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The Purpose of the Firm, Valuation, and the

by Bartley J. Madden, Independent*

he worldwide debate about capitalism, and about
the social role and responsibilities of corpora-
tions in particular, has generated a wide range
of responses and proposed solutions. Among the
best known are the corporate social responsibility (or CSR)
movement, Michael Porter’s “shared value” concept, the
“conscious capitalism” promoted by John Mackey of Whole
Foods, ESG (environmental, social, and governance) score-
cards, “FCLT Global” (which is short for focusing capital on
the long term), and integrated reporting.! Should manage-
ments and boards of directors conclude that all of these
initiatives are equally worthwhile? Or is there an important
unrecognized and therefore missing piece of the puzzle?

What has gone unnoticed is what should have been
step one—achieving clarity about the purpose of the firm.
An effective statement of corporate purpose should answer
the two-part question: Why does the company deserve the
commitment and support of its stakeholders, and what
unchanging principles will guide management’s actions?

In the pages that follow, I identify four interrelated
components of the firm’s purpose that can motivate employ-
ees and other stakeholders to achieve long-run efficiency and
competitiveness to the mutual benefit of all groups. Notably
absent from this statement of purpose is the traditional call
to “maximize shareholder value.” When the firm’s purpose is
reconfigured in this way, the traditional goal of maximizing
shareholder value becomes not the primary aim or motive,
but the outcome or result of achieving the firm’s purpose.
And when thus restated, the corporate purpose is likely to
communicate more effectively to a broad audience (includ-
ing non-finance specialists) and to enlist broad support from
most all stakeholders.

One important reason for this restatement of corporate
purpose is that corporate professions of value maximization
as the primary goal are often confused with a preoccupation
with producing steady growth in earnings, and mistakenly

associated with management teams that are focused on doing
whatever it takes to meet or beat Wall Street’s expectations
for quarterly earnings. This common tendency to identify
shareholder value with short-termism puts the spotlight
on a genuine need for managements and boards to adopt
an insightful valuation model that makes clear that value
creation is necessarily a long-term process. Toward the end
of the paper, I present the outline of a life-cycle valuation
model—one that has been widely adopted by money manage-
ment organizations—that is ideally suited to facilitating a
long-term, value-creation mindset. In addition, the life-cycle
model brings a needed economic discipline to the corpo-
rate sustainability movement and to the integrated reports
that have recently become companies’ preferred vehicle for
communicating the value of their sustainability initiatives
and resource allocations.

A Holistic Purpose for the Firm
When viewed together, the following interrelated goals
provide a holistic purpose for the firm. As stated below, such
goals can be expected to provide clarity of purpose and help
gain the support of all of the company’s major stakeholders,
including its most sophisticated and long-term shareholders.
1. Communicate a vision of the company that has at
least the potential to inspire and motivate employees to
commit their working lives to making the world a better
place. The social benefits of some companies are easy to see.
As one example, the highly-focused medical technology
firm Illumina has described its vision as helping bring about
significant improvements in human health “by unlocking
the power of the genome.” Or consider the following state-
ment by the highly-diversified firm 3M, which envisions the
potential of the company’s technology, products, and general
innovative capacity as “advancing every company,” “enhanc-
ing every home,” and “improving every life.” But for many
other companies, the corporate purpose may come across

* This article draws heavily on Bartley J. Madden. 2016. Value Creation Thinking.
Naperville, IL: LearningWhatWorks. | thank Don Chew for his insightful suggestions,
which substantially improved the article.

1. See Harwell Wells. 2002. “The Cycles of Corporate Social Responsibility: An His-
torical Retrospective for the Twenty-First Century,” University of Kansas Law Review Vol.
51: 77-140. Available at SSRN: https://ssr.com/abstract=1121899. See Michael E.
Porter and Mark R. Kramer. 2011. “Creating Shared Value.” Harvard Business Review.
January-February: 62-77. See John Mackey and Raj Sisodia. 2013. Conscious Capital-
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ism. Boston: Harvard Business Review Press. See Sakis Kotsantonis, Chris Pinney, and
George Serafeim. 2016. “ESG Integration in Investment Management: Myths and Reali-
ties.” Journal of Applied Corporate Finance 28 no. 2 (Spring): 10-16. FCLT Global is
dedicated to encouraging long-term behaviors in business and investment decision-mak-
ing, http://www.FCLTglobal.org. See Robert G. Eccles and Michael P. Krzus. 2015. The
Integrated Reporting Movement: Meaning, Momentum, Motives, and Materiality. Hobo-
ken, NJ: John Wiley & Sons.
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as mundane and uninspiring. Take the simple declaration
by a steel producer that “We aim to be the most efficient
producer of steel for the construction industry.” In such cases,
it is far better to focus on the value that the firm’s customers
can create by receiving products and services with a level of
quality and reliability that are perceived by customers to be
high in relation to the price they pay for it. And that brings
us to the second part of the corporate purpose.

2. Survive and prosper through innovation and efficiency
gains. Developing and sustaining a knowledge-building
culture is essential to promote feedback and learning—the
heart of a firm’s innovation process. Such cultures are often
described using examples of high innovation and growth.
But feedback and learning are also critically important to
another, much less glamorous managerial responsibility
that is nevertheless an integral part of survival and prosper-
ity. Managements and boards need a reality check to avoid
a “grow the business” mindset that refuses to recognize
fundamental changes in the competitive landscape. That s,
change may have significantly reduced the value of some of
a firm’s capabilities that worked well in the past. In such
cases, management’s task is then to promptly identify, and
recycle resources away from, business units that are fast
becoming uneconomic at their current size and with their
existing business model. In life-cycle terms, managements
must avoid the failing business model stage by taking early
action and helping affected employees with a transition to
more viable, long-term opportunities. Nothing works long-
term if a company consistently fails to earn its cost of capital.

