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Plus Ca Change, Plus C’est Parell

“The more things change, the more they stay the same.”

Wealth Maximization Should Be Management’s Prime Goal

* The correlation between return spreads and
valuation is strong.

* The market recognizes and rewards high-
return businesses.

Capital

» Analysts can gain a greater edge by under-
Allocation

standing capital allocation than by predicting
earnings.

Valuation o
* Managements must focus on maximizing

shareholder value.



Plus Ca Change, Plus C’est Pareil

Introduction the empirical work we have done suggests that the
ROIC to WACC spread is a better indicator of
valuation than other widely used value proxies, in-
cluding earnings per share growth and return on

Gaining a competitive advantage in the investing
business is certainly challenging. To tackle this
problem, an analyst must first clearly understand T
what the market cares about and then decipher theeqwty.

drivers of shareholder wealth. Further, only to the Taple 1

extent that these value drivers are different from, orReturn Spreads Correlate Well with Valuation

tangential to, the day-to-day investment chatter canyear R-squared t-statistic

they be considered of incremental informational or 1995 88% 103

analytical value. 1990 55 35
1985 80 6.7

This report seeks to outline a solution to this invest-source: Published data, CS First Boston estimates.

ing challenge. We have attempted to do this in a few

s:epz. tEIrSti vr\;e zfe tEatSIt? Sttat';t'; ?Lt\?gllsefgolmgetgghere are two other noteworthy points about our
stand the elements that best exp T results. First is that the y-intercept (the enterprise
packaged food industry. We then consider what our

moirical evidence savs about stock market behaV_value/invested capital at a zero spread) remained
empirica’ € Say u stable over the decade we tracked. Second, the slope
ior. Finally, we outline the facets of value that

hould be the focus of managers and investors aIikOf the re_gression line steepened over the me_qsured
shou us 9 fime series. We hypothesize why these conditions
Our conclusion also serves as our title: translated have emerged:
into English, it simply means “the more things
change, the more they stay the same.” That is,

* The y-intercept—the point where the return on
companies can partake in M&A, write-offs, restruc-calo'tal equals the COSt.Of capltal—rgmamed nez_irly
constant at about 1.6 times enterprise value to in-

turing programs, strategic repositionings, and vested capital over the three measurement periods.

accounti_ng chicanery, but at the end of the da_y Wh"ﬂn theory, if the ROIC equals WACC, the enter-
matters is a company's ability to generate satisfac- ise valu’e should equal 1.0 times in\,/ested capital.)

g : r
::%rr):sci:;ser;trletil:]r?seo; (t:réeoﬁaap;;aligler?ﬁ;ysih Doblgg_sg\/e believe there are two potential explanations for
y pIcy ging this observation. The first is that invested capital

ness V\_/orld requires hard work, fore5|g_ht, an,d may be understated as the result of inflation. As-
discipline. The philosopher Baruch Spinoza’s words

: » : suming that the average life of fixed assets for a
ring true for managers: “All things excellent are as f00d Company is rouahly five vears—deoreciation
difficult as they are rare.” pany ghly five 'y p

regularly represents 10% of net property plant and
Study Results equipment in the industry—and that inflation equals

We performed a regression analysis on packaged 520 invested capital may be understated by 15-
food industry data for 1995, 1990, and 1985 using 20%. This observation, when coupled with the the-
the return on invested capital (ROIC) versus sis that the market's view of the industry has not

weighted average cost of capital (WACC) spread a§hanged dramatically in the measured period, ex-
the independent variable, and enterprise value to Piains both the y-intercept's above-1.0 multiple and
invested capital as the dependent variable. As fi- ItS consistency. Second, we believe the market is
nance theory (and common sense) would suggest, likely impounding future value creation, meaning
our results show that the correlation between returhat the present value of growth opportunities has
spreads and valuation was quite strong over a had a positive val_ue. T_hls may not be an unreason-
ten-year measurement period. As important, the ~2PI€ assumption in an industry that has had, on
t-statistics were impressive, demonstrating that the Palance, retl:jrns tgat exceed the cost of capital dur-
model has substantial explanatory power. Table 1 INd the past decade.
summarizes our r-squared and t-statistic findings,

and Charts1-3 show the actual plots. Further, all of'See “Packaged Food Industry Rate of Return
Analysis,” July 1994,
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Plus Ca Change, Plus C’est Pareil

