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• The real accounting scandal is not that a handful of companies like Enron and
WorldCom broke accounting rules to inflate their earnings, but that almost
e v e ry company is bending the rules to smooth earnings and meet investor
e x p e c t a t i o n s .

• Ethical managers have slipped into unethical behavior because bookkeeping has
become unhinged from value.  Accounting is no longer counting what counts.
It has forfeited its moral authority to control and to guide executive behavior.

• What the public demands, and what in fact is needed, is a single measure of
e a rnings that is capable of reliably indicating the intrinsic value of all companies
in all times.

• Efficient market theorists disagree.  They argue that investors only need more
complete and reliable information, and that the accountants’ definition of earn-
ings is unimportant.  They are incorrect.  The media, regulators, board mem-
bers, employees and top managers do take re p o rted earnings seriously.  They
often will react to book earnings in ways that are wildly at odds with the maxi-
mization of value.

• A radical solution is called for.  Accountants should be charged with the mission
to measure and re p o rt “economic pro f i t ” — p rofit the way that an economist
m e a s u res it and the way that smart investors keep score.  Other inform a t i o n ,
such as for judging cre d i t w o rthiness and financial risk, should be relegated to
f o o t n o t e s .

• The most significant change to align accounting with economics is to subtract
the cost of equity capital from profit.  Failing to recognize that shareholders as
well as lenders expect and deserve to earn a fair re t u rn on their investment is by
far the grossest and most pervasive source of earnings overstatements.

• Other re f o rms include separating operating from financing decisions, cleaning
up the pension accounting mess, converting financial statements from lender to
s h a reholder information, capitalizing investments in intangible assets, measur-
ing depreciation more accurately, and, yes, expensing stock options.

• Changing the way accountants are supposed to keep score can improve the
quality of corporate governance and revitalize the public's faith.  It can also pro-
tect audit firms by more narrowly and correctly defining their mission and their
responsibilities. 
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An upheaval in corporate accounting is afoot.  Declaring an end to the era of low standard s
and false profits, the President has created a new oversight board to regulate bookkeeping.
Hoping to get ahead of the curve, companies are lining up to deduct the cost of granting
employee options.  Finance officers every w h e re are scrambling to disclose more data. 

Welcome as those changes are, they are chiefly attacking symptoms instead of curing pro b-
lems.  The real issue is not that a handful of companies like Enron, Tyco and WorldCom bro k e
rules to inflate their earnings–despicable as that is–but that almost every company nowadays
bends bookkeeping to smooth its earnings and meet analyst expectations.  Finance chiefs
advantageously interpret accounting strictures, change key assumptions, milk re s e rves, and
time the recognition of gains and losses if that’s what it takes to keep re p o rted profits on track.

Even more disheartening, most business leaders remain unrepentant about creatively cook-
ing their books.  “Lots of companies managed their earnings, and I think that’s okay within
reason,” cable entre p reneur Craig McCaw opined in a recent F o rt u n e magazine interv i e w.
G E ’s Jeff Immelt is another CEO luminary who has defended the active management of cor-
porate earn i n g s .

When decent men endorse indecent behavior something is terribly wrong.  All executives
must realize that bending accounting rules is not substantively diff e rent from bre a k i n g
them.  Both conjure up false profits with the intention to deceive investors, varying only in
d e g ree.  Fudging financial results has become so ingrained in corporate culture that even
ethical business leaders have succumbed to the temptation to mislead the public.

A sudden outbreak of greed is not to blame for this.  Avarice, like poverty amidst plenty, is
always with us.  The real source of our present maladies is that bookkeeping has become
unhinged from value.  Accounting is no longer counting what counts.  It has been set adrift
by a thousand tugs and pulls of competing factions, each vying to mold accounting pro-
nouncements to their purposes, whether noble or crass.   Those in charge have not been
wise enough or strong enough to resist their ploys and to make the auditors’ definition of
e a rnings into a reliable measure of value.  As accounting has lost its anchor to value, it has
f o rfeited its stature.  It has degenerated into a game whose main aim is prettifying earn i n g s
re p o rts.  When there is no standard, no overarching mission, and no moral compass
s t ronger than beat the street, Enron and WorldCom are but a step re m o v e d .

Corporate executives have known for some time that accounting has gone bankrupt, that it
no longer is measuring what matters.  They understand full well that many of their wisest
decisions diminish their re p o rted profit, at least initially–things like stepping up pro m i s i n g
re s e a rch spending, developing new brands or investing heavily in a six-sigma quality initia-
tive.  They also realize that many dumb strategies are available to give their earnings a boost.
Postponing a re s t ructuring or pouring more funds into low re t u rn business units are classic
examples of bad decisions that accounting makes good.  Smart managers have responded by
voting with their feet.  They have been opting out of the accounting system.  They have
been moving toward substitute measures, including pro - f o rma income, core earn i n g s ,
EBITDA, and for some, EVA1, or the Balanced Score c a rd2.

The proliferation of metrics validates the view that something is systematically wrong with
accounting, and that a systematic response is called for.  Stopgap rule changes will backfire ,
for if they do not bring accounting into accord with economic value they will only set the
stage for the next round of scandals.  A deep re f o rmation in accounting principles is needed
at this juncture.  What the public demands, and what in fact is needed, is a single measure of
e a rnings that is capable of reliably indicating the intrinsic value of all companies in all times.

1 E VA® stands for economic value added.  It is a special method to measure economic profit and use it in making business deci-
sions and motivating managers and employees to think and act like owners by paying them like owners. EVA®  is a re g i s t e red trade-
mark of Stern Stewart & Co.
2The Balanced Score c a rd was developed by Drs. Robert Kaplan (Harv a rd Business School) and David Norton (Balanced Score c a rd
Collaborative).  The Balanced Score c a rd suggests that management develop metrics, collect data and analyze results in each of these
four perspectives: 1) learning and growth; 2) business processes; 3) customer; and 4) financial.  The score c a rd approach explicitly
rejects the utility of re p o rted financial results as meaningful to managing the value of a business.

The real issue is not
that a handful of compa-
nies like Enron, Tyco
and WorldCom broke
rules to inflate their
earnings – despicable as
that is – but that almost
every company nowa-
days bends bookkeeping
to smooth its earnings
and meet analyst expec-
tations.

The real source of our
present maladies is that
bookkeeping has
become unhinged from
value.  Accounting is no
longer counting what
counts.

Smart managers have
responded by voting
with their feet.  They
have been opting out of
the accounting system.

What the public
demands, and what in
fact is needed, is a sin-
gle measure of earnings
that is capable of reli-
ably indicating the
intrinsic value of all
companies in all times.
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I ronically some of the sharpest observers of stock market behavior–the so-called “eff i c i e n t ”
market theorists–do not find favor with this recommendation.  They argue persuasively that
astute, price-setting investors look beyond re p o rted earnings and take into account all pub-
licly available information relevant to the valuation of shares.  They think the aim of re f o rm
should simply be fuller information disclosure and re g a rd as folly the idea that one tru e
e a rnings measure can be defined.  A recent Wall Street Journ a l editorial by regular colum-
nist Holman W. Jenkins, Jr. is indicative of this school of thought:

Studies galore show that stock prices already behave as if investors understand what options
cost them in terms of potential dilution of their ownership stakes.  The issue has been fully

aired and the proposed rule, if adopted, would have no impact on share prices.

Much Ado About Stock Options–Act Tw o
By Holman W. Jenkins, Jr.

The Wall Street Journal
August 7, 2002

Jenkins and other like-minded souls are correct as far as the professional investor is con-
c e rned but go awry in suggesting that the auditor’s definition of earnings is unimport a n t .
I ro n i c a l l y, the counter argument appeared the same day in a separate Wall Street Journ a l
a rticle (“What the New Option Rules Mean for Your Pay”):

As companies begin expensing options, they are almost certain to get stingier about handing
them out because it will hurt their bottom line.  That will have major implications for how a
wide array of employees negotiate their compensation packages. 

Although bookkeeping entries are not real, reactions to bookkeeping are.   The media, re g-
ulators, unions, employees, and top executives all tend to take re p o rted earnings seriously
at face value.  The press judges business leaders by the amount of earnings they book.
Labor unions base wage demands on disclosed corporate profits.  Accountants are sued
when their profit re p o rts are alleged to be  misleading.  Most damaging of all, bonuses for
corporate top brass are almost universally tied to book income measures, and that distort s
almost every decision they make, including how they manage risk:

Enron’s risk manual stated the following: “Reported earnings follow the rules and principles
of accounting.  The results do not always create measures consistent with underlying eco-

nomics.  However, corporate management’s performance is generally measured by account-
ing income, not underlying economics.  Risk management strategies are therefore directed at
accounting rather than economic performance.”  This alarming statement is representative
of the accounting-driven focus of U.S. managers generally, who are all too frequently have

little interest in maintaining controls to monitor their firm’s economic realities.

Testimony of Frank Part n o y
P rofessor of Law

University of San Diego School of Law 
Hearings before US Senate Committee on Government Aff a i r s

J a n u a ry 24t h, 2002

P rofessor Partnoy has fingered the smoking gun of the accounting scandals.  It is the rank
f a i l u re of accounting to account for economic value.  Reported earnings are indeed of con-
siderable practical importance, and a far better definition is needed.