3. Work continuously to develop win-win relationships
with all important corporate stakeholders as an integral part of
achieving the firm’s purpose. Consider two examples from
Johnson & Johnson’s exceptional history of innovation. The
J&J development in the late 1800s of sterile sutures ushered in
modern antiseptic surgery, with huge benefits for hospitals in
general and patients in particular. And in 1982, J&]J invented
safety-sealed, tamper-resistant packaging. J&J’s statement of
purpose, which is called “Our Credo,” emphasizes win-win
relationships in its opening sentence: “We believe our first
responsibility is to the doctors, nurses and patients, to mothers
and fathers and all others who use our products and services.”?

4. Take care of future generations. This involves a real
management commitment to—and in many cases a substan-
tial investment of capital in—ensuring the sustainability of
the environment. That commitment begins with the design of
products, services, and manufacturing processes that aim to
minimize waste and pollution. Employees of lean manufac-
turing firms are zealous about reducing waste throughout

the entire value stream of a product, including raw material
procurement and end-of-life recycling. This way of thinking
and acting takes care of future generations while, in many if
not most cases, increasing corporate productivity.

The four-part corporate purpose offers a bridge between
stakeholder theory and Michael Jensen’s concept of “enlight-
ened value maximization.” Proponents of stakeholder theory
typically argue that corporate managements can easily turn
maximizing shareholder value into a mindset that is exces-
sively focused on easily quantified, short-term financial
variables while curtailing comprehensive engagement with
the company’s non-shareholder stakeholders.

Jensen’s message is that, to maximize long-run firm value,
corporate managements must succeed in gaining “the tacit
support, if not the emotional allegiance,” of all corporate
stakeholders who can affect the efficiency and value of the
firm—groups that include not only the company’s custom-
ers and employees, but also advocates for the environment
and local communities as well as legislators, regulators, and
other representatives of “the public interest.” Thus, Jensen
joins stakeholder theorists in urging corporate managers to
invest in all major corporate constituencies, but with one
important proviso: to ensure competitive returns for the firm’s
investors, every dollar invested in stakeholders should have an
expected long-run payoff of at least a dollar (when discounted
for time and risk).

For example, like corporate decisions to increase spending
on R&D or new manufacturing facilities, decisions to fund
new employee health benefits and expand local community
programs that boost employee morale can and should be
designed and undertaken as positive-NPV investments that,
if effectively communicated to the market, have the potential
to increase the company’s current value. This cost of capital/
NPV rule provides the basis for “yes/no” and “how much”
resource allocation decisions to be made in a logically sound
(even though difficult at times to execute) way so that the firm
and, by extension, society can get the most out of its limited
resources. To repeat, nothing works long-term if a company
consistently fails to earn its cost of capital.

In summary, Jensen makes valid points that can easily get
ignored in the stakeholder-shareholder value debates that are
increasingly gaining attention. Keep in mind that language
matters. All too often these debates implicitly or explicitly
begin with the big question: Do you believe that maximizing
shareholder value should be the purpose of the firm? The
thinking of those answering yes is invariably steeped in logic
and economic theory while those answering no are heavily
influenced by observed management behaviors that are incon-

2. J&J's Our Credo is shown at http://www.jnj.com. Also see Mark L. Frigo and Darren
Snellgrove. “Why Innovation Should Be Every CFO's Top Priority,” Strategic Finance
October 2016: 25-33.

3. Michael C. Jensen. 2001. “Value Maximization, Stakeholder Theory, and the Cor-
porate Objective Function.” Journal of Applied Corporate Finance 14(3): 8-21.
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4. R. Edward Freeman. 1984. Strategic Management: A Stakeholder Approach. Lon-
don: Pitman Publishing. R. Edward Freeman, Jeffrey S. Harrison, Andrew C. Wicks,
Bidhan L. Parmar, and Simone de Colle. 2010. Stakeholder Theory: The State of the
Art. Cambridge: Cambridge University Press.
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Astellar example of how achieving the firm’s purpose
results in maximizing sharecholder value is Bill
George’s tenure as CEO of Medtronic from 1991 to 2001.
During that time, Medtronic’s profitability improved
dramatically and its shareholder return was five times
greater than that of the S&P 500. George explains his
management approach as follows:

In my experience motivating employees with a sense
of purpose is the only way to deliver innovative products,
superior service and unsurpassed quality over the long haul.
... An organization of highly motivated people is hard ro
duplicate. The motivation will last if it is deeply rooted
in employees’ commitment to the intrinsic purpose of their
work.>

sistent with building a sustainable business for the long haul,
especially doing whatever it takes to meet quarterly earnings
targets. Would it not be much more useful to first begin by
gaining agreement on the four-part purpose and recognizing
that value maximization is the result of achieving the firm’s
purpose? The four-part purpose addresses the foundational
needs of all stakeholders, including why employees should
show up for work. This is a good beginning point. Then
more productive debates can follow about, for example, sow
managements and boards are engaging with all their stake-
holders, handling investments that are clearly important for
value creation but exceedingly hard to quantify, designing
compensation packages tied to value creation, and commu-
nicating to investors, especially those investors who invest
for the long term.

The Role of Performance Evaluation in
Maintaining a Knowledge-building Culture
To achieve this four-part purpose, management’s most impor-
tant and challenging responsibility is to instill and nurture
a knowledge-building culture, which requires, among other
things, investments of management’s time and, in many
cases, investor capital. Knowledge building is the source of
sustained improvements in R&D, manufacturing productiv-
ity, employee motivation, and the design of many business
tasks concerned with efficiently providing value to customers.
The critical role of corporate culture in knowledge-build-
ing and achieving the firm’s purpose is made clear by Brad
Smith, CEO of Intuit, when he says:

The culture you create lays the foundation that enables every
other part of the company to grow and succeed. ... Job one in
creating a culture is building a purpose-driven culture.

... What is the bigger idea that we are all part of? ... Ar
Intuit, our mission is to improve our customers’ financial lives so
profoundly they can’t imagine going back to the old way.

... One way leaders can create an action-oriented environ-
ment is to match inspiration with rigor, adopting a rapid

experimentation culture... [that] cuts through hierarchy
(especially if leaders hold their own ideas ro the same scrutiny of
testing), creating an environment where everyone can innovate,

and debate turns into doing.®

While there is much to be said about knowledge building
in running a firm’s operations, what is often overlooked is
the important role of the finance function and performance
evaluation in reinforcing and maintaining such a knowledge-
based, “purpose-driven” culture. One of managements and
boards’ most important responsibilities is to find the most
effective ways of measuring business unit performance,
allocating resources among the business units (and to other
investment opportunities), and making changes in the
corporate strategy in response to a changing environment.
All of these high-level activities can benefit from the use of
an explicit valuation model that shows as clearly as possible
the connection between the company’s market value and
changes in the most important drivers of value that are at
least partly subject to control or influence by management
and employees.

An effective corporate valuation model thus provides
the basis for an effective performance evaluation system, one
that can be used to accomplish five value-creation monitoring
tasks: (1) provide insights about the past; (2) help assess the
plausibility of forecasts about the future; (3) lead to better
resource allocation decisions; (4) facilitate an understanding
of expectations built into current stock prices; and (5) improve
the reporting and discussion of financial performance.

To see the potential importance of a valuation model,
consider the thinking habits that managers and board members
develop when relying completely on EPS-based rules of thumb
that are disconnected from a theoretically correct and opera-
tionally useful valuation model. Note how easy it is for them to
conclude from the often very large market reaction to quarterly
earnings surprises that near-term earnings is the main (if not
the only important) determinant of stock prices and company
values. Excessive reliance on this observed relationship as a

5. Bill George. 2003. Authentic Leadership. San Francisco: Josey-Bass, p. 66.
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6. Brad Smith, “The Most Important Job of a CEO,” Observer, January 28, 2016.
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Figure 1 The Competitive Life-cycle View of the Firm
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Source: Bartley J. Madden. 2016. Value Creation Thinking. Figure 2.1.

working “valuation model” can easily lead to business practices
rooted in “managing” to Wall Street’s quarterly earnings expec-
tations and encouraging (and paying) employees to do whatever
it takes to meet the quarterly accounting targets.

In the next section, I present the outline of the life-cycle
model that can help managements and boards with the five
value-creation monitoring tasks described earlier and, in a later
section, I go on to show how such a model facilitates dealing
with the especially difficult problem of intangibles. The analy-
sis of intangibles is a critical part of corporate “integrated
reports” that are designed to promote sustainable, long-term
petformance, which benefits all stakeholders. Sustainability in
general, and effective corporate reporting in particular, require
that serious efforts be devoted to the task of measuring and
managing intangibles with an eye toward creating long-term
value. Improved handling of intangibles leads to more accurate
life-cycle track records for both the overall firm and its business
units. This, in turn, improves the plausibility judgments of
forecasted corporate performance and leads to better resource
allocation decisions. The life-cycle model with related track
record displays can improve one’s line of sight. Specifically,
management and the board gain more realistic expectations
about the firm’s future performance that is reflected both in its
past track record and its current market value.

Life-cycle Valuation Framework

It is useful to view the life cycle of a firm as comprising the
four stages illustrated above. For startup firms, management’s
critical task is to quickly confirm or reject the validity of the
key assumptions necessary for their innovation (new business
model) to succeed. Successful commercialization is reflected

Journal of Applied Corporate Finance « Volume 29 Number 2

in the firm earning—or at least clearly be capable of earn-
ing—economic returns above the cost of capital. During this
High Innovation stage, high reinvestment rates are likely to
be necessary for further success in scaling up the innovation
and creating significant shareholder value.

High economic returns—especially when coupled with
high reinvestment rates—is a magnet that attracts competi-
tors. And as a consequence of such competition, most
companies sooner or later transition into a Competitive
Fade stage in which economic returns—often estimated as
a RONA, i.e., a return-on-net assets—fade toward the cost
of capital and reinvestment rates fade toward lower rates of
growth. At this stage, management needs to extend, build, or
acquire capabilities that can provide competitive advantage,
thereby sustaining high levels of economic returns that do
not follow the typical downward fade pattern.