« The slope of the regression line has steepened agement’s prime goal should be to maximize the
over the ten-year measurement period. This meansdifference between enterprise value and invested
that for any given positive ROIC-WACC spread, capital.

the multiple of enterprise value to invested capital
has become higher over time; given a negative
ROIC-WACC spread, the multiple of enterprise

Table 3 outlines why this point is valid. Assume an
all-equity financed company has two strategy op-
tions. It can either continue on its present course

valu_e to invested capit_al trends lower over time. scenario A), delivering $20 of earnings on a $100
Again, note that the y-intercept has not changed. invested capital base, or invest an additional $100

bglieve there are two pI:_ausibIe exp'lanation's for thispys its business at an incremental rate of return of
First, we sense there might be a ““.Ch. get richer and 5o, (scenario B). Assuming a 10% cost of capital
poor get poorer phenomenon, Jus_tlfy_lng the fact and 20 shares outstanding, the business is worth
that high-return companies are enjoying higher rela$20 per share under scenario A, with a price-to-

tive \_/a}luations and I_ow-return_ companies are book ratio of 2.0 times and an ROIC of 20%. Under
receving lower mu‘l‘tlples. Ir_1_f|nance terms, we , . scenario B—assuming the capital addition was fi-
might say that the competitive advantage pe_r_lod Shanced by issuing shares—the ROIC, price/book
dee_”.‘ ed to be expa_ndmg for th_e b.eSt competitively ratio and shares outstanding all get diluted. How-
positioned companies, and shrinking for weak retur ver, the value of each share rises almost 17%. This

businesse$Second, lower interest rates—expresse precisely why we believe managers should avoid

more specifically in our analys_ls as a lower compensation programs linked solely to return on
weighted average cost of capital—have had a mag;ested capital

nifying affect on enterprise value to invested capital

multiples (see Table 2). Table 3
Wealth Maximization Not Tied Solely to ROIC
Table 2 Scenario A Scenario B
How ROIC/WACC Ratio Defines Multiples NOPAT $20 $35
1985 1990 1995 Invested capital 100 200
ROIC-WACC spread 4.0% 4.0% 4.0% WACC 10% 10%
Enterprise value/invested capital 2.05 2.36 2.52 ROIC 20 175
Source: Company published data, CS First Boston estimates. Value $200 $350
Price/book 2.0 1.75
Shares outstanding 10 15
Stated differently, when the ROIC to WACC spreadyalue per share $20.00 $23.33

is positive and constant, the enterprise value to in-
vested capital ratio will increase as WACC falls.
Inversely, if the ROIC to WACC spread is negative Message from the Market

and constant, the enterprise value to invested capit@fe can draw two important conclusions about what
ratio declines as WACC falfsThe math behind this our evidence says about capital markets behavior.

point is laid out in the appendix. The first is that the market recognizes and impounds

Although our analysis firmly suggests that the mar-Value creation by granting a multiple of mvested“
ket appreciates high-return businesses, it is incorrefgPital in excess of 1.0. This is often called the "$1
to conclude that a manager's sole objective is to test.” Second, the market is consistent in this regard

maximize returns on invested capital. In fact, man- V€ ime, meaning it “cares about” returns on in-
vested capital day in, day out and year in, year out.