The proposed re f o rms now making the rounds are way too timid for the task at hand.  Ye s ,
employee stock options should be expensed, and pension fund gains should be eliminated
f rom income.  But proposals such as those have more to do with appearances—forcing com-
panies to re p o rt lower earnings—than the real issue of getting out a more accurate and re l-
evant measure of earnings.  The pundits are for the most part swatting flies when there are
s a c red cows to kill.

Although bookkeeping
entries are not real, re a c-
tions to bookkeeping are .

Reported earnings are
indeed of considerable
practical importance,
and a far better defini-
tion is needed.

Stern Stewart & Co.
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The substantive changes would rock the foundations of accounting.  They would rock the
foundations by centering the accountant’s mission on measuring and re p o rting economic
p ro f i t – p rofit the way that an economist measures it and the way that smart investors keep
s c o re–and by relegating other aims to a demonstrably subordinate position.  Should bankers
and rating agencies want information to judge a company’s cre d i t w o rthiness, for instance, it
will be furnished in footnotes.

The most significant change needed is to recognize that all capital–equity as well as debt–is
c o s t l y.  To be competitive, a company must provide its shareholders with at least the re t u rn
they could obtain from investing in a portfolio of comparably risky companies–a 7 to 12 per-
cent re t u rn for most companies these days.  If not, the shareholders will take a hike and value
a stock at a discount to its book value.  To quote renowned business thinker Peter Dru c k e r,
“until a company earns a profit greater than its cost of capital, it really operates at a loss.”3

Failing to recognize that shareholders as well as lenders expect and deserve to earn a fair
re t u rn on their investment is by far the grossest and most pervasive source of earnings over-
statements.  Including that cost would likely go a long way to taming the animal spirits of
managers that are hell bent for growth at any cost, and perhaps, to preventing or at least
containing the next bubble.  Including the cost of equity as a cost of doing business ought
to be at the top of every o n e ’s list of re f o rm s .

Other re f o rms that should appear on a “top ten” list are :

1. insulating profit from the impact of transitory financing decisions;
2. hauling off-balance sheet financing into the light of day;
3. bringing pension assets and liabilities onto corporate balance sheets, and eliminating

speculative pension fund gains and losses from operating income;
4. putting a premium on measuring the re c u rring cash flows from operations as

opposed to the liquidation value of assets, and addressing the concerns of risk-taking
s h a reholders more than those of conservative bankers;

5. closing the lid on cookie jar re s e rv e s ;
6. re c o rding investments in intangibles as balance sheet capital;
7. shifting from successful eff o rts to full cost, cash accounting;
8. measuring depreciation so that it leads to a steady measure of economic profit rather

than book pro f i t ;
9. making allowances for strategic investments that take time to bear fruit; and
10. expensing stock option grants.

Changing the way accountants are supposed to keep score can improve the quality of cor-
porate governance and revitalize the public's faith.  It can also protect audit firms by more
n a rrowly and correctly defining their mission and their responsibilities.  But let us not
expect too much from this.  Shady managers and shoddy auditors can undermine any sys-
tem of bookkeeping rules and overstate profit.  Stiff jail sentences, financial penalties, and
peer pre s s u re must be vigorously applied to those who would defraud the public or neglect
p rofessional responsibilities.  The rules must be followed for the rules to be of value.

Accounting fails to measure economic value in many ways.  In the sections that follow sev-
eral of the more notable shortcomings are examined in more detail.  A series of rule changes
a re proposed which, if enacted, would result in a comprehensive new statement of economic
p rofit and loss to replace the accountants’ flawed definition of earn i n g s .

The substantive changes
would rock the founda-
tions of accounting
by centering the
a c c o u n t a n t ’s mission on
measuring and re p o rt i n g
economic pro f i t – p ro f i t
the way that an econo-
mist measures it and the
way that smart investors
keep score .

Failing to recognize that
s h a reholders as well as
lenders expect and
d e s e rve to earn a fair
re t u rn on their invest-
ment is by far the gro s s-
est and most perv a s i v e
s o u rce of earnings over-
s t a t e m e n t s .

Changing the way
accountants are sup-
posed to keep score can
i m p rove the quality of
corporate govern a n c e
and revitalize the pub-
lic's faith.  It can also
p rotect audit firms by
m o re narrowly and cor-
rectly defining their
mission and their
re s p o n s i b i l i t i e s .

3The Information Executives Truly Need, The Harv a rd Business Review, Jan/Feb 1995

Stern Stewart & Co.
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Economic profit elimi-
nates this glaring distor-
tion.  It more accurately
m e a s u res corporate per-
f o rmance by subtracting
the cost of all re s o u rc e s
used to generate re v-
enues, including the cost
of equity capital.  

It doesn’t work out for
each stock, of course,
nor in every year, but
over time a portfolio of
common stocks does
tend to pro v i d e
investors with a 2 to 7
p e rcent re t u rn pre m i u m
that compensates them
for risk.

Although abstract in
n a t u re, the cost of equi-
ty is as real as any cost
can be in terms of its
implications for a firm
and its shareholders.   If
a firm cannot earn a
re t u rn on equity above
its cost, its share h o l d e r s
will abandon their sup-
p o rt for the stock and
will set its price at a dis-
count to book value.

Many of the past
decades’ high flyers like
WorldCom and Enro n
would surely have been
m o re deliberate in their
g rowth had they been
f o rced to recognize the
cost of all the equity
capital they were pour-
ing into their businesses.

Equity Capital is Costly

As has been noted, the most egregious error accountants are now making is considering
equity capital a free re s o u rce.  Although they subtract the interest expense associated with
debt financing, they do not place any value on the funds that shareholders have put or left
in a business.  This astonishing oversight means that companies often re p o rt accounting
p rofits when they are in fact destroying shareholder value.

Economic profit eliminates this glaring distortion.  It more accurately measures corporate
p e rf o rmance by subtracting the cost of all re s o u rces used to generate revenues, including
the cost of equity capital.  At its most basic:

Economic Profit     =     Accounting Profit  -   The Cost of Equity

Unlike interest or wages, the cost of equity is not a cash cost.  It is an opportunity cost.  It
is the re t u rn that a firm ’s shareholders could expect to earn by purchasing a portfolio of
stocks in other companies of comparable risk.  If a firm cannot give its shareholders at least
the re t u rn that they could earn by investing on their own, it will lose value.  It does not
begin to earn a profit until it can cover the opportunity cost of its equity capital.  This
insight is the fundamental diff e rence between accounting profit and economic pro f i t .

The re t u rn that investors expect from investing in equity portfolios has been the subject of
intense theoretical and empirical re s e a rch by academic scholars.  The finding that has stood
the test of time is that investors want to be compensated for bearing risk, and over time,
they are.  Shareholders so discount a firm ’s future prospects when they establish the price
they will pay for its shares that they are likely to earn a re t u rn well above the yield available
to them from relatively risk free government bonds.  It doesn’t work out for each stock, of
course, nor in every year, but over time a portfolio of common stocks does tend to pro v i d e
investors with a 2 to 7 percent re t u rn premium that compensates them for risk.  With gov-
e rnment bonds currently yielding about 5 percent, shareholders are now demanding long
run re t u rns from their equity investments of from 7 to 12 percent per annum.  Companies
must earn that re t u rn as a cost of doing business.

Although abstract in nature, the cost of equity is as real as any cost can be in terms of its
implications for a firm and its shareholders.   If a firm cannot earn a re t u rn on equity above
its cost, its shareholders will abandon their support for the stock and will set its price at a
discount to book value.  But if a re t u rn above the cost of equity can be achieved, a firm will
sell for a premium over its book value, and it will have created wealth for its share h o l d e r s .
The cost of equity is the cutoff rate to create value with capital, an invisible but pro f o u n d
dividing line between superior and inferior corporate perf o rm a n c e .

The diff e rence between accounting profit and economic profit is often considerable.  A
company with re p o rted net income of $80 million is on its face healthy.  But if it ties up $1
billion in shareholder capital on its balance sheet, and if its cost of equity is 10%, the firm
is actually producing a $20 million loss compared to the alternative investment uses of that
capital.  The likely consequence is that it will trade for a market value significantly less than
its $1 billion book capital, the diff e rence reflecting the shareholder wealth that has been lost
t h rough misallocation or mismanagement of capital.

Economic Profit      =     Accounting Profit  -   The Cost of Equity
Economic Profit      =     Accounting Profit  -   (COE%  x  $Equity Capital)

$  - 20 Million      =         $  80 Million      -   (    10%  x  $1 Billion         )

Many of the past decades’ high flyers like WorldCom and Enron would surely have been
m o re deliberate in their growth had they been forced to recognize the cost of all the equi-
ty capital they were pouring into their businesses.

Stern Stewart & Co.
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Ignoring the equity cap-
ital charge is simply stu-
pendous.  It is the gre a t-
est fraud ever perpetuat-
ed upon the investing
p u b l i c .

One other practical
caveat is in ord e r.
Economic profit does
not account for a compa-
n y ’s value, but for the
wealth it has created for
its shareholders after the
value of their investment
has been re c o v e re d .

A second inexcusable
accounting error is
i m p roperly associating
financing sources with
investment uses.

Debt exaggerates the
a p p a rent payoffs that a
company earns from its
investments, where a s
equity financing tends to
understate them.

How substantial is the accountant’s neglect of the cost of equity?  Massive.  The 1,000
l a rgest U.S. firms ended 2001 with book equity of about $2.9 trillion.  At a 10% rate, the
cost of equity is on the order of $290 billion.  To put that in perspective, the equity capital
c h a rge is more than three times as large as the $96 billion in aggregate net income those
f i rms re p o rted that year.  True, 2001 results were depressed for many reasons, but the impact
of ignoring the equity capital charge is simply stupendous.  It is the greatest fraud ever per-
petuated upon the investing public.  It is the single most significant governance issue in the
accounting system.  It needs to be at the top of every o n e ’s list for re f o rm .

Accounting for the Cost of Equity

The bookkeeping change needed to fix this flaw is elementary: charge earnings with a debit
for the cost of equity, and add back the same charge with a credit to book equity.  The entry
does not change the balance sheet or cash flow, but does begin to bring net income in line
with economic pro f i t .

The cost of equity cannot be measured pre c i s e l y, but as the accounting framework assumes
it is zero, any systematic measurement technique that conforms to modern finance theory
will significantly improve upon that estimate and render profit figures that are generally
m o re relevant and more accurate.  Even using a 10% charge across the board would be bet-
ter than continuing with the current assumption that equity is costless, but it is certainly pos-
sible to be even more accurate than that because most managers are already making an
assumption about the cost of equity.  They estimate the re t u rn that they will earn on equi-
ty investments in their pension fund, and their accountants use that assumption as a factor
to determine the pension cost.  General Motors, for example, is currently assuming it will
e a rn a 10% re t u rn from its pension fund, so why not turn around and charge GM’s net
income at the same rate?4 How can GM executives expect to earn a 10% re t u rn from their
pension assets if they do not demand it of themselves?

One other practical caveat is in ord e r.  Economic profit does not account for a company’s
value, but for the wealth it has created for its shareholders after the value of their investment
has been re c o v e red.  It accounts for the diff e rence between a firm ’s market value and its book
value, a spread termed market value added, or MVA5.  Compared to net income, economic
p rofit ensures that corporate managers allocate capital to where they can create a pre m i u m
value and not just any value.  Analysts will have to adjust their models so that they relate a
c o m p a n y ’s economic profit to its market to book value spre a d .

Do Not Mix Operating and Financing Decisions

A second inexcusable accounting error is improperly associating financing sources with
investment uses.

The root of the problem is that traditional accounting measures look very diff e rent depend-
ing on whether debt or equity finances a new investment.  A firm will usually re p o rt more
e a rn i n g s - p e r- s h a re (EPS) and a higher re t u rn on its equity (ROE) if it finances new invest-
ments with bank borrowings instead of through issuing common stock.  With debt, all man-
agement has to do is cover interest—which might cost only about 3 to 4 percent after taxes
these days—and it will increase its re p o rted earnings and re t u rns.   A new common stock
issue sets a far higher hurdle because it beefs up equity capital and bulks up shares.  A pro-
ject which is financed with stock will generally have to produce a great deal more profit in
o rder to keep a firm ’s EPS and ROE on a roll.  Simply put, debt exaggerates the appare n t
p a y o ffs which a company earns from its investments, whereas equity financing tends to
understate the re t u rn s .
4The 10% re t u rn GM assumes is actually from a diversified stock and bond portfolio.  Accordingly the re t u rn GM is assuming it
will earn on the equity portion of its pension portfolio is in fact higher than 10%.
5For more on the connection between EVA and MVA refer to The Quest For Va l u e by G. Bennett Stewart, III (Harper Business,
1991), pages 250-350, and to Free Cash Flow (FCF), Economic Value Added (EVA®) and Net Present Value (NPV): A
Reconciliation of Variations of Discounted-Cash-Flow (DCF) Valuation, by Ronald E. Shrives and John M. Wachowicz, Jr, The
Engineering Economist, 2001, Volume 46, Number 1, pages 36-52.

Stern Stewart & Co.
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Because of that disparity, managers face temptations to grossly misallocate capital.  They
may take on weak projects that they can dress up with attractive debt financing, and pull
back from worthwhile projects if they no longer can tap debt sources and must raise expen-
sive new equity.  What’s worse, managers can become so enamored with the financial
attractions of debt that they leverage up to the brink of financial ruin, if not over it.

Enron poses a classic example of the hazards of mixing operating and financing decisions.
Management announced in the 2001 annual report, “we are laser-focused on earnings-per-
share,” and so they were.  Enron executives were so preoccupied with giving their EPS and
ROE a ride that they began to use debt very aggressively to fund such questionable pro-
jects as overseas water utilities and broadband telecom networks.  Even as leverage climbed
to dizzying heights, the firm’s top brass could not bring themselves to tap the equity mar-
kets to relieve the financial stress.  Eventually the slightest puff of breeze was sufficient to
knock down the house of cards that Ken Lay built.

Once a company runs down the path of leveraging its growth, it is difficult for it to reverse
course.  Confronted with a much stiffer cost of equity (or fearing the consequences of dilut-
ing EPS or ROE), managers become reluctant to raise equity to finance even sound pro-
jects.  Like addicts, they keep borrowing from the future and hoping for the best today.
Debt for them is like a drink of whiskey.  It’s too good to stop once they really get going.
Just ask Enron CFO Andrew Fastow.

A corporate decision-making rule has been developed to discourage managers from mak-
ing those mistakes, misallocating capital, and risking financial distress.  It is to stop man-
agers from taking the first drink by forcing them to separate financing sources from invest-
ment uses.  According to this longstanding capital budgeting procedure, management is
required to evaluate potential investment projects on their own merits rather than penaliz-
ing or subsidizing them according to how each is financed.  All of a company’s costs of cap-
ital are to be combined into one overall blended cost, and that weighted average cost of
capital, or WACC as it is known in financial circles, is to be used as the hurdle rate for judg-
ing all projects regardless of how the individual projects are actually financed.  The rule
implies that the actual debt or equity a company employs is misleading, transitory and irrel-
evant.  What matters is whether a project would look good assuming that it was financed
with a prudent and sustainable blend of debt and equity.

Most companies nowadays do correctly separate operating and financing decisions
when they initially consider capital spending and acquisition proposals.  They do use an
overall WACC to measure the value of investment projects and as a key input to decide
which ones to accept or reject.  The problem is, that is not the only input into how they
d e c i d e .

Many top executives also feel they must keep an eye on how new investments will affect
their overall ROE and EPS results, measures that unfortunately do not separate operating
and financing decisions.  By their failure to align accounting principles to economic value,
accountants are forcing managers to live uncomfortably in two worlds–one, the internal
world in which resources are allocated according to the separation rule, and the second, the
bookkeeping world in which the choice of debt or equity financing does affect the report-
ed results.  Schizophrenic managers try to bridge both worlds, balancing the two perspec-
tives.  They invariably trade off a misallocation of capital (and an intrinsically lower mar-
ket value) for a more attractive seeming financial report.  They should not be forced into
making such unrewarding compromises.

E n ron poses a classic
example of the hazard s
of mixing operating and
financing decisions.  

Debt for them is like a
drink of whiskey.  It’s
too good to stop once
they really get going.  

A corporate decision-
making rule has been
developed to discourage
managers from making
those mistakes, misallo-
cating capital, and risk-
ing financial distress.  It
is to stop managers fro m
taking the first drink by
f o rcing them to separate
financing sources fro m
investment uses.

By their failure to align
accounting principles to
economic value, accoun-
tants are forcing man-
agers to live uncomfort-
ably in two worlds–one,
the internal world in
which re s o u rces are
allocated according to
the separation rule, and
the second, the book-
keeping world in which
the choice of debt or
equity financing does
a ffect the re p o rt e d
results. 
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Transparency is not just
about disclosing more
data or even principally
about that.  It is chiefly
about giving investors a
clear window into how
managers make or
should make decisions
that are in their best
interests.

The first step in the
separation process is to
measure profit before
subtracting any financ-
ing charges.  The result
is known as net operat-
ing profit after taxes, or
NOPAT for short. 

Unlike book net
income, NOPAT is not
affected by transitory
shifts in capital struc-
ture or interest rates.

The second step is to
subtract all financing
costs as re p resented by
the strategic, weighted
average cost of capital.
The result is a popular
method to measure eco-
nomic profit that is
called EVA, or economic
value added.

WACC is the blended
cost of all capital.  It is
computed by weighting
the after-tax cost of
each capital component
by its representation in
an ideal capital struc-
ture mix.

Regulators and other accounting authorities have a responsibly to relieve management of
this tension, and to conform GAAP accounting to the established principles and practices
of value-based management.  What’s needed is a new accounting standard that unites finan-
cial re p o rting with the capital budgeting techniques most companies now employ for inter-
nal re s o u rce allocation decisions.  Tr a n s p a rency is not just about disclosing more data or
even principally about that.  It is chiefly about giving investors a clear window into how
managers make or should make decisions that are in their best intere s t s .

The recommended new accounting treatment is straightforw a rd.  It is to put all of the oper-
ating results on one side of the economic profit calculation and then to subtract all financ-
ing costs on the other side:

Economic Profit     =   Operating Results         -  The Cost of All Capital

The first step in the separation process is to measure profit before subtracting any financ-
ing charges.  The result is known as net operating profit after taxes, or NOPAT for short (a
t e rm Joel Stern coined in the late 1960s following the seminal articles on corporate valua-
tion theory by Nobel Laureates Merton Miller and Franco Modiglianni).

N O PAT is a key measure of a company’s profit that accountants should disclose to investors.
Unlike book net income, NOPAT is not affected by transitory shifts in capital stru c t u re or
i n t e rest rates.  It lets the sun shine through to reveal pure operating results.  Dividing
N O PAT by the sum total of a firm ’s debt and equity capital provides a rate of re t u rn you
can take to the bank.  It measures how productively management has managed capital
re g a rdless of how it has financed the capital.  It is far more reliable than re t u rn on equity as
a basis to compare a company’s perf o rmance from one year to the next or across a group of
companies within the same year, because financing diff e rences are purg e d .

Having removed financing costs from NOPAT, the second step is to subtract all financing
costs as re p resented by the strategic, weighted average cost of capital.  The result is a pop-
ular method to measure economic profit that is called EVA6, or economic value added:

Economic Profit     =            NOPAT                 -  The Cost of Debt and Equity
E VA              =            NOPAT                 -   (WACC% x $Total Capital)

WACC is the blended cost of all capital.  It is computed by weighting the after-tax cost of
each capital component by its re p resentation in an ideal capital stru c t u re mix.  Finance staff s
c a refully select their target capital stru c t u re blends by balancing the benefit of using cheap
debt financing against their need to pre s e rve financing flexibility and withstand downturn s
with an equity cushion.  Depending on the company, the ideal target capital stru c t u re mix
usually runs in a range from about 20% debt and 80% equity for rapid growth high-tech
f i rms to about 60% debt and 40% equity for mature, cash surplus generating ones.  The
t a rget capital stru c t u re is also one that management should be committed to attaining on
average and over time.

Once a firm ’s target capital stru c t u re is set, its weighted average cost of capital can be deter-
mined.  To illustrate, recall the former example company that was employing $1 billion in
equity capital.  Suppose that the firm ’s management has established and is now maintaining
its capital stru c t u re target consisting of two-thirds equity and one-third debt.  If so, its $1
billion in equity capital is currently augmented by $500 million in debt for a total capital
base of $1.5 billion.

6In a comprehensive EVA accounting system all financing costs should be backed out of NOPAT and impounded into the cost of
capital in order to clearly and totally separate operating and financing decisions.  For instance, off-balance sheet lease commitments
should be discounted to a present value and included as part of debt capital for the purpose of measuring the overall cost of capi-
tal, and the implied after-tax interest component of the annual rents should be added back to NOPAT.   The debt and interest asso-
ciated with Special Purpose Entities in which the company holds more than a 50% economic interest (including any debt capital
that is secured by guarantees or derivative instruments) should also be brought into the firm ’s capital, cost of capital, and NOPAT
calculation.  Out of sight should not become out of mind.



8

The NOPAT thre s h o l d
is a critical corporate
p e rf o rmance target that
auditors should be
re q u i red to disclose to
s h a re h o l d e r s .

Assuming the firm borrows at a 5% pre-tax cost, or 3% after a 40% tax deduction, and
recalling that it has a 10% cost of equity, the company’s WACC is 7.66% .

After Tax Cost We i g h t Weighted Cost
D e b t 3 % 1 / 3 1 . 0 0 %
E q u i t y 1 0 % 2 / 3 6 . 6 6 %
To t a l 7 . 6 6 %

One application of WACC is serving as a hurdle rate for approving new investments. All of
this company’s projects, for example, re g a rdless of how they are financed, should be held to
a standard of earning at least a 7.66% rate of re t u rn over time on the total capital invested
in them.   Management should also use WACC to discount projected cash flows from new
p rojects and acquisition targets in order to measure Net Present Value and rank ord e r
o p p o rtunities.  A third application for WACC is in measuring EVA by setting a benchmark
for NOPAT.

The NOPAT benchmark is determined by multiplying the total amount of capital that a
f i rm employs by the cost of that capital.  For the example company, it is $115 million.

Economic Profit     =            NOPAT                 -  The Cost of Debt and Equity
E VA             =            NOPAT                 -   (WACC% x $Total Capital)

=                                          -   (    7.66%    x   $1.5 billion  )
=                                          -   (              $115 million        )

The $115 million capital charge re p resents the minimum NOPAT that must be earned for
the firm just to break even in economic terms—to pay interest on its debts after taxes and
leave a bottom line profit remainder that gives its shareholders the cost of equity re t u rn they
demand.  An actual NOPAT that exceeds that threshold creates value because it gives share-
holders a higher re t u rn than they could get elsewhere, and vice versa.  The NOPAT thre s h-
old is a critical corporate perf o rmance target that auditors should be re q u i red to disclose to
s h a re h o l d e r s .

To complete the measurement of EVA, in the next step the firm ’s actual NOPAT is com-
p a red against the NOPAT threshold.  In a live audit, NOPAT would be measured as a firm ’s
sales less its operating expenses—leaving out any interest expense or financial charg e s — a n d
less applicable taxes on the operating profit.  For our example company, NOPAT can be
i n f e rred by backing out the finance charges from bottom line profit.  Starting with its net
income of $80 million, adding back the after tax interest on the $500 million of debt at a
3% rate implies that the firm ’s underlying NOPAT is $95 million.

Putting it all together, the new bottom line is not new.  EVA is still a $20 million loss, the
same result as was determined when the cost of equity was subtracted from net income. 

Economic Profit      =           NOPAT                 -  The Cost of Debt and Equity
E VA               =           NOPAT                 -   (WACC% x $Total Capital)

= $95 million.           - ( 7.66%    x   $1.5 billion  )
$  - 20 million =  $95 million        - $115 million            

E VA comes out the same both ways only because the company was assumed to be exactly
maintaining its target debt/equity blend.  That will not be the case if the firm employs a
capital stru c t u re that temporarily deviates from its long run target.  The accounting mea-
s u res will all shift because they inherently mix financing costs with operating results.  The
economic measures will not be affected, however.  They will purge transitory finance fluc-
tuations and remain rock solid perf o rmance indicators.

Stern Stewart & Co.



9

All the economic mea-
s u res, including EVA ,
will stand firm thro u g h
the turbulence of a tem-
p o r a ry capital stru c t u re
shift, as they should.  By
paying attention to
those results, investors
would be able to appre-
ciate that the company’s
stock price should not
change either.

To conform to the sepa-
ration rule, the EVA
re p o rting scheme
re q u i res that the actual
i n t e rest expense and
other financial charges a
f i rm incurs not be
deducted on its state-
ment of economic pro f i t
and loss.  They will
instead be presented in
a footnote section con-
taining a wealth of infor-
mation pertinent to
measuring the firm ’s
cost of capital.

To illustrate, suppose that the company temporarily employs an additional $100 million in debt
and $100 million less in equity.  The results before and after the capital stru c t u re deviation are :

D e b t E q u i t y T C N O PAT R O T C WA C C E VA Net Inc R O E E P S
B e f o re $ 5 0 0 $ 1 , 0 0 0 $ 1 , 5 0 0 $ 9 5 6 . 3 3 % 7 . 6 6 % - $ 2 0 $ 8 0 8 . 0 0 % ?
A f t e r $ 6 0 0 $   900 $ 1 , 5 0 0 $ 9 5 6 . 3 3 % 7 . 6 6 % - $ 2 0 $ 7 7 8.55%   ?+7%

Although its debt is higher and equity lower, the firm’s total capital is the same $1.5 billion
after as before.  The underlying operating assets are no different—this is purely a change
in financial structure.  NOPAT likewise is unaffected by a mere funding shift because as a
pure measure of operating profit, it is not distorted by the deduction of additional interest
expense.  It is $95 million regardless of financial structure.

The firm’s WACC is also the same because it is assumed that management remains stead-
fastly committed to its 1/3rds-debt and 2/3rds-equity target capital structure.  So long as
they understand and believe that policy will be maintained, investors will accept that the
additional $100 million in debt and $100 million less in equity is temporary and will be
reversed in due course.

In sum, all the economic measures, including EVA, will stand firm through the turbulence of
a temporary capital stru c t u re shift, as they should.  By paying attention to those re s u l t s ,
investors would be able to appreciate that the company’s stock price should not change either.

The accounting measures are by no means so tru s t w o rt h y.  Through the magic of leverage,
the firm’s ROE and EPS appear much improved when nothing of substance has changed.
True, the extra debt reduces bottom line profit by the addition of $3 million in after-tax
interest, but with equity capital cut by $100 million the firm’s ROE gets a boost from 8%
to over 8.5%.

The impact on EPS and P/E multiple is more problematic but can be deduced.  Assume
management uses the extra $100 million in debt to retire equity by repurchasing shares at
book value.  In that case, the number of shares would decline by 10% ($100 million retire-
ment /an initial $1 billion equity book value).  Net income, by contrast, declines by only
3.75% (from $80 to $77 million).  With shares falling faster than earnings, earnings per
share will climb—by nearly 7%, and thus the price to earnings multiple must temporarily
decline.  The lower multiple makes sense because, when inverted, it indicates that investors
will for a while earn a higher yield on their investment in the firm’s shares, a result that is
entirely consistent with the fact that the extra leverage creates a temporary surge in the
financial risk that they face.

To conform to the separation rule, the EVA reporting scheme requires that the actual
interest expense and other financial charges a firm incurs not be deducted on its statement
of economic profit and loss.  They will instead be presented in a footnote section contain-
ing a wealth of information pertinent to measuring the firm’s cost of capital.  So long as the
information is disclosed there, creditors and others interested in debt capacity and credit-
worthiness can make assessments of coverage ratios and the like without disrupting the
main objective of reporting the firm’s economic profit to the shareowners.

A practical consideration is how auditors should difine a firm ’s target capital stru c t u re.  The
best solution would be for the SEC to mandate disclosure by managers of their target capi-
tal stru c t u re policy. The targets should be based on book value pro p o rtions rather than mar-
ket value weights because managers do not control the firm ’s market value in the short term7.

7Another reason to use book value weights is that cost of capital is the cutoff rate for determining when a project has zero economic
p rofit and hence a zero Net Present Value, in which case the pro j e c t ’s market value equals its book value, by definition. 

Stern Stewart & Co.
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The accounting ru l e s
for defined-benefit pen-
sion plans are almost
totally incorre c t .

The root of the pro b l e m
is that accountants do
not treat pension
accounts as true corpo-
rate liabilities and assets
when in fact they are .

Whether paid out of
cash flow or in bank-
ru p t c y, a company’s pen-
sion liability is senior
even to its most senior
l e n d e r s .

Disclosure would give investors important additional information to determine a firm’s
overall cost of capital and its value. The disclosed targets are apt to be credible in the main
because investors, analysts and the media will hold managers’ feet to the fire if they do not
achieve their espoused objectives over time.

Absent that policy change auditors could use a company’s trailing three-year average
debt/equity mix as the implied target.  The trailing average is simple and auditable, and will
c e rtainly be more accurate than taking any one year’s leverage ratio at face value.  By divorc-
ing decisions from transitory appearances, it will encourage managers to deploy capital in the
long run interests of shareholders.  And it will let managers happily live in one world instead
of two, the world of legitimate value creation as opposed to that of financial manipulation.

Pension Plan Accounting Wrongly Mixes Operating Costs and
Financial Return s

The accounting rules for defined-benefit pension plans are almost totally incorrect.  The
gap between appearance and economic substance is probably as far apart in this issue as any
o t h e r.  Accountants intertwine the pension cost with how it is funded.  They systematically
understate the expense of paying for a re t i rement plan.  They ignore and smooth risk.  The
bookkeepers have seduced usually staid finance managers into being far too adventure s o m e
with their pension fund assets.  Almost all companies today are running far too great a risk
of joining GM and having to hand over more cash to their pension plan just after the mar-
ket has taken a nose dive and they are least pre p a red to make the extra payments:

Despite favorable performance, GM chief Financial Officer John Devine said most of the
$3.5 billion in cash the company generated in its auto business in the latest quarter went to
fund contributions for retiree costs.  Depending on how the markets perform, he said, GM

might have to contribute $6 to $9 billion to its pension plan over the next five years to meet
regulatory requirements.

GM’s shares, which have fallen sharply in the past few weeks amid concerns about the pen-
sion-fund issue, fell 4.3% to $45.84 on the New York Stock Exchange.

GM Profit Grows, But Pension Costs worry Investors
The Wall Street Journal
July 17, 2002, page A3

The root of the problem is that accountants do not treat pension accounts as true corporate
liabilities and assets when in fact they are.   For starters, ERISA8 regulations re q u i re a com-
pany to maintain minimum funding of its future pension liabilities out of its on-going cash
flows (hence GM’s urgency to bump up its pension contributions).  If a company is caught
s h o rt and goes belly-up without a fully funded plan, the shortfall is covered by a govern m e n t
insurance fund, the Pension Benefit Guarantee Corporation.   Employees do not need to lose
sleep in a bankruptcy filing, but the firm ’s lenders must.  The PBGC is empowered to re c o v-
er its advance by filing a claim against the company’s assets that has the status of a tax lien.

Whether paid out of cash flow or in bankruptcy, a company’s pension liability is senior even
to its most senior lenders.  It is not a vague contingent claim that deserves to be relegated
to a footnote—the bookkeeper’s equivalent of banishment to Siberia.  The pension liabili-
ty is in fact the exact opposite—a liability so emphatic it should be boldly printed on a com-
pany’s balance sheet at the very top of its list of debts.  Although they are actually in the
control of a trustee, and are legally segregated for the benefit of servicing the employee
retirement benefits, a company’s pension fund assets are truly corporate assets because they
d i rectly offset the firm ’s pension liability.  They, too, should appear on the corporate b a l a n c e
8The Employee Retirement Income Security Act (ERISA) was enacted to ensure that employees receive the pension and other ben-
efits promised by their employers.

Stern Stewart & Co.
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The true pension cost is
the present value of the
extra re t i rement pay-
ments that employees
have earned thro u g h
their service to the com-
pany over the time peri-
od in question.

The pension expense is
the period-to-period
i n c rease in the pension
l i a b i l i t y, that is, in the
p resent value of the
p romised re t i re m e n t
benefits.  It has nothing
to do with the re t u rn s
actually earned from the
pension plan assets.

The only way a company
can be sure it will meet
its pension commit-
ments on schedule is to
invest its pension fund
assets in a diversified
bond portfolio that
matches the risk pro f i l e
of its pension liability.

s h e e t—but neither one does.  Accountants misre p resent the true nature of pension assets
and liabilities by only disclosing them in off-balance sheet notes.

Accountants also make a mistake in the way they re c o rd pension expense on corporate
income statements.  The true pension cost is the present value of the extra re t i rement pay-
ments that employees have earned through their service to the company over the time peri-
od in question.  Putting it another way, the true pension cost is equal to the amount of cash
that would have to be set aside and invested in a bond fund that would surely compound in
value to meet the additional re t i ree payments9.  This “service cost,” as it is known, dire c t l y
i n c reases the firm ’s pension liability and decreases the firm ’s market value.  It is the amount
that should be subtracted as the periodic pension expense in the measurement of a firm ’s
N O PAT and its EVA—but under present bookkeeping rules, it is not.

Accountants and actuaries have concocted a complicated formula to measure a company’s
pension expense:

Pension Cost    =   Service Cost - (   Fund Return       -    Liability Interest  )

The bookkeepers start off on the right track by setting the pension cost equal to the serv i c e
cost, but they err by subtracting the speculative spread between the re t u rn earned on the pen-
sion assets and the interest cost of the pension liability.  The bookkeeping formula suggests that
e a rning a higher re t u rn on pension fund assets reduces a company’s pension cost, but that is not
at all correct.  The pension expense is the period-to-period increase in the pension liability, that
is, in the present value of the promised re t i rement benefits.  It has nothing to do with the
re t u rns actually earned from the pension plan assets.  Accountants once again inappro p r i a t e l y
mix operating and financing decisions, and in the process they have lured many unsuspecting
CFOs into gambling their shareholders’ equity on speculative investment re t u rn s .

Given the priority the law accords pension beneficiaries—with justification after all—pension
commitments ought to be discounted to a present value at a very low interest rate, a rate even
lower than the rate a firm would pay on its most senior debt.  The firm ’s overall cost of capi-
tal is inappropriate for discounting pension liabilities because it reflects the risk of the re t u rn s
f rom business operations.  Nor is it correct to discount pension promises at the rate of re t u rn
expected from pension fund assets—that rate reflects the risk of the re t u rns from those assets.

The right rate to discount the pension liability is the yield off e red by a portfolio of bonds
that is one credit rating notch higher than the credit rating of the firm itself.  A gilt-edged,
Triple-“A” rated credit like GE should discount its pension liability at the US govern m e n t
bond rate of interest, and a Triple -“B” rated credit should use a Single-“A” interest rate—
always one credit notch higher because the pension liability is senior to a firm ’s most senior
l e n d e r s .

Accountants do not follow this course—although they are close.  They uniformly discount
pension liabilities with a Double-“A” discount rate (only truly applicable to Single-“A”
rated credits).  They understate the liability for big cre d i t w o rthy firms and overstate it for
s m a l l e r, less credit capable ones.  In the main, however, accountants do correctly acknowl-
edge that pension liabilities are senior corporate claims that deserve discounting at a re l a-
tively low rate of intere s t .

The only way a company can be sure it will meet its pension commitments on schedule is to
invest its pension fund assets in a diversified bond portfolio that matches the risk profile of
its pension liability.  Suppose a company has a $1 billion pension liability — the result of dis-
counting its re t i ree commitments to a present value at the prevailing Double-“A” bond yield
of 7%.  To neutralize the risk to its shareholders, and align portfolio returns with pension 

9Pension fund consultants often stress that the liability should include the increases in benefits that would be due to future infla-
t i o n a ry increases, but that is incorrect.  Almost all corporate operating costs, whether for materials or services or labor, will incre a s e
due to inflation, and yet such increases are not re c o rded as current liabilities.  In the economic model, the pension liability due to
inflation will be re c o rded only as the inflation occurs and not in advance.
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Pension plan costs can
only be measured accu-
rately so long as the risk
that a firm ’s share h o l d-
ers bear is not changed
by the introduction of
the pension plan.

Speculative investment
re t u rns should not be
commingled with pen-
sion liability costs as
that again would be a
decision to unwisely mix
operating and financing
decisions.  Speculative
re t u rns should be bro-
ken out on NOPAT and
E VA statements so
investors can judge
them as a separate mat-
ter—but now they are
n o t .

Another way accoun-
tants overstate the
appeal of investing in
equities is that over-
funded pension plans
trigger under- re p o rt i n g
of pension costs.

Accountants compound
this colossal error by
assuming that a diversi-
fied stock and bond
p o rtfolio will earn a
higher re t u rn than an
investment in safe
b o n d s .

commitments, the firm must invest its pension fund assets in a $1 billion, Double-“A” rated
bond fund that would yield an identical 7% re t u rn.  By the accountant’s reckoning, the
i n t e rest cost on the pension liability and the re t u rn from the mirror–image pension fund
asset precisely cancel, leaving the firm ’s pension cost equal to its service cost.

Pension Cost    =   Service Cost  -  (   Fund Return       -    Liability Interest )
Pension Cost    =   Service Cost  -  ( 7% x $1 billion -    7% x $1 billion   )
Pension Cost    =   Service Cost

The formula reflects the powerful logic behind the economist’s view that a company’s pen-
sion cost is always equal to its service cost.  Economists assume that people do not like to
bear risk.  They think that pension plan costs can only be measured accurately so long as
the risk that a firm ’s shareholders bear is not changed by the introduction of the pension
plan.  They know that the only way to maintain risk neutrality is to match the risk of the
pension assets with the risk of the pension liability.  When that occurs, the pension assets
g row in value in lockstep with the increase in the present value cost of the pension com-
mitments, and pension cost always equals service cost.

Any deviation from that risk neutral policy re p resents a decision by management to enter a
separate, new, “non-operating” line of business—investment speculation.  Speculative
investment re t u rns should not be commingled with pension liability costs as that again
would be a decision to unwisely mix operating and financing decisions.  Speculative re t u rn s
should be broken out on NOPAT and EVA statements so investors can judge them as a sep-
arate matter—but now they are not.

Goaded by the accountant’s measurement errors, most corporate finance managers have
succumbed to the temptation to speculate.  They invest pension assets in securities with risk
p rofiles vastly higher than their pension liabilities.  They hope to goose up the re t u rns, earn
a positive spread, reduce their re p o rted pension cost, and perhaps win a bigger bonus.  But
even if they succeed in doing that, they have accomplished nothing of value for their share-
holders.  Corporate managers can earn a higher re t u rn on their pension assets only by tak-
ing on more risk—a risk that is passed on to the shareholders.  The shareholders will
respond by discounting the firm ’s riskier earnings at a steeper rate.  They will pay a lower
multiple for the riskier earnings.  The stock price will not budge.  The shareholders will
simply earn a higher re t u rn commensurate with the additional risk they are forced to take.

Another way accountants overstate the appeal of investing in equities is that over- f u n d e d
pension plans trigger under- re p o rting of pension costs.  Suppose that the firm with the $1
billion pension liability shifted 50% of its pension fund assets into equities during the 1990s
bull market run.  The portfolio has by now experienced an unusually high re t u rn and has
compounded to an aggregate market value of, say, $1.5 billion.  Putting the numbers in the
boxes indicates that the $500 million over-funding is behind a $35 million per year under-
statement of the service cost:

Pension Cost    =   Service Cost  -  (   Fund Return  -    Liability Interest )
Pension Cost    =   Service Cost  -  ( 7% x $1.5 billion   -    7% x $1 billion  )
Pension Cost    =   Service Cost  -  (      $105 million     -        $70 million     )
Pension Cost    =   Service Cost  -                             $35 million

Accountants compound this colossal error by assuming that a diversified stock and bond
p o rtfolio will earn a higher re t u rn than an investment in safe bonds.  Suppose management
p rojects that with the fund partially invested in equities it can average a 10% re t u rn fro m
its pension assets.  The financial speculation spread now drives the re p o rted pension cost a
full $80 million a year below the true service cost:

Pension Cost    =   Service Cost  -  (   Fund Return       -    Liability Interest )
Pension Cost    =   Service Cost  -  (10% x $1.5 billion  -     7% x $1 billion  )
Pension Cost    =   Service Cost  -  (      $150 million     -       $70 million     )
Pension Cost    =   Service Cost  -                           $80 million

Stern Stewart & Co.
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Accountants have waded
into troubled waters by
ignoring risk when they
m e a s u re a firm ’s pension
c o s t .

Actual pension fund
re t u rns may be gyrating
up and down giving
s h a reholders a bumpy
ride for their value, and
yet the re c o rded pen-
sion cost blithely
assumes away the short -
t e rm fluctuations that
a re the essence of risk.

Corporate executives
f requently call upon
their powers of persua-
sion (and the purse) to
induce their auditors
and actuaries to change
the re t u rn assumption
for the purpose of
smoothing earn i n g s .

The bookkeepers
re s e rve their most trans-
figuring powers for
smoothing pension plan
surpluses and deficits.

If its service cost is $50 million, for example, the company will re p o rt a negative pension
cost—actually book income—of $30 million from its pension plan.  This incredible outcome
is the result of mixing the re t u rns from speculative financial investments with the operating
cost of providing re t i rement compensation.

Accountants have waded into troubled waters by ignoring risk when they measure a firm ’s
pension cost.  While it is true that equities are expected to outperf o rm bonds—and over a
long time frame they will—equities are not expected to provide a higher r i s k - a d j u s t e d re t u rn
than bonds.  An investment of $1,000 in stocks or $1,000 in bonds has the same $1,000 pre-
sent value even though the stocks are eventually expected to be worth more than the bonds.
The mistake that accountants make is assuming that the extra re t u rn that common stocks
o ffer over time is an advantage, when in fact, it is a re q u i rement to break even (on a risk-
adjusted basis) with the safer, surer re t u rn off e red by bonds.  Put another way, a company
that shifts its pension assets from bonds into stocks will boost its re p o rted earnings and its
re t u rn on equity over time, but those gains will be completely countered by the lower mul-
tiple the market will attach to its riskier, lower quality earnings stre a m .

The accounting gets even worse (or better if you make the mistake of taking book earn i n g s
at face value) because it significantly disguises the true risk of investing the pension plan
assets in equities.  Remarkably, the pension fund re t u rn that appears in the pension cost for-
mula is not the actual re t u rn realized from the fund assets.  It is an a s s u m p t i o n about long ru n
f u t u re re t u rns.  Pension plan accounting sees no risk and hears no risk.  Actual pension fund
re t u rns may be gyrating up and down giving shareholders a bumpy ride for their value, and
yet the re c o rded pension cost blithely assumes away the short - t e rm fluctuations that are the
essence of risk.  It would be hard to imagine more deceitful accounting, except that it gets
even more pre p o s t e ro u s .

Managers are able to change the assumed re t u rn on the pension assets (when the only cor-
rect assumption is that it is equal to the re t u rn used to discount the pension liability).
Corporate executives frequently call upon their powers of persuasion (and the purse) to
induce their auditors and actuaries to change the re t u rn assumption for the purpose of
smoothing earnings.  Seeing good times ahead, management lowers the assumed re t u rn and
boosts the re p o rted pension cost.  Like the biblical Joseph, management builds up a deposit
of earnings in the cookie jar to survive fallow years.  In lean times Pharaonic managers draw
down on the store of earnings by ginning up the assumed re t u rn and reducing the re p o rt e d
pension cost.

The bookkeepers re s e rve their most transfiguring powers for smoothing pension plan sur-
pluses and deficits.  If pension fund assets exceed (or fall short) of the pension liability by
m o re than 10%, the diff e rence is amortized into the pension cost formula.  In the example,
pension assets exceed the liability by $500 million, or by 50%.  The $500 million surplus
must be amortized into earnings over a 15-year period.  That reduces the pension cost by
yet another $33.3 million dollars.  Combined with the $80 million favorable financial
s p read, the re p o rted pension cost for the fortunate example company is now a whopping
$113.33 million less than its true service cost.

Suppose the company’s pension assets suddenly suffer a 20% loss in value—from $1.5 bil-
lion to $1.2 billion.  The shareholders will have lost $300 million1 0,  but the pension cost will
not show anything like that severe down draft.

Pension Cost    =   Service Cost  -  (   Fund Return   -  Liability Intere s t )
Pension Cost    =   Service Cost  -  (10% x $1.2 billion   -     7% x $1 billion )
Pension Cost    =   Service Cost  -  (      $120 million  -        $70 million    )
Pension Cost    =   Service Cost  -                             $50 million

The financial speculation gains will be cut from $80 million to $50 million, for a $30 mil-
lion annual shortfall.  The amortization of the pension surplus will drop by $300 million 
1 0Pension contributions are deductible for tax purposes and thus a pension fund surplus or deficit is really only worth the after- t a x
amount to the share h o l d e r s .
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over 15 years, or by $20 million per annum.  The firm ’s re p o rted pension cost will incre a s e
by a total of $50 million a year compared against an immediate market value loss of $300 mil-
lion.  The pension cost registers only one-sixth of the decline in the market value that the
f i rm ’s shareholders have suff e red.  It is little wonder that managers do not fully appreciate all
the risks they have taken with their pension plans, even though sophisticated investors are
able to see through these consequences and focus on the true underlying cost and risks.

It is not extreme to suggest that pension plans in most companies are little diff e rent fro m
E n ro n ’s reviled Raptor partnerships.  Both are (or were) special purpose entities using off -
balance-sheet debt to finance the acquisition of risky assets that also are held off - t h e - b a l-
ance-sheet.  In both cases accountants have conspired to hide losses and disguise the risk of
the risky investments.  The rules that accountants have developed to measure pension costs
have provided managers strong incentives to play this corporate version of Russian ro u l e t t e
and hope they win.  In today’s market, they are losing.

The correct bookkeeping answer is to put pension assets and liabilities on corporate balance
sheets where they belong, to re c o rd the service cost as the true pension cost on the income
statement, and if companies persist in senselessly gambling on equities in their pension
p l a n s1 1, to segregate the actual, un-smoothed speculation gains and losses and re p o rt them
as separate line items on the statement of economic profit and loss.1 2

Restoring the integrity of earnings and balance sheet presentations, and reducing pension
leverage in favor of corporate leverage, are among the desirable governance outcomes that
will likely follow in the footsteps of these proposed accounting re f o rms.  Corporate man-
agers will undoubtedly want to avoid profit swings by swapping pension assets from equi-
ties into bonds.  By stabilizing earnings and insulating the pension liability risk they will
i n c rease cre d i t w o rthiness.  Many of them will take advantage of their additional debt capac-
ity by borrowing on their corporate books and using the proceeds to buy back their stock.
They will increase their EVA and market value by reducing the cost of capital applicable to
their business investments.

Do not confuse Shareholders with Lenders

Another basic flaw is that accounting rules are wired to measure liquidation value more than
going concern value, and to address the concerns of conservative bankers more than the
needs of risk taking shareholders.  Burned by groundless lawsuits (and few worthy ones) the
accountants’ motto has become, in effect, when in doubt, debit—debit the earnings that is.
They have concocted rules to minimize their liability exposure.  They consciously under-
state re p o rted earnings by burying valuable assets in bookkeeping re s e rves or writing them
o ff entire l y.  They have unwittingly created the incentive for managers to work around the
rules and re s t o re earnings to what they think is a more accurate re s u l t .

As a matter of national policy the bookkeepers should not be permitted to crawl into a hole
and hide from the tort lawyers.  They should be compelled to re p o rt the information that
will enable smart investors to judge the likely future cash flows from a going concern, and
that will guide managers to the decisions that optimize re s o u rces and maximize share h o l d-
er wealth.  As long as they stick to those rules the auditors should be exonerated of guilt,
even if ex ante perf o rmance expectations are not realized after the fact.

Corporate income taxes offer a classic example of cowardly accounting.  Most companies
a re lawfully permitted more deductions to compute their income tax than they can legiti-
mately recognize for book profit re p o rting.  Companies can, for instance, depreciate assets
at an accelerated pace on their tax re c o rds.  The intent of congress is to cut corporate tax
bills and subsidize the purchase of assets that allegedly will raise worker pro d u c t i v i t y.

It is not extreme to sug-
gest that pension plans
in most companies are
little diff e rent fro m
E n ro n ’s reviled Raptor
p a rtnerships. 

Restoring the integrity
of earnings and balance
sheet presentations, and
reducing pension lever-
age in favor of corporate
leverage, are among the
desirable govern a n c e
outcomes that will likely
follow in the footsteps
of these pro p o s e d
accounting re f o rm s .

Another basic flaw is
that accounting rules are
w i red to measure liqui-
dation value more than
going concern value,
and to address the con-
c e rns of conserv a t i v e
bankers more than the
needs of risk taking
s h a re h o l d e r s .

Corporate income taxes
o ffer a classic example of
c o w a rdly accounting.

1 1Most firms would benefit from putting all of their pension assets in a diversified bond fund that matches the risk profile of the
pension fund liability.  This policy insulates lenders and shareholders from risk, and increases the firm ’s debt capacity, and maxi-
mizes the expected risk adjusted after tax yield from the pension assets.
1 2The pension liability should not be subject to the company’s overall cost of capital charge (because its re t u rn is expected from the
pension fund assets), but the pension fund deficit or surplus should be subject to a separate capital charge that reflects the financial
speculation risk
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Accountants deduct
taxes that a company has
not paid and pro b a b l y
will never pay.

The accountants defend
this nonsensical practice
by jumping in bed with
the bankers and pulling
up the sheets.

In their concern for
being occasionally
w rong about deadbeat
companies the accoun-
tants have chosen to be
always wrong about the
vast majority of busi-
nesses that prosper as
going concerns. 

To discard the bearish
perspective of a lender
and adopt the generally
m o re ebullient vantage
point of a shareholder is
in theory a straightfor-
w a rd pro p o s i t i o n .

The accountants refute that policy aim and diminish the relevance of re p o rted results by
ignoring the taxes a company actually pays.  Instead, they concoct a tax expense figure that
is typically much higher than what’s been paid.  They compute the tax a company would
owe on t h e i r definition of income, and they deduct that hypothetical “income tax pro v i s i o n ”
as an earnings levy.  If a company’s taxable income is $100 and its accounting book income
is $150, the tax actually paid at a 40% tax rate is $40, but the accountants will subtract 40%
of $150, or $60 instead.  By this bizarre contrivance accountants deduct taxes that a com-
pany has not paid and probably will never pay, for as long as a firm remains in business it
will most likely continue to generate tax deferrals through the acquisition of new assets.

The diff e rence between the fictitious book tax provision and the firm ’s actual tax bill is accu-
mulated and buried in a balance sheet liability account called the deferred tax re s e rve.  That
re s e rve tends to grow larger over time as more and more taxes are deferred.   GE, for
instance, has a stupendous deferred tax re s e rve.  On its 2001 year-end balance sheet the
re s e rve was $9.13 billion and it was $8.69 billion at the end of 2000.  The $440 million
i n c rease is an indication of how much the accountants overstated GE’s tax and understated
its profit in the 2001 year.  The $9 billion ending balance is a measure of the cumulative
e rror accountants have made in measuring GE’s re c u rring cash flow from its operations.

The accountants defend this nonsensical practice by jumping in bed with the bankers and
pulling up the sheets.  Like pinstriped lenders they concentrate on the downside of corpo-
rate perf o rmance.  They ask, what if a company fails to prosper and no longer generates tax
d e f e rrals?  They fear the situation will reverse.  They worry that the company may end up
having to repay its deferred taxes.  They worry most of all about bankru p t c y, for that
empowers tax authorities to file a lien senior even to the most senior lenders to recover taxes
p reviously deferred.  To be utterly conservative, and to calm the nerves of angst-ridden
c reditors, accountants feel justified charging companies in advance for taxes that they will
only pay in dire circ u m s t a n c e s .1 3

In their concern for being occasionally wrong about deadbeat companies the accountants
have chosen to be always wrong about the vast majority of businesses that prosper as going
c o n c e rns.  The fact that almost every company in the stock market trades for a value well
in excess of its liquidation value is prima facie evidence that the accountants have made a
systematically wrong choice.  Shareholders are not generally interested in worrying about
shrinking and failing.  They value companies principally by the cash flow they expect fro m
them as active businesses.  They need and want information about that.

To discard the bearish perspective of a lender and adopt the generally more ebullient van-
tage point of a shareholder is in theory a straightforw a rd proposition.  Accountants should
strike from profit the taxes a company has paid instead of some hypothetical tax pro v i s i o n .1 4

That done, the profit that is now being buried in the deferred income tax re s e rve will be
flushed onto the NOPAT income statement and make its way into the firm ’s equity capital
via retained earnings.  EVA can then be computed via those revised figure s .1 5

1 3When a company goes bankrupt it usually has lost so much of its going concern value that surrendering the deferred tax re s e rv e
is likely to be a moot issue for the shareholders.  GE for instance now trades for a market value that is some $300 billion more than
its book value.  If it ever comes to liquidating the company and repaying the deferred tax re s e rve most of GE’s shareholders will
a l ready have committed suicide.  Only the bankers and other creditors who would fight over the remains of the carcass need get
involved in that level of granularity.
1 4To measure NOPAT the tax bill should also be grossed up for the additional taxes that would have been paid had interest expense
not sheltered the operating profit from being fully taxed.  The benefit that a company realizes from deducting interest and not pay-
ing those taxes already appears elsewhere in the EVA calculation.  It is in the cost of capital, for the after-tax cost of borro w i n g
money is used to compute it.
1 5The year-to-year amount of taxes deferred can be quite volatile as it is geared to investment spending and other fluctuating fac-
tors.  Consequently policy makers should consider an alternative approach that smoothes the measurement of EVA.   The idea is
to recognize the benefit of deferring taxes not as a flow through on the income statement, but rather as a balance sheet re d u c t i o n
in the stock of capital subject to the capital charge.  The approach entails accepting the income tax provision (after backing out the
tax benefit of debt) as the charge to NOPAT, but then eliminating the balance sheet deferred tax re s e rve from capital by pre s e n t-
ing it as a contra asset.
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Another example of the
a c c o u n t a n t ’s conserv a-
tive bias is in the way
they anticipate losses
f rom uncollectible loans
and re c e i v a b l e s .

In flush years managers
a re tempted to bump up
the bad debt pro v i s i o n
to squirrel away earn-
ings in the re s e rve so
that in lean times they
can under- e s t i m a t e
f u t u re losses and import
e a rnings from the bal-
ance sheet re s e rve to
the income statement. 

If the accountants insist
on pre-booking the loss-
es from the loans that
will not be repaid, why
do they not pre - re c o rd
the grossed up intere s t
income from the ones
that will?

It is the bookkeeping
equivalent of shooting
first and asking ques-
tions later.

The deferred tax re s e rve, if it remains of interest to lenders, can be re p o rted in a footnote
account.  It would probably help creditors even more for the auditors to create a supple-
mental schedule that displays the reversal of deferred taxes that would be expected over the
next five years and thereafter assuming that no additional assets are purchased or pert i n e n t
policy changes are made. Again, lender-oriented information items should step to the re a r.

Clamp Down the Lid on the Cookie Jars

Another example of the accountant’s conservative bias is in the way they anticipate losses
f rom uncollectible loans and re c e i v a b l e s .

Accountants re q u i re companies to set up a bad debt re s e rve.  The re s e rve holds an estimate
of the amounts owed a company that will not be repaid.  If the company has receivables on
its books—what its customers owe for the services it has re n d e red to them—in an amount
of $100 million, and if the accountants think based on prior experience that 3% of those
c redits will dodge repayment, then the bad debt re s e rve will be set at $3 million.  On the
balance sheet the re s e rve offsets the receivables.  The $100 million “face value” of the
receivables is reduced to a “net book value” of $97million.  The re s e rve is used up as re c e i v-
ables go bad and are acknowledged as not likely to be paid, and it is replenished by a charg e
to earnings each year known as the bad debt provision.  That is the theory, anyway.

The practice is a good deal murkier.  In flush years managers are tempted to bump up the
bad debt provision to squirrel away earnings in the re s e rve so that in lean times they can
u n d e r-estimate future losses and import earnings from the balance sheet re s e rve to the
income statement.  The re s e rve provides managers with a ready device for smoothing
re p o rted earnings and stabilizing their bonuses.  It’s the mechanism WorldCom CFO Scott
Sullivan used to create an additional $2 billion of income in 1999 and 2000.  It’s just one of
many cookie jars whose lids must be shut tight.  

Banks and other financial intermediaries face an even more severe problem.  The more new
loans or credits they sign up, the more they have to increase the charge to earnings to build
up the re s e rve.  If they sign up a lot of new loans at the end of their accounting year, the
i n c rease in the provision for bad debts can easily exceed the additional interest income they
re c o rd from the new loans in that narrow slot of time.  Iro n i c a l l y, the more good new loans
they sign up the lower their earnings may go.  That explains why your banker friends are
always available to attend year-end holiday part i e s .

The reason the accounting makes no sense is that bankers are in business to make money,
too.  To be competitive and have access to capital, lenders know they must gross up the
i n t e rest rate they charge good credits to cover their losses from the deadbeats.   They actu-
ally must go farther than that.  They must increase the rate they charge the winners to cover
the loan losses from the losers, but also, to cover their operating costs, pay taxes and even
to give their shareholders a decent re t u rn on their investment.  If the accountants insist on
p re-booking the losses from the loans that will not be repaid, why do they not pre - re c o rd
the grossed up interest income from the ones that will?  Because the accountants’ motto is
when doubtful, charge the earnings.  It is the bookkeeping equivalent of shooting first and
asking questions later.

The antidote to the auditors excessive conservatism is to subtract from NOPAT the actual
c h a rg e - o ff of the bad debts as they occur and not in advance, and to re c o rd loans and re c e i v-
ables at face value without the subtraction of any re s e rve.  That done, if a credit goes bad
the write-off is charged directly to earnings instead of being routed though the re s e rve.  Not
only is bookkeeping a lot simpler for the average Joe to understand, it magnifies a manag-
e r ’s incentive to respond to bad debts by more assiduously seeking re c o v e ry and thinking
twice or thrice about extending credit the next time around.  The new bookkeeping ru l e
switches bad debts from the purview of what accountants manage to the realm of what man-
agers should be managing.  It elevates economic substance over cosmetic appearance.
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Another classic example
of the red carpet tre a t-
ment that accountants
a c c o rd lenders at the
expense of share h o l d e r s
is the bookkeeping for
re s e a rch and develop-
ment spending.

To accommodate the
b a n k e r ’s pre f e rence for
c o n c reteness, the
accountants write off
investments in intangi-
ble assets like R&D.  In
doing so they again take
the position that a com-
pany is more dead than
alive, that failure is the
n o rm and success rare ,
and that the interests of
bankers should take
p recedence over those
of the share h o l d e r s .

A strong case can be
made that today’s econ-
omy is part i c u l a r l y
g e a red toward re w a rd-
ing investments in soft
assets, that the re a l
assets nowadays are the
people, are the pro c e s s-
es, and are the part n e r s
of the firm.  The best
f i rms are investing in
ideas and software to
reduce their investment
in capital and in hard-
w a re .

In our knowledge-based
economy investments in
all intangibles ought to
be capitalized like any
other asset and depre c i-
ated over estimates of
their economic lives.

Innovation is an Investment and Not an Expense

Another classic example of the red carpet treatment that accountants accord lenders at the
expense of shareholders is the bookkeeping for re s e a rch and development spending.

R&D outlays are unquestionably of vital importance to the economy.  Innovation spending
helps companies boost their potential for generating sales and earnings through the cre a t i o n
of new products and processes.  R&D is the engine that increases the standard of living all
over the world.  In economic theory such outlays should be capitalized as an asset and writ-
ten off to earnings over the period that they are likely to contribute to sales and earn i n g s .
Yet, accountants treat re s e a rch not as an asset but as cost.  They immediately charge off
R&D spending as it is spent and re c o rd nothing of value on the balance sheet.

Accept that accountants are the lap dogs of bankers and this bizarre bookkeeping practice
begins to make sense.  Bankers wish to write loan covenants against tangible asset values.
They desire the protection of hard, physical assets that are likely to have a resale or liqui-
dation value in the event a firm goes bankrupt.  To accommodate the banker’s pre f e re n c e
for concreteness, the accountants write off investments in intangible assets like R&D.  In
doing so they again take the position that a company is more dead than alive, that failure is
the norm and success rare, and that the interests of bankers should take precedence over
those of the share h o l d e r s .

Accountants counter that R&D spending is uncertain and can’t be relied upon to create a
valuable asset.  By that flawed logic the spending on hard assets should not be capitalized
e i t h e r. General Motors, for instance, spent a king’s ransom on robots in the early 80s with
the intention to catch up with Japanese producers, but got nothing in re t u rn.   The ro b o t
investment was a total write-off.   Staggering as it was, that debacle pales against the mas-
sive losses sustained by telecom firms in recent years as they have built out big bandwidth
networks and paved the way for so-called G3 mobile phones for which the demand has not
yet materialized.  The trend toward hard asset risk is if anything accelerating. A strong case
can be made that today’s economy is particularly geared toward re w a rding investments in
soft assets, that the real assets nowadays are the people, are the processes, and are the part-
ners of the firm.  The best firms are investing in ideas and software to reduce their invest-
ment in capital and in hard w a re.  Is not GE’s pervasive “6-sigma” quality capability wort h
a lot more than the factory assets it uses to make appliances, and yet, accountants assign that
capability no value on GE’s balance sheet?

Make Intangibles Real

In our knowledge-based economy investments in all intangibles ought to be capitalized like
any other asset and depreciated over estimates of their economic lives. Those would include,
among other things, outlays for training and developing people; up-front investments in
signing bonuses to lure talented engineers and managers to a firm; advertising and pro m o-
tion to launch new products, enter new markets and build brands; the cost of setting up sys-
tems to gather information that enhance customer relations, supply chain management, and
the sharing of knowledge; and, of course, re s e a rch and development expenditures.  The point
is not that every expenditure to create an intangible asset creates value, but that every one is
expected to and in the aggregate they do.  As a policy choice the answer is to go with the ru l e
rather than the exception.  As for bankers, they are free to rewrite their loan covenants to
strike out intangible assets as they have often done in the past with goodwill.

Use Full Cost Accounting

Some argue that only the outlays that are clearly successful should be capitalized onto a
f i rm ’s balance sheet and that failures should be expensed.  Why treat an expenditure that 
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In any risky business
(and what business
i s n ’t?), part of the
investment re q u i red to
find winners is investing
in losers now and again.

Accountants should cap-
italize all the risky out-
lays, successful or not,
and depreciate that total
investment over the
expected lives of the
successful ones.

Successful eff o rt s
accounting at first
understates and then
radically overstates all
the relevant measure s .

In the economic re p o rt-
ing model the balance
sheet measures “capital,”
and capital is not an asset
and capital is not value.
A firm ’s real assets are
on its income statement,
and its balance sheet is
just a liability.

patently did not pan out as an asset, they ask?  Because in any risky business (and what business
i s n ’t?), part of the investment re q u i red to find winners is investing in losers now and again.

Consider drilling for oil as an example of a risky investