns-companies  \vhose total n-orld-

n-icle revenues exceecl  S4OO  billion.

Aniong their clients are such behe-

m o th s  a s AT&T  Corp. ,  El i  Lill>-,

TransAmerica,  Georgia-Pacific, and,

)es. Coca-Cola Co., which has seen

its stock increase more than tenfold

since adopting EVA in the early

1980s.  All but about 2 5 of those full-

fledged customers 1iaL.e  signed on in

the last three years, and Stern Stewart

predicts  cont inued robust  growth

next year. Indeed, perhaps the most

notable marketing ~1x11 in the con-

test-betlveen E\:4 a n d  C F R O I - i s

better compared to Coke versus Dr

Pepper. (Boston Consulting estimates

that about 100 companies, also with

hundreds of billions of dollars in

global revenues, have gone n-ith its

CFROI program HOLT is only now

beginning to target corporate clients.)

But  some corporate  execut ives

who ha\-e lvadetl through the  coin-

petiti\-e hype and heard the formal

pitches say that, much as in the Cola

Wars. the similarities between E\‘A,

CFKOI, and other ne\y metrics are at

least as great as the differences. \‘ir-

tually all are rooted in the concept

that companies should look not at

reported earnings, which are subject

to accounting distortions, but at hoI\

a  c o m p a n y ’ s  r e t u r n s  e x c e e d  i t s

cost of capital. And each uses the
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nce in a while

it’s just  us a n d
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w e’ve  become k n o w n

for offering two state-
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OX is literally

a consultant’s

concoction.. . it

is not  well grounded

in the basic e l e m e nt s

of corporate finance

t h e o r y . ”

G. Bennett Stewart III, senior partner

and co-founder, Stern Stewart &Co.

principles of discounted cash flon-.

To be sure, differences among the

metrics command the close attention

of potential customers. E\‘A measures

a c o m p a n y ’ s aftertax p ro f i t  froni

operations, less the cost of all caI1ital

employed  to produce that  profi t .

CFROI is an efficienq-  measure that

coinpares  cash flo\vs \vith the total

assets eniployed  to generate those

flon-s. . An inflation-adjusted measure

calculated in a nianner  similar to

internal rate of return. CFROI \\‘a~

first used as an investment tool. So

there’s far nwrc to picking a metric

approach than gi\.ing each :I s imple

“taste test.

Still, as sonic  impartial financial

e x e c u t i v e s  a n d  e v e n  sonic  inone!

nianagers  see i t ,  nei ther  EV_4 n o r

CFROI should he unpalatal~le if prop-

erly inipleniented  and properly sup

ported

CFROI fan Peter  Woodnwrth.  a

senior \-Ice president and portfolio

manager  for  Doaton’s  State Street

Research & Management Co., thinks

corporate rxanagers  n-ould do better

selecting his favored measurement

over E\s>~. But he concedes that “E\;%

seenis to he t h e  more precloniinant

[rnetricl if you go out and talk to

lxsinessnien. as I do all the time,

probably 12ecause  E\:A i s  a  siinpler

concept and can he run directly off

the hooks of the corporation.” He’d

niuch rather see managements use

EVA.  he says. than no \.alue-basecl

performance nietric at all.

GETTING THE HARD SELL

Such  dispassionate vien-s rarely conx2

from those nho  are trying to con\-ert

corporate finance nianagers to one

perforniance  ni~asurenient  or anoth-

er. Kather.  suggests Monsanto Co.‘s

vice president for financial planning

and anal~5is.  Stel-e Stetz, they get an

aggressi\-e ha rd  s e l l  t i nged  xvith

attacks on their ri\xls.

..Each  comes in  and s ings the

praises of their particular approach

or metric-and does their level tlest

to  take the other  gu).‘s  p r o d u c t

apart.” Stetz says. ‘,Then the) try to

conI-ince you that  i f  you lx.ei-e t o

even iremotely  consider going with

t h e  o t h e r  p e r s o n ’ s  p r o d u c t ,  you

44
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count rates, J-ou come up with the

same net  present  value--“to four

decimal points.” Stetz figures--no

matter  Lvhich of those two s)-stems

you use.