2 L L _ _ . Warren Buffett, one of America’s most successful
Competitive advantage period is the time during WhIChinvestors described the use of the “$1 test” in his
a company is assumed to earn returns in excess of the e

cost of capital on incremental projects. 1982 Berkshire Hathaway letter to shareholders. He
3The author is indebted to Charlie Wolf for clarifying ~ WrOte, “itis our job to select businesses with eco-
this point. In determining the enterprise value/investednomic characteristics allowing each dollar of

capital relationship, theatio of ROIC to WACC is the  retained earnings to be translated eventually into at
key variable, not necessarily the spread itself.
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Plus Ca Change, Plus C’est Pareil

least a dollar of market valuéBuffett’s focus on Buffett had just taken control of Berkshire. The
this measure was particularly appropriate in the  stock was at $18 per shareowenstein writes:
early 1980s, when interest rates, and hence capital

costs, were at extraordinarily high levels. The Then Buffett explained to Chance the basic theory

central boint is that how much or how little man of return on investment. He didn’t particularly care
a emerllot invests back intol:he business is not as how much yam Chance produced, or even how
9 u much he sold. Nor was Buffett interested in the total

important as the concept that all capital tied up in aprofit as an isolated number. What counted was the

business pull its economic weight. Further, .th.e marbrofit as a percentage of the capital investetat
ket generally clearly sees whether or not this is

oceurring was the yardstick by which Buffett would grade
' Chance’s performance.
If Buffett's comments from 1982 are not enough
evidence of this “$1 test” holding true over time, a
glimpse at the relationship between return spreads
and the enterprise value to invested capital ratio
brings to life the $1 test when analyzing a single
company. Chart 4 shows the year-end spreads an
enterprise value to invested capital multiples for ~ “I'd rather have a $10 million business making 15
Quaker Oats. What stands out is that the return ~ percent than a $100 million business making 5 per-
spread and multiple were at their highest in fiscal cent,’” Buffett said.|'have other places | can put
1994 and their lowest in fiscal 1995 (as a result of the money."

the Snapple deal). Remarkably, the market sSimply gyery nortfolio manager should hold managers to

repriced the multiple accorded the business to adjugta same discipline, because portfolio manaders

to the new, low-ROIC reality. The more things 5y other places they can put the money (i.e., other
change, the more they stay the same. stocks). We sense that too much of the dialogue in
Message to Management the investment business deals with near-term ac-

- . counting-based results, and that not enough
Our overriding message to management is that C Y . ) :
attention is paid to capital allocation.

maximizing shareholder value should be its primary
goal. There are two fundamental drivers of share- In the same context, it is worth considering the
holder wealth to which managers should be magnitude of capital lodged in businesses that does
sensitive. First, there should be an unrelenting focusot earn (or does not have the prospects of earning)
on making sure that all the capital lodged in the  a satisfactory return. Marakon Associates, a con-
business generates returns in excess of the cost ofsulting firm that concentrates on value-based

capital (or can reasonably be expected to do so), performance measuring and planning, states that, in
with an eye toward returning nonproductive capital its experience, 100% of the value created for most
back to shareholders. Second, managers should companies is concentrated in less than 50% of the
constantly seek to invest in value-creating projects capital employed This figure suggests that even

and strategies. We will develop these points in moravithin the United States—Iikely the most competi-
detail. tive economy in the world—there remains
substantial opportunity to unlock value.

“To Chance, who had been reared, like most man-
agers, to think of growth as an absolute good, this
idea was new. But he grasped that is was pivotal to
Buffett’s capitalist credo, and Buffett put in terms
Ofhat Chance could understand.

In Roger Lowenstein’s excellent book on Warren
Buffett, the author recounts the exchange between
Buffett and the newly appointed president of Berk-

shire Hathaway, Ken Chance. It was 1965 and *The stock rose 27% compounded annually in the sub-
sequent 30 years.

®Roger LowensteirBuffett: The Making of an Ameri-
can Capitalist(New York: Random House, 1995), pp.
131-132.

"McTaggart, Kontes, Mankinghe Value Imperative
“Berkshire Letters to Shareholders, 1977-1983, p. 52. (New York: The Free Press, 1994), p. 241.

S
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The second point, a necessary corollary to the first divided by invested capital. NOPAT correlates quite
point, is the importance of investing only in value- well with earnings, and, as a result, does not appear
creating projects and strategies. This seemingly ob{o be an area where an analyst can derive a sustain-
vious comment has a couple of more subtle able advantage. Invested capital, however, tends to
implications. First, managers must be sensitive to get proportionately less attention, and hence may be
all balance sheet items that add to invested capital,a better area for analytical focus. In other words,

not just obvious ones like capital expenditures and analysts who dig to understand the allocation of

acquisitions. A good example is working capital,
which often does not get the scrutiny it deserves.
Second, we believe it is necessary to distinguish
between projects and strategies. There are times

capital and the prospective returns on the employed
capital may be better able to appreciate future
earnings power and the direction of valuation mul-
tiples (including multiples of earnings and cash

when an investment outlay, viewed strictly on a net flow).

present value basis, may not provide the right an-
swer in overall value creation. For example, a

company may invest in a project that is NPV nega-

tive when the alternative strategy (i.e., doing

nothing) has even less value. Hence we stress that

managers invest in strategies that maximize the
value of the firm. That noted, we believe too many
managers hide behind the cloak of “strategic” in-

Not surprisingly, we find that the way of gaining an
edge as an investor is identical to the method of
gaining a competitive advantage as a manager. Un-
derstand where the capital is going, how much is
going there, and at what return that capital will be
greeted. As simple as it sounds in theory, it is ex-
traordinarily difficult to pursue in practice.

vestments as they misallocate CapitaL Simp|y statetlB.: CS First Boston Corporation may have, within the last three years,

capital allocation, in the broadest sense of the term

is management’s central long-term task.
Message to Analysts/Portfolio Managers

If in fact the ROIC to WACC spread (financial) is
the key driver of the enterprise value to invested
capital multiple (valuation), it would appear worth-
while to consider how an analyst might gain a
competitive advantage. We believe the proper ap-
proach to this question is to dissect the ROIC to
WACC spread into its prime components.

If one dismisses the WACC part of the equation to
simplify the analysis (and we do recognize that

served as a manager or co-manager of a public offering of securities for or
thakes a primary market in issues of any or all of the companies mentioned.
Closing prices are as of December 11, 1995:

Campbell Soup (CPB, 59, Hold)
ConAgra (CAG, 40Y/s, Hold)

CPC International (CPC, 70Y/4, Hold)
General Mills (GIS, 554, Buy)

H.J. Heinz (HNZ, 327/s, Hold)
Hershey Foods (HSY, 65, Hold)
Interstate Bakeries (IBC, 211/4, Buy)
Kellogg (K, 777/s, Buy)

McCormick (MCCRK, 23Y/4, Buy)
Morningstar (MSTR, 8, Buy)
Nabisco Holdings Corporation (NA, 283/, Hold)
Quaker Oats (OAT, 361/s, Buy)
Ralcorp Holdings (RAH, 24%/4, Hold)

value can be derived from good management of theRalston Purina (RAL, 6644, Buy)
right-hand side of the balance sheet), ROIC moves Sa Lee (SLE, 33'/4, Hold)

into the spotlight. ROIC, in turn, can be broken

down into net operating profit after taxes (NOPAT)

Tyson Foods (TYSNA, 241/, Hold)
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Glossary Invested Capital

Sum of the net assets a company employs to gener-
V%te its cash flows. As net assets must be financed,
invested capital may be calculated from either side
of the balance sheet. From the asset side, invested
capital equals net working capital, net PP & E,
goodwill and other operating assets.

Competitive Advantage Period (CAP)

Length of time a company can sustain returns abo
its cost of capital. It is a function of internal and
external factors such as industry structure, com-
petitive position, government policy, and overall
market confidence. In a nuts and bolts sense, CAP
represents the forecast period for a discounted cashvestment in Future Growth (1)

flow model. Represents the change in working capital, capital
expenditures (net of depreciation) and cash acquisi-

Economic Book Value (EBV . .
(EBY) tions a company makes on an annual basis. |

The “steady state” value of the firm, or the value of AR
the firm assuming no incremental value will be cre- _represents the “fuel” a company must use to grow
ated. It equals the company’s most recent net its NOPAT.

operating profit after tax (NOPAT) capitalized by Market Value Added (MVA)

the company’s weighted average cost of capital mi-The difference between a company’s market value
nus debt. A price-to-economic-book-value ratio of and its invested capital. Generally, if MVA is posi-
1.0 suggests the market expects no value creation.tive the market believes a company will generate
Any ratio above 1.0 assumes value creation and returns above its cost of capital.

anything below 1.0 assumes value destruction. Net Operating Profit After Tax (NOPAT)

Economic Value Added (EVA) Represents the cash profits a company would earn if
Seeks to determine the “residual” income of a com-it were completely debt-free. Operating income is
pany by charging NOPAT with a capital charge.  reduced by adjusted taxes—which incorporate the

EVA can be positive only when a company’s cash taxes paid and the value of the tax shield from
NOPAT is greater than the minimum return re- interest expense—and is increased by the amortiza-
quired by capital providers for the net assets the tion of goodwill. NOPAT is the numerator for an
company employs. The formula is: ROIC calculation.

NOPAT - (invested capital * WACC) Return on Invested Capital (ROIC)

Net operating profit after tax (NOPAT) divided by
average invested capital. ROIC shows a company’s
cash rate of return on the sum of capital it has put
to work. When compared to the weighted average
cost of capital, ROIC can help determine whether or

Free Cash Flow (FCF) not a company is creating value for its shareholders.
Represents the cash that is distributable to all Weighted Average Cost of Capital (WACC)

Cﬁéﬁ?ﬁldaer:j fli;:: da;t;ri :;XS aétri;iﬁap'ts I tmb\ﬁitrr;emReﬂects the opportunity cost for debt and equity
( 9 P P g), bu holders, weighted for their relative contribution to a

Eg?vr\:gg]r? Iggsli\':': ;ef dCIaT:thIIZO;'; ![iéhr?u%flfgretnhcai is company’s capital structure. It is the minimum
' economic return a company must generate to com-

Egijjﬁg gizgﬁ f?(;\(/:‘:#gdtz? to a present value in a dIS|6ensate its debt and equity security holders for their

assumed risk.

Enterprise Value

Market value of equity (shares outstanding times
stock price) plus total debt (short-term and long-
term) plus preferred stock.
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Plus Ca Change, Plus C’est Pareil

Table 8
Market/Book When ROIC Equals WACC

$ in millions, except per share data

Year 1 Year 2 Year 3 Year 4 Year5  Perpetuity

Invested capital $1,000 $1,000 $1,000 $1,000 $1,000 $1,000

ROIC 12.0% 12.0% 12.0% 12.0% 12.0% 12.0%

WACC 12.0% 12.0% 12.0% 12.0% 12.0% 12.0%

EVA $0 $0 $0 $0 $0 $0

Perpetuity factor 8.333

Discount factor 0.893 0.797 0.712 0.636 0.567 4,729

If ROIC = WACC, then

PV EVA $0 $0 $0 $0 $0 $0 the level of WACC does
Sum PV EVA $0 not matter, and the

Beginning capital $1,000 market/book is always
Enterprise value $1,000 1.0.
Market/book 1.00
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Plus Ca Change, Plus C’est Pareil

Table 9

Market/Book When ROIC Is Less Than WACC

$ in millions, except per share data

Year1 Year 2 Year 3 Year 4 Year5  Perpetuity

Invested capital $1,000 $1,000 $1,000 $1,000  $1,000 $1,000

ROIC 9.0% 9.0% 9.0% 9.0% 9.0% 9.0%

WACC 12.0% 12.0% 12.0% 12.0% 12.0% 12.0%

EVA ($30) ($30) ($30) ($30) ($30) ($30)

Perpetuity factor 8.333

Discount factor 0.893 0.797 0.712 0.636 0.567 4.729

PV EVA ($27) ($24) ($21) ($19) ($17) ($142)

Sum PV EVA ($250)

Beginning capital $1,000

Enterprise value $750 If (ROIC-WACC) < 0 and
Market/book 075 <« remains constant, then the

market/book ratio decreases as
the WACC falls.The ratio of ROIC
Year1 Year 2 Year 3 Year4 Year5  Perpetuity to WACC defines market/book,

Invested capital $1,000 $1,000  |not just the spread.

ROIC 6.0% 6.0%

WACC 9.0% 9.0%

EVA ($30) ($30)

Perpetuity factor 11111

Discount factor 0.893 7.221

PV EVA ($27) ($217)

Sum PV EVA ($325)

Beginning capital $1,000

Enterprise value $675

Market/book 0.68
16
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Plus Ca Change, Plus C’est Pareil

Table 10
Market/Book When ROIC Is Greater Than WACC

$ in millions, except per share data

Year 1 Year 2 Year 3 Year 4 Year5  Perpetuity
Invested capital $1,000 $1,000 $1,000 $1,000  $1,000 $1,000
ROIC 18.0% 18.0% 18.0% 18.0% 18.0% 18.0%
WACC 12.0% 12.0% 12.0% 12.0% 12.0% 12.0%
EVA $60 $60 $60 $60 $60 $60
Perpetuity factor 8.333
Discount factor 0.893 0.797 0.712 0.636 0.567 4.729
PV EVA $54 $48 $43 $38 $34 $284
Sum PV EVA $500
Beginning capital $1,000
Enterprise value $1,500 If (ROIC-WACC) > 0 and
Market/book 1.50 4 remains constant, then the
market/book ratio increases as
the WACC falls.The ratio of ROIC
Year 1 Year 2 Year 3 Year 4 Year 5 Perpetuity to WACC defines market/book,
Invested capital $1,000 $1,000 not just the spread.
ROIC 15.0% 15.0%
WACC 9.0% 9.0%
EVA $60 $60
Perpetuity factor 11111
Discount factor 0.893 7.221
PV EVA $54 $433
Sum PV EVA $650
Beginning capital $1,000
Enterprise value $1,650
Market/book 1.65
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Americas

Park Avenue Plaza

55 East 52nd Street

New York, NY 10055, U.S.A.
212 909 2000

Atlanta 404 656 9500 Mexico City 011 525 202 6000
Boston 617 556 5500 Minneapolis 612 935 7400
Buenos Aires 011 541 394 3100/8455 Philadelphia 215 851 1000
Chicago 312 750 3000 Portland 207 780 6210
Cleveland 216 479-6878 San Francisco 415 765 7000
Houston 713 220 6700 Sao Paulo 011 55 11 822 4862
Los Angeles 213 253 2000 Toronto 416 947 2600
Europe

One Cabot Square
London E14 4QJ, England
44171516 1616

Amsterdam 3120 556 7222 Milan 392 7601 2482
Budapest 361 175 9002 Paris 331 4076 8888
Frankfurt 49 69 15340 Prague 422 2481 0937
Geneva 4122 732 9050 Warsaw 48 2 630 6212
Madrid 341 555 0796 Zug 4142 232151
Moscow 7095 564 8777 Zurich 411 252 4477
Pacific

Shiroyama Hills

4-3-1 Toranomon

Minato-ku, Tokyo 105, Japan
813 5404 9000

Auckland 649 302 5500 Seoul 822 399 7355
Beijing 861 501 4538 Singapore 65 535 3088
Hong Kong 852 847 0388 Wellington 644 474 4000
Osaka 816 243 0789

This memorandum is for informative purposes only. Under no circumstances is it to be used or considered as an offer to sell, or a solicitation of any offer to buy,
any security. While the information contained herein has been obtained from sources believed to be reliable, we do not represent that it is accurate or complete
and it should not be relied upon as such. We may from time to time have long or short positions in and buy and sell securities referred to herein. This firm may
from time to time perform investment banking or other services for, or solicit investment banking or other business from, any company mentioned in this report.

© 1995, CS First Boston Corporation