As companies mature, they also typically become larger
enterprises and encounter managerial challenges in direct-
ing increasingly complex organizations. All the while, their
competitors are working to better serve customers. The result
of this process is that, over time, companies’ economic returns
converge toward the cost of capital and, due to their larger
size and the new competition, their reinvestment rates tend
to be close to an economy-type growth rate. At the Mature
stage, companies may have achieved significant share of a
product or service market, and such success can contribute to
complacency and an unwavering business-as-usual mindset.
Moreover, a firm’s organizational structure that has evolved to
improve existing business processes can all too easily become
rigid and a significant deterrent to the development of innova-
tive new business models.
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Figure 2 Life-cycle Valuation Model
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Source: Bartley J. Madden. 2016. Value Creation Thinking. Figure 6.4.

A transition from here to the Failing Business Model
stage is typically observed in highly bureaucratic companies
where top management is especially slow in adapting to a
changing environment. Management’s competitive short-
fall might have been accelerated by outside innovators who
have developed new ways to meet customer needs and by
competitors with cultures that are better at continuous,
overall efficiency improvements. The task in such cases is to
purge business-as-usual practices, to restructure, and, when
necessary, to hire new management who are not wedded to
the firm’s past ways or immobilized by its culture. Eventually,
the company either improves, gets acquired and restructured,
or enters bankruptcy.

Life-cycle track records provide both insights into
management’s skill level as well as a baseline to judge the
plausibility of forecasts about the future. For a specified asset
base, a forecast of a company’s future life cycle of economic
returns and reinvestment rates generates a stream of long-term
net cash receipts.” The figure above depicts a present value
calculation that is warranted by the forecast variables and the
assigned discount rate.

The life-cycle model has been adopted by many money
management organizations because it helps them better
analyze past corporate performance and improve their forecasts
of future corporate performance. It is very useful in translating
a company’s stock price, at any point in time, into the market’s
expectations for a future life cycle of economic returns and
reinvestment rates. The company’s shareholder return over a
specific time period net of the broad market and adjusted for
risk is driven by the difference between expected life-cycle

performance and the performance that actually materializes.
In sum, when an analysis of a company’s past includes
a life-cycle track record, we gain insights that improve our
understanding of value creation. Even at the public policy
level, an absence of an insightful historical perspective tends
to result in baseless arguments and pointless debates about
the firm’s role in society. It becomes all too easy to condemn
profits as a reflection of corporate “greed” as opposed to
increases in corporate productivity that end up benefiting
customers as well as investors. What tends to be missing from
such discussions is an appreciation of the lessons about success
and failure that are often revealed in life-cycle histories.
One important message is that not all growth is good,
and not all companies should be pursuing growth. Compa-
nies in the Mature or Failing stages should be cutting back
on investment, returning capital, and be applauded (not
attacked) for so doing. By distributing such excess capital
instead of reinvesting it in low-return projects such as diversi-
fying acquisitions or misguided attempts to maintain market
share in overcrowded industries, companies give their inves-
tors the option to redirect the capital from mature or dying
industries into the entire spectrum of growth opportunities.
Another clear message from such histories is the remark-
able extent of the social benefits in the form of improvements
in the lives of customers that are attributable to corporate
innovations. The ability to develop new solutions to old
problems and, in some cases, to create entirely new experi-
ences is ultimately what enables companies to earn returns
that are consistently higher than their cost of capital.
Innovation is, of course, about change and about creat-

7. Bartley J. Madden. May 2016. “Value Creation Thinking: PowerPoint Presenta-
tion,” https://ssrn.com/abstract=2788692 illustrates the equivalence of the net cash
receipt calculation from the firm's perspective and from the capital owners’ perspective
on slide 44. The life-cycle model uses “real” variables adjusted for changing price levels.
Slide 55 used actual U.S. historical inflation (and deflation, e.g., late 19" century) data
for a 100-year period and simulated the reported Earnings/Book for a typical U.S. indus-
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trial firm that repeatedly invests in 6% real projects. The resulting gyrating Earnings/Book
time series ranging from approximately 3% to 20% over this 100-year period of highly
variable inflation rates strongly suggests that long-term time series for returns on capital
need to be adjusted for the impact on historical cost accounting of changing price levels.
Slide 54 displays calculation details for 3M’s 2014 CFROI of 15.2% (see Figure 3), in-
cluding the composition of inflation-adjusted gross operating assets and cash flow.
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Figure 3 3M, 1960 to 2014
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ing an environment that encourages experimentation with
processes and products. Business-as-usual cultures in which
the future is automatically assumed to repeat the past may
offer stability in the short term, but in the long term they
generally lead to stagnation. Those corporate executives and
government policy makers who are most concerned about
widespread prosperity and sustainability—rtaking care of
future generations—should focus on the role of innova-
tion and knowledge building, which is the only reliable
path forward for companies to survive and prosper. The
next section tells the story of the remarkable success of one

company that got its start in the early 1900s and has since
repeatedly reinvented itself.

Building a Company to Last: The Case of 3M
Few companies have the product diversity of 3M, which
produces the familiar Scotch tape plus a vast array of tech-
nically advanced business and consumer products. Before
highlighting 3M’s history, let’s take a quick look at 3M’s life-
cycle track record, which is displayed in Figure 3.

Figure 3 consists of three panels that each display a critical
aspect of the track record of 3M from 1960 to 2014.8 The top

8. The data is from the Credit Suisse HOLT global database. Chapter 7 of Bartley J.
Madden. 2016. Value Creation Thinking. Naperville, IL: LearningWhatWorks discusses
measurement challenges in calculating economic returns (e.g., CFROI) that are displayed
as a time series. The development of the CFROI metric, including the procedures to ad-
just for changing price levels, involved a “model corporation” simulation. Software pro-
grams that connect known economic performance to simulated, as-reported accounting
data seem to be a forgotten tool in accounting and finance, although they hold promise
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for a deeper understanding of both the handling of intangibles and the forecasting of a
firm’s future net cash receipt stream. See Timo Salmi and llkka Virtanen. 1997. “Mea-
suring the Long-Run Profitability of the Firm: A Simulation Evaluation of the Financial
Statement Based IRR Estimation Methods.” Acta Wasaensia No. 54. Also, see Paul M.
Healey, Stewart C. Myers, and Christopher D. Howe. 2002. “R&D Accounting and the
Tradeoff Between Relevance and Objectivity.” Journal of Accounting Research 40(3):
677-710.
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panel plots the company’s economic returns on total investor
capital as CFROIs (cash-flow-return-on-investment). CFROIs
are inflation-adjusted (real) returns that remove a variety of
accounting distortions, so the result is a more accurate readout
of “true” economic returns than a conventional RONA. The
top panel also shows the long-term corporate average CFROI
as a dark horizontal line at 6 percent, which can be viewed
as a plausible estimate of the real, long-term cost of capital.’

The middle panel of Figure 3 shows 3M’s reinvestment
rate, calculated as a real asset growth rate. Real numbers are
essential to remove the effects of inflation/deflation in order to
more accurately measure levels and trends in variables over a
long time horizon. The bottom panel shows 3M’s total share-
holder return (dividends plus price appreciation) relative to the
S&P 500 index. Outperformance is seen as a rising trend for the
relative wealth line; market-matching performance is a flat trend;
and underperformance is a declining trend. As can be seen in
this panel, over the entire period 1960-2014, 3M’s shareholder
return just matched the return on the S&P 500 index. The stock,
on average, did not outperform the market over this long period
because investors typically priced 3M with expectations of very
favorable long-term CFROI fade. Moreover, due to its diverse
product portfolio and larger size, asset growth (after adjust-
ments for occasional acquisitions) was not much higher than
the economy-wide growth rate and hence was easy to forecast.

But now let’s look at the story behind the numbers. In the
early 1900s, William McKnight joined 3M, which was then a
struggling abrasives manufacturing company. McKnight was
fanatical about developing a deep understanding of customer
problems, quality control, and innovation. He was President
from 1929 to 1949, and then served as board chairman until
he finally retired in 1996. During that time he was the prime
mover in developing 3M’s preeminent knowledge-building
culture that gave employees the freedom to experiment, develop
new products, and new technology platforms yielding win-win
relationships for employees, customers, and shareholders.

CEOs at 3M cleatly recognized the need to avoid failing
businesses in order for the company to survive and prosper.
The idea is to avoid the “grow the business” mindset regard-
less of how the world is changing. And make an early exit
from those businesses in which 3M would likely not have any
competitive advantage in the future. One former CEO L. D.
DeSimone summarized this point as follows:

What's important is what we’re doing now and how we’re
preparing for the future. Principles don’t change. Values don’t
change, but our surroundings change. We have a saying, If you
want to be comfortable with the future, you better be part of
creating it.’

... 3M has an organic, living nature. Pruning is the natural,
though difficult part of continuous revitalization. Meanwbhile,
new technology platforms become the seeds of future growth.*°

It is important to note that as to sustainability (taking
care of future generations), 3M eatly on chose to be part of
the solution, rather than a contributor to the global pollu-
tion problem. In 1975 management introduced its Pollution
Prevention Pays (3P) initiative based on the philosophy that it
would cost less to reduce or eliminate pollution at the source
than to try to clean it up afterward. By the year 2000, the
3P initiative had saved 3M more than $850 million and
prevented 1.7 billion pounds of pollution.

During the 1990s, a strong case could be made that 3M’s
free-spirited emphasis on innovation had resulted in signifi-
cant management problems—notably, a lack of discipline
for both cost controls and resource allocations. The board
of directors responded and on January 1, 2001 hired James
McNerney based on his long and successful career in top
management at General Electric. When the news of his hiring
was announced a month earlier, 3M’s stock surged 20%. The
stock market’s enthusiasm for McNerney was warranted given
that his leadership led to a sharp increase in 3M’s CFROI
during his five-year tenure as CEO.

Today, 3M is a widely diversified manufacturing company
with $30 billion in sales and 91,000 employees, and it is once
again earning CFROIs that are double its cost of capital.
And, in some ways most important, the company is achieving
its stated vision of “advancing every company,” “enhancing
every home,” and “improving every life.” In sum, all of 3M’s
stakeholders, and society at large, have benefited greatly from
the company’s success.

Intangibles and Value Creation

Accountants record assets on a firm’s balance sheet that can
be objectively quantified. Their estimated useful lives provide
the basis for their depreciation and amortization schedules.
Machinery, buildings, working capital, and the like repre-
sent the bulk of such rangible assets. But the reality of today’s
competitive, market-based economy is that ownership of
tangible assets that are easily duplicated by competitors is
not, by itself, likely to yield sustained economic returns that
exceed the cost of capital.

In today’s competitive global environment for business,
the potential to achieve sustained above-cost-of-capital
economic returns—which is especially valuable when coupled
with substantial reinvestment rates—depends on manage-
ment’s ability to identify and carry out investments that can
meaningfully contribute to a firm’s value-creation skills in

9. See E. F. Fama and K. R. French. 1999. “The Corporate Cost of Capital and the
Return on Corporate Investment.” Journal of Finance 54(6): 1939-1967. Fama and
French estimate, for the period 1950-1996, that the real cost of capital was 5.95 per-
cent and the real return on corporate assets was 7.38 percent. Support for the 6% real,
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long-term average cost of capital is also provided in Bartley J. Madden. 1999. CFRO/
Valuation: A Total System Approach to Valuing the Firm. Oxford: Butterworth-Heine-
mann, p. 92.

10. 3M Company. 2002. A Century of Innovation: The 3M Story pp. 200 and 233.
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ways that are particularly difficult for competitors to dupli-
cate. An umbrella term for these investments is intangible
assets (or intangibles). They are best viewed as an integral
part of the process for creating value. One of the distinguish-
ing features of intangibles is the difficulty associated with
estimating their balance sheet values and economic lives.

Notable examples of intangible assets are brand names,
ways of organizing work that promote learning and sharing
of knowledge, and R&D that leads to patents, new products,
and technical platforms of expertise. Also included are evolv-
ing core capabilities that lead to innovation plus myriad ways
of training and mentoring so that continuous improvement
and innovation is a natural outgrowth of the firm’s culture. In
this last category is the organization of processes (including
supply chains) that eliminate waste and other inefliciencies
leading to productivity gains as the normal state of affairs,
and the creation and expansion of networks of customers,
suppliers, and other business partners that increase in value
as more users join. Overall, intangibles can produce future
benefits in terms of innovations that lead to higher sales
or efficiency gains for a company’s existing businesses. At
times, they can also be used to orchestrate the development
of new businesses with the potential to earn above-average
profitability.

Historical analyses of companies that include life-cycle
track records provide opportunities to learn about the
successes and failures of management’s strategies, including
the longer-run payoffs from their investments in intangibles.
Such track records offer a visual way to transition from
abstract debates about the value of intangibles to the concrete
contexts of individual companies. Long-term time periods
(of 40 years or more) are particularly useful for historical
study.! Note that the longer the time horizon, the greater
the need for economic returns in particular to be adjusted
for changes in the price level (inflation and deflation), which
is done with CFROIs.

Because of the qualitative nature of intangibles, account
ing rule-makers have not been able to effectively incorporate
them in conventional financial statements. But managements
and boards have a pressing need to better measure and manage
intangibles—and investors are faced with difficult challenges
in analyzing intangible-intensive firms. From the perspective
of managements, boards, and investors, perhaps the most
important question to answer is this: When should outlays
for intangibles, which are often expensed as SG&A items, be
capitalized and amortized? The answer has two parts.

First, it makes sense to capitalize and amortize, at least
on an experimental basis, significant intangibles for which
plausible estimates can be made of their useful lives.!? The

procedures used to capitalize and amortize intangible outlays
need to be evaluated for the potential gain in usefulness of
track record displays and comparisons to industry peers versus
the loss of simplicity and potential increase in noise for perfor-
mance metrics. For many years, the Credit Suisse HOLT
global database has capitalized R&D outlays. The initial
reason for so doing was mainly to correct misleading data
displays of reinvestment rates (see the middle panel of Figure
3) for pharmaceutical companies whose capital expenditures
are typically much lower than their R&D outlays.

Second, it’s important to recognize that although explain-
ing to investors the magnitude of outlays for key intangibles
and how they contribute to value creation is always useful,
the attempt to incorporate highly speculative calculations of
extremely-hard-to-quantify intangibles into economic returns
and reinvestment rates is likely to be counter-productive, to
raise more questions than it answers.

And this begs the question: how should analysts and
investors evaluate the expected effects on value of impor-
tant intangibles that defy quantification in an accounting
sense? In such cases, managements and investors should
generally begin by calculating an asset base that is stripped
of any attempt to capitalize and amortize these particular
intangibles. Instead of such attempts, the forecasted life-cycle
petformance would be adjusted to reflect the expected contri-
bution of these non-capitalized intangibles. For example, all
else equal, especially strong brand names would warrant
more favorable forecast fade rates for economic returns and
reinvestment rates.

With this approach, top priority is given to the practi-
cal task of increasing the accuracy of forecasted net cash
receipts instead of an attempt to perfectly match revenues and
expenses over time and so calculate “true” period-by-period
earnings. This provides a thinking template that complements
strategic analysis and is likely to be more useful than the
process used when investors essentially guess at a “premium”
price/earnings multiple that is meant to reflect the perceived
“quality” of management.

Sustaining Superior Performance:
The Case of Danaher
Let’s return to the concept of the life-cycle valuation model in
combination with related track records as a package deal that
can provide insight into how companies create and sustain
value. Keep in mind that learning about competitive advan-
tage that shows up as a favorable fade is vitally important for
both managements and investors.

To be more precise, there is a fade of economic returns and

11. See Marcelo Bucheli and R. Daniel Wadhwani. 2014. Organizations in Time:
History, Theory, Methods. Oxford: Oxford University Press.