,,The  first thing that happened was

that we quickI>-  took off the table the

consul tants  saying. Yorfr.  product is

inferior or yxlr product is inferior,“’

he says. ,,Then we focused on the

strengths of each particular model or

metric and what it really brought to

M E T R I C  W A R S

the party.” Using data from a sam-

pling of its competitors. suppliel

customers, and St. Louis neighboi

LIonsanto  also did its own analysis

find out how n-e11 the t\vo measur

correlated \\-it11 actual stock mark

performance over a 20-).ear period

“This almost sounds like 13.S

savs Stew. employing one acron>

not in the consultants’ lexicon, ‘.l:

we actually got well over 85 perct

correlation, on average. R-ith  CFRC

TIHE ACRONYMIC_.,,....__,,.,........,,,,.......................................~ ..~ ............... . . . . .._...................................~ ....  . .
A GLOSSARY OF SELECTED PERFORMANCEMZTRjCS.DEfiN

EVA: Stern Stewart & Co. describes Economic Value Added as a company’s net operat-

ing profit minus an appropriate charge for the opportunity cost of all capital invested in an

enterprise. In equation form, EVA equals net operating profit after taxes, minus the compa-

ny’s book capital, multiplied by its cost of capital. According to Stern Stewart, EVA is an

estimate of a company’s true “economic” profit, o r the amount by which earnings exceed

or fall short of the required minimum rate of return investors could get by investing in oth-

er securities of comparable risk.

CF ROI: Cash flow return on investment compares the cash flow of a firm to its own-

ers with the total assets employed to generate those flows. HOLT Value Associates calculates

CFROI in two steps. First, it measures the inflation-adjusted cash flows available to all capital

owners in the firm and compares that with the inflation-adjusted gross investment made by

the capital owners. HOLT then translates the ratio of gross cash flow to gross investment into

an internal rate of return by recognizing the finite economic life of depreciating assets and

the residual value of nondepreciating assets such as land and working capital.

MVA: Market Value Added, a measure created by Stern Stewart, is the difference

between total market value-what investors can take out of the company-and the total

capital invested. A positive MVA indicates that a firm has created wealth. Stern Stewart

calculates MVA by adding the capital taken in by a company during its lifetime through

securities offerings, loans, and retained earnings, then makes some EVA-like adjustments

(such as capitalizing and amortizing R&D expenditures), and subtracts the total from the

current value of the company’s stock and debt.

TSR and TBR: Total Shareholder Return represents the change in capital value

of a company over a one-year period, plus dividends, expressed as a gain-or-loss percent-

age of the beginning value. Total Business Return, as used by The Boston Consulting Group,

is that measure as calculated for private companies or business units for which stock prices

aren’t available. To figure beginning and ending values, BCG uses the unit’s CFROI and the

growth in invested cash.

ROI, ROE, ROA, ROCE, and RONA:  Return on investment is a

generic term referring to the efficiency of a business in producing income (or cash flow) in

relation to its capital employed. Common accounting ROI measures include return on

equity, which is net income divided by owner’s equity; return on assets, or net income

divided by total assets; return on cash employed, or earnings divided by book capital; and

return on net assets, or net income divided by net assets.

Sources: Ste rn Ste wa rt & Co ,  The  Bo sto n C o nsultmg  G ro up . HO LT Va lue  Asso c ia te s, a nd  The  fortobk MBA

Finance a nd  Ac c o unting , Jo hn Wile y & So ns.  Ne w Yo rk, 1992.

The Stern Stev,xrt model was never

as good in terms of predictive abilit!

as was the KG model.”

THE DISCOUNT THAT WASN’T

Comments like that are music to a

CFROI booster’s eyes. But far from

booting Stern &n-art out the dool-,

Monsanto hired both Boston  Consult-

ing and Stern Stewart last December.

choosing the latter‘s EVA as the met-

ric that xyould  b e  p u s h e d  d o w n

through the corporation to the com-

pany’s line managers and touted to

shareholders in the annual report.

The TFWCFROI system ~3s adopted

for the lower-profile job of defining

at the corporate level the EVA targets

its managers would have to meet.

For g o o d  m e a s u r e ,  M o n s a n t o

brought in HOLT to help it under-

s t a n d  h o w  m o n e y  m a n a g e r s  u s e

CFROI to value corporations, and

bon- to communicate effectively to

investors about use of the new per-

formance metrics. (Monsanto also

employ-s  a balanced-scorecard frame-

n-ork.  into n-hi& it fits its various

E\A and CFROI measurements.)

,,TBR/CFROI  i s  a n  e x t r e m e l y

sophisticated model that is just about

unusable down in your line organiza-

tion, nhereas  EVA is a very easy met-

ric to communicate to your operating

people.” S t e t z  says. ..If a secretar)

tells J-o u  she‘s buying supplies a year

ahead of time to get :I 4 percent dis-

COUllt. and I-o u  tell her she has to

earn 12 percent (approximately Alon-

santo’s cost of capital) on what she

spends, it’s easy to see the 4 percent

discount doesn’t make it.”

The cost of AIonsanto’s blend of

E\:A and CFROI the first year: S3 mil-

lion. “not counting somebody doing

something for me down at the di\?-

sion level.” says Stetz. Stern Stem-art

says its larger customers can pay fees

of  $2 mill ion to S3 mill ion,  n-ith

smaller outfits paying in a range that

is down to S200.000  or so. Boston

Consul t ing’s  t!-pica1  Fol’tzlne  500

c l i en t  company  spends  a t  l e a s t

SjOO.000 in fees over  a  12.to-l%

month period. nrth  $1.2 million to

Sl. j million at the high  end. And

Finegan  & Gressle t)pically c h a r g e

f r o m      5.000   to SiOO.000  for each
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tho ugh her co mp any  internally

developed its own system, called

Shareholder Value Enhancement, or

SVE. Brady scarcely entertained the

idea of actually hiring Stern Stewart,

deeming it far too expensive for a

company that size.

The midwestern company used

some homespun ingenuity to con-

struct its own SVE system--one with

a decidedly un-Stern Stewart look.

Sven. a sword-bearing Viking warrior

of its 3-to-6-month projects. HOLT

markets CFROI mainly to  money

managers as a tool for making inaest-

ment decisions. It worked with both

money managers and corporations

before selling the corporate planning

division to  Boston Consulting in

1991, and now is beginning to get

back into corporate marketing in a

limited way.

In its pitch, Boston Consulting

Group “ spends a good bit of their

time trying to tell you that EVA miss-

es something.”  says Stetz. “After they

go through that exercise, they say,
' W e  r e c o g n i z e  TBR/ CFR~OI  is

extremely complex and difficult to

push down through the organization,

so let us offer you this milieu of mea-

sures we can make work with CFROI

sitting on top.“ ‘

But Boston Consulting’ s hard

work countering the merits of EVA

may reflect Stern Stew art’ s long

lead-w-ith  recognition and success

gained through seminars around the

world, numerous articles in trade and

financial journals, and Bennett Stew-

art’s book i%e  Questfor Value.

REMEMBERING “SVEN”

“Stern Stem,art is preeminent; they’re

the best marketers,”  says Katherine

Hudson, president and chief execu-

tive officer of W.H. Brady Co. in Mil-

\\,aukee,  a $350  million manufacturer

of industrial and commercial signs,

labels. and tapes. Hudson partly

credits Stern Stevcart  seminars for her

firm’ s decision to  embrace EVA ,

thepasthave

occurred

essentiallybecause

somebodypulledthe

template off the shelf

E. Mark Gressle,

Finegan & Gressle

v ery  Lvell-but  also  the balance

sheet: you’re not only trying to create

margins. but utilize the assets in your

company.”

Brady’s creation of Sven illustrates

what Boston Consulting thinks may

be a weakness in the Stern Ste\\-art

model. “Our marketing approaches

are quite d ifferent.”  says BCG’s

Olsen. 5tern  Stewart has a specific

mousetrap and they really drive to

that; they ’ ve built a go o d  case

mascot, storms through company lit-

erature and employee newsletters.

for example, making the Brady pro-

gram seem very approachable to the

rank-and-file. He’s also around for

the games o f  “ Brad y  Bingo ” -in

which business units win green dots

for being SVE-positive and showing a

year-to-year improvement, and have

to live with yellon-  or orange dots for

lesser performance.

Brady, like Monsanto, doesn’t buy

into the idea that any one perfor-

mance metric can be a panacea for

el’ery  company. “Almost anything is

good if you understand it and trans-

late it to your own experience, and it

represents at least some attempt to

get close to generation of economic

value,” says Hudson. “The key for

me is that it has to take into account

not only the income statement-

which American business has learned

around that mousetrap. and they’re

very aggressive about pushing it.”

But the)- are ‘.probably  far less flexi-

ble in terms of tailoring it because

they  co me Lvith only one w ay o f

doing these things. V(le’re  much more

flexible.”  Olsen believes. “ Clients

who want to go through the mental

effort to review the pros and cons [of

competing metrics1 should come up

with a better anslyer.”

“FOUR PEOPLE” VERSUS 100

Mark Gressle, the Stern Stem-art  expa-

triate Lyhose  new outfit, Finegan &

Gressle, attempts to deli\Ter  special-

ized EVA-style programs, hones in on

his competitor’s supposed inflexibili-

ty. “EV’A  failures in the past have

occurred essentially-  because some-

body pulled  the template o ff the

shelf and said. ‘OK, here’s EVA; go

forth.’  And they didn’t understand the

OCTOBER 1996 l CFO
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understood by companies,

“td3.y  companies are cons-

in< t o  us a n d  sa)-ing.

bI;ox~  how to c 11cul \tt Ey7:. 2 2 a
and we think we can link it

t o  c o m p e n s a t i o n , but

implementation is another

matter .  We want you to

bring in your skil ls  and

\Vhate\-er y o u  n e e d  t o

nischfcger’s  esecuti\-e  vice

p re s iden t  o f  financf2 and

adiiiinistlation. Francis hl.

Corl2!. Jr.

Its simplicit!, \\-a~ ke).. as

w a s  S t e r n  Ste\\xt’s assur-

ante that long-term coqx-

rate  Deb-elopment n-ouldn’t

suffer. ‘Our experience has

bxzn that  people lml-en‘t
change the \~a)- this organi-

zation thinks about creating
b a c k e d  o f f  investing  in

their businesses: in fact,
\dM?.”

But  s u c h  cri t icism

piques Bennett Stewart.

*‘Ho\\-  m a n y  people d o

they have working there?

Prohablp about 4. We have

100  people,” he says. (Of

Stern Ste\\xt‘s 100 employ-

ees norlcln-ide.  60 t o  65

are professionals. Finegan

81 Gressle has 10 profes-

sionals.) Finegan W Gressle.

sq-s Sten-art.  h a s  “attenipt-

ed to piggyback off \vhat

since implementing E\A,

our coinpan)-  hx tripled in

size. largcl~ through acqui-

sitions made  \\.ithin t h e

c o n t e x t  o f  E\X-where

people 1~ ere betting future

b o n u s e s  t h a t aftertas

returns  n-oulcl exceed our

12 percent cost of capital.”

Hxnischfeger’s  stock price

also lmszyxwvutsrqponmlkjihgfedcbaZYXWVUTSRQPONMLKJIHGFEDCBA moved up sharply.

to 38’ 8 f rom 18 when i t

I3egan using E1A.

a\-e’re created.  and are saying to : tool  for its fiscal year  ended October  : P&G CHOOSES  CFROl
c o m p a n i e s ,  ‘Nom that J-ou under-  j 1993. linking incentive compensation : So \\ 111.  e1.m consider any other SJ-s-

stand EVA and bI\-A we can help you j to EL4 the following year.

integrate this more cleepl~-  into >-our ~

’ ten1  i f  you can afford E\X! ..A11 of

“We h:d a numl~er  of folks in our j these tools ha\-e a trade-off betn-een

decision-making. They’re able to do : fhnc c   group who  n-at to different : simplicit>  of application and n-hether

that essentially only after a company ! seminars put on I,!- different people. i it #-es You the right ansn-cl-  or not.”

h a s  e m b r a c e d sa\.s 1181 id
t h e EVA/&I\;I

niethodolog~-.”

Indeed, Stern MERCIIANTSOF
Wz~lker., \.ice

p re s iden t  o f

finance at Proc-
Stenrart h a s  t e r  & Ganit7le
many rabid sup-

~~~.~~~~~~~~~~~~ METRICS
Co. The Cincin-

porters .  among nati corsiiincr-
t h e m  Brady’s p r o d u c t s  g i a n t
hl i 1 n- a u k e e began t e s t i ng
n e i g h b o r .  Har- TRR antI UK01
n ischfeger in  i t s  L.S. food
Industr ies  Inc.  a n d  he\-erage
The maniifactur- business in 1994.
er of papermak- a n d v3 s SO

in,g machinery. pieased Ivith the
m i n i n g  equip- r e s u l t s  t h a t  i t

ment. and mate- c h 3 n g ed or-cr

rials-handling the r e s t  o f  i t s

e q u i p m e n t I:.S. hwsinesse
a d o p t e d  S t e r n hst summer. It’s

Sten-art‘s  E\il a s no\\ incorporat-

a  p e r f o r m a n c e  i n g  ‘I‘RR in i ts

m e a s u r e m e n t  i n t e r n a t i o n a l



operations,a job it expects

to complete ~IJ- Januaq..

What Procter & Gamble

likes about TBR “is that it

places  an enormous \3lue

o n  g r o w t h .  n o t  j u s t  o n

improving short-term finanm

cial returns. A lot of people

don’t think of u   tas a growther

compan)~. ,, but xve are grow

ing v2i.v fast: the plan is to

d o u b l e  o u r  tlusiness e\-er).

10 )-cars in real unitm\-olunie

terms.” Says Walker. -YOU

can make EL4 gron.th  go u p

by cut t ing in\-eatments.  md

t h a t ' s w h a t  c o n c e r n e d  us

:llmut  t he  s imp l i s t i c  u se  o f

that tool.”

Besides Procter & Gam-

ble’s argument and >Ionsan-

to’s experiment n-ith using

both E\A and CFROI. some

c o m p a n i e s  d o n ’ t  buy the

con\-entional wisdom that the E\X

model is that simple. Vhen  AGCO

Corp., a farlli-equipmeIIt nianuf~mur~

er in Duluth. Georgix., xcluired  the

international division of Massey-  Fer-

guson. , another farm-equipment mak-

er, in 1994, Xlassq had been using

EVA for two or three J-ears. “In cer-

tain areas they felt like it had been

s u c c e s s f u l - - b u t  n o t  Ion-er in the

organization.” obsen.es  Allen Ritchie.

president of the finance and aclniinis-

M E T R I C  W A R S

came  around to  re turn  011

net  assets  (ROKA)  for the

most part.” Having unwound

Ilasse)-‘s I5t.A p r o g r a m .

A G C O  n o n -  ernpln!,s  a

ROUX-hased  p e r f o r m a n c e

m e a s u r e m e n t  s!-stem that

Ritchie says has been easy to

xpply across all of its opera-

tions.

hIark L~l~elllal-t 112 s

1~ orked with numerous COT-

portions--among  them little

\.:lliiiont Industr ies  Inc. ,  a

iiiet;ll-stI-~IctLlres manufactur-

er in \7alle!-. Selxxka-link-

ing executi\-e  pay t o  xxlue-

based performance metrics

in his role as practice leader

for  corporate  f inance and

c o m p e n s a t i o n  a t  t h e  Liii-

colnshire.  Illinois. conilxns;~-

t ion c o n s u l t i n g  f i r m  o f

Hewitt Associates L1.C (see

trati\.e group at A G C O .  “_I lot of

employees  xere being iniproperl!

moti\ated and didn’t fully mderstand

n.hat the  ohje&~e  of E\14 me;lstm-

ments  n‘as. Slaybe it n-z the fact that

1Ilasse)-  Ferguson]  had not  done a

good enough job in the education

process and implementation phase.

Ixit n-e fou~icl  it much more appro-

priate to focus back on the principal

c o r p o r a t e  f i n a n c e  objecti\-es  o n

w h i c h  E\X is ~xwxl. And that reall)

“Do It >70urself:  How  \‘alnmnt  Indus-

t r i e s  I m p l e m e n t e d  E\;1.”  3Iarch

1 9 9 6 ) .  Lvbelliart  sa!-s d i f f e r ences

betn-een the \-ar!?ng metrics are fre-

quentlv  narroned  i n  real-\vorld

app l i ca t ions  anon-ay.  CFROI  ma)

i n d e e d  be more compl i ca t ed .  he

s;qx. .,lxlt the full-fledged E\:l. with

all their adjustments. is also quite

coiiiplicatcd.”  Indeed. Stern Stewart

offers about 160 possible 1 ariations

of it. And neither EYA nor CFKOI “in

t h e  pure form is verb often iinple-

mentecl.”  he says.

“The fact is. Elii, CFROI, and all

the others are pranised on fundamen-

tal econoinics  that 20 years ago was

c:llled residual income.” Uhelhart coti-

times. .‘Those  things don’t change.”

KH. Brady CEO Hudson agrees.

noting that the basic rtxarch behind

E\:k\ xnd  e\.en her  own SE c l o n e .

“is actwlly old: ).ou cm go hack to

[?Iertonl Miller and [France]

Mocligliani and their  paper  on the

price of ;I stock being related to eco-

n o m i c  value genexltecl.”  HLI~SOII

sqs. -1 \ws  in college in the 1960s.

and this nas required reading.”

She adds: “One thing 3 consultant

can’t gi\-e  you is common sense.” n
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