12. See Wendy C. Y. Li and Bronwyn H. Hall. 2016. “Depreciation of Business R&D
Capital.” NBER Working Paper w22473. Available at SSRN: https://ssrn.com/ab-
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stract=2816747. See Luminita Enache and Anup Srivastava. 2016. “Should Intangible
Investments be Reported Separately or Commingled with Operating Expenses? New Evi-
dence.” Available at SSRN: https://ssrn.com/abstract=2715722.
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a fade of reinvestment rates. On the one hand, there is a gain
in simplicity from not explicitly dealing with both of these fade
rates, as is typically done for dividends, earnings, and resid-
ual income valuation models. On the other hand, additional
insights can be obtained from use of the more comprehensive
life-cycle model as the following example illustrates.

Danaher Corporation, which recently split into two
separate companies, began its existence in the mid-1980s
and has delivered superb long-term performance. It has
been a highly diversified manufacturing company with an
especially valuable intangible asset—the Danaher Business
System, which has been used to continuously improve its
Toyota-style lean business processes. Widely recognized as the
preeminent lean U.S. firm, Danaher has consistently achieved
above-cost-of-capital economic returns. But to really under-
stand the source of Danaher’s remarkable performance, one
needs to appreciate management’s strategy for achieving the
high rate ac which resources have been reinvested to earn such
high economic returns.

For manufacturing companies like Danaher, the typically
modest growth rates of their product markets limit the oppor-
tunities to reinvest at high rates and still maintain superior
economic returns. Danaher management has overcome this
constraint through their ability to acquire companies with the
potential for significant gains in operating performance. That
potential has been realized by the especially rapid transfer of
the culture and business practices of the Danaher Business
System to the acquired firm’s operations, resulting in big
performance gains. And the supply of acquisition targets for
Danaher has remained remarkably steady, thereby enabling
the firm to reinvest much larger amounts of capital than the
market expected.

To sum up, the comprehensiveness of the life-cycle valua-
tion model can facilitate a deeper understanding of unique
intangibles, management’s related strategy to create value,
and stock price changes. At any point in time, a company’s
stock price implies an expectation of future, long-term fade
of economic returns and reinvestment rates. Bear the fade,
a phrase often used by portfolio managers, captures the
managerial challenge of producing better-than-expected fade
rates for economic returns and/or reinvestment rates, thereby
generating future, risk-adjusted sharedholder returns that bear
the market.

Integrated Reports and Life-cycle Reviews

Large and growing numbers of companies around the world
are publishing integrated reports that reflect the explicit recog-
nition that shareholders’ interests are best served over the long

term by economically sound investments that directly benefit
other stakeholders.!® “Integrated reporting,” as Robert Eccles
and Michael Krzus have pointed out:

... 15, at its core, a social movement. When put into practice by
companies and used by the audience of report consumers, it can
transform the way resource allocation decisions are made inside
companies and markets across the globe. Its social goal is to use
corporate reporting as a means to influence companies and inves-
tors such that they incorporate the consequences of the positive
and negative externalities of corporate decisions (most typically
referred to as “sustainability” regarding social and environmen-
tal issues) and the increasing importance of intangible assets.

... The litmus test for both advocates and skeptics is whether inte-
grated reporting leads to better corporate performance through
integrated thinking, all of which should be ultimately reflected

in a company’s stock price.*t

Nevertheless, as stated earlier, companies with high
marks for social and environmental issues, as detailed in their
integrated reports, will themselves prove to be unsustainable
if they fail to earn the cost of capital in the future. That is the
downside for companies that fail to create value with their
investments. The upside is that companies with value-creating
economic returns that warrant favorable stock market valua-
tions are almost certain to produce long-term benefits for all
of their stakeholders.

One of the most important objectives of integrated
reporting is to help companies with viable, long-term business
models to build a sharcholder base of sophisticated, longer-
term investors. Would not a connection between companies
and their preferred shareholders be facilitated by the life-cycle
valuation model’s improved language for linking long-term
corporate performance to stock prices?

There are two questions that managements and boards
should ask themselves when evaluating the effectiveness
of their integrated reports in explaining their companies’
processes for long-term value creation and thereby attracting
long-term investors. First, are the report’s data and narra-
tive powerful enough to convince investors to support a
management decision that is highly likely to create significant
long-term value, but will almost certainly depress short-term
quarterly earnings? Second, if this situation occurs, will the
firm’s stock price hold steady after management announces
such a decision and describes the long-term upside at the cost
of a short-term accounting shortfall?

A Life-cycle Review of the company’s business units that
is part of its integrated report would go a long way to provide

13. See Robert G. Eccles and George Serafeim. 2014. “Corporate and Interated Re-
porting: A Functional Perspective.” Harvard Business School Working Paper no. 14-094.
Available at SSRN: https://ssrn.com/abstract=2388716.
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14. Robert G. Eccles and Michael P. Krzus. 2015. The Integrated Reporting Move-
ment: Meaning, Momentum, Motives, and Materiality. Hoboken, NJ: John Wiley &
Sons. pp. 59 and 99.
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the needed data and narrative to pass the above tests.!> Here
are the three components of such a Life-cycle Review.

#1 Value-relevant track records. Display value-relevant
track records for the company and its major business units.
As illustrated in the top two panels of Figure 3, producing
such records would require estimating economic returns and
calculating reinvestment rates for each of the firm’s major
business units. In deciding how much information to provide,
management needs to work through the tradeoffs involved
with accuracy versus simplicity. Details about the calculation
of economic returns, such as the capitalization and amortiza-
tion of R&D expenditures, need to be explained. The idea
is to equip investors with all the information they need to
reproduce or modify the firm’s calculations. Reinvestment
rates need to be broken down to show organic growth as well
as the impact of acquisitions and divestitures.

#2 Strategy and reinvestment. Explain both the strat-
egy for value creation for each business unit and the planned
expenditures (or divestments) in light of the unit’s past perfor-
mance (its life-cycle track record). By displaying the life-cycle
histories of the business units, managements, boards, and
investors gain an intuitively appealing, common valuation
language for communicating how strategy and reinvestment
tie into value creation. The current position of each business
unit in the life cycle (shown eatlier in Figure 1) can be identi-
fied and, in so doing, key issues and challenges be plainly
identified. For example, there is a higher priority for mature
business units to maintain or raise returns on capital instead
of chasing asset growth.!

#3 Intangibles. Provide an overview of how the compa-
ny’s major intangible assets are being used to improve business
performance. A description of the firm’s intangible assets
necessarily reflects the reality that the treatment of intan-
gibles is a work-in-progress for all firms due to the early stage
of our knowledge about this complex issue. This is all the
more reason for management to explain their strategy for
intangibles along with relevant quantitative metrics.'”

The main contribution of Life-cycle Reviews would be
to place management’s discussion of business unit strategy,
reinvestment, and investments in intangibles i the context of
a business unit’s track record of economic returns in relation to
the cost of capital and its reinvestment rates. This reality check
can raise and provide answers to significant questions. For
example, if a business unit that is clearly beyond the startup
stage continues to fail to earn the cost of capital, and shows

little prospect of ever doing so, how justify further expansion
of the business?

In sum, management and the board typically want a
shareholder base of patient, long-term institutional inves-
tors. And since these investors are likely to be well versed
in life-cycle analysis when evaluating the effectiveness of a
company’s integrated report, such investors will be looking
for convincing signs of managerial ability to create value—
namely, economic returns and reinvestment rates over time
that demonstrate value creation. Management needs to earn
the right to make decisions to invest capital that are expected
to reduce quarterly earnings if and when warranted by the
investment opportunities.

But before undertaking such a program, it makes sense
for management and the board to first gain experience inter-
nally with constructing Life-cycle Reviews and using them
for resource allocation decisions. By gaining a deeper under-
standing of how financial performance ties to stock prices,
not only will resource allocations improve but boards can
develop more economically sound and cost-effective finan-
cial incentives for top management. Such a learning process
would involve an expanded role for Chief Financial Officers,
particularly in the measurement of economic returns and
intangibles. This CFO-measurement task is almost certain to
play a much more direct role in corporate value creation than,
say, the preparation of required SEC documents.

Conclusion

Achieving clarity about the purpose of the firm and commu-
nicating it effectively to outsiders is a critical part of securing
public support for a free enterprise society in which public
corporations are viewed as the primary engine of economic
progress. To achieve the firm’s purpose, management’s top
priority should be to build and maintain a knowledge-
building culture. Ideally, every employee would have an
experimental mindset such that work at all levels of the
firm involves continuous feedback about the effectiveness
of internal processes, organizational learning, and adapta-
tion to change. With such a mindset, a company’s workforce
becomes fertile soil for nurturing efficiency gains and inno-
vation.

Often unrecognized, but of critical importance to
managements and boards of directors, are the knowledge-
building advantages to be had from implementing the
life-cycle valuation model. Life-cycle track records can gener-

15. The concept of a Life-cycle Review was first proposed in Bartley J. Madden.
2007. “For Better Corporate Governance, the Shareholder Value Review.” Journal of
Applied Corporate Finance. 19 no. 1 (Winter): 102-114. See also Bartley J. Madden.
2007. “Guidepost to Wealth Creation: Value-Relevant Track Records.” Journal of Ap-
plied Finance. 17 (2): 119-130.

16. Business as usual is typically not strategically sound for firms priced with signifi-
cant negative values for future investments. This means that current stock prices imply
expected ROIs on future investments to be /ess than the firms’ cost of capital. Regularly
updated estimates of the values for future investments (shown as a percent of a firm’s
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total market value) for 1,000 U.S. industrial firms using the Credit Suisse HOLT global
database are displayed at http://www.ValueCreationThinking.com.

17. For discussion of a proposed strategic resources and consequences report that
provides a comprehensive description of a firm’s business model and its execution, see
Baruch Lev and Feng Gu, The End of Accounting and the Path Forward for Investors and
Managers. Hoboken, NJ: John Wiley & Sons. 2016. Their proposal could be viewed as
providing highly useful information that builds upon the core components of a Life-cycle
Review.
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ate insights about the company’s historical record of value
creation (or loss), and about the profitability of and value
added by its business units and their competitors. In particu-
lar, the life-cycle model offers a thinking template that is well
suited to managing investments in intangibles.

Finally, integrated reports could benefit significantly from
including the key components of Life-cycle Reviews. The
resulting sharpened valuation language would encourage
debate about not just a redirection of corporate investments,
but also about the likely long-term returns on those new
investments. Such an evolution of integrated reports could

86 Journal of Applied Corporate Finance « Volume 29 Number 2

encourage all of the firm’s stakeholders to focus on long-term
value creation while providing management with the confi-
dence and means to resist Wall Street’s excessive emphasis on
quarterly earnings.

BARTLEY J. MADDEN was a managing director at Credit Suisse HOLT
and a founding partner at Callard Madden & Associates where his research
was instrumental in the development of the CFROI valuation model. His
current research is described at LearningWhatWorks.com.
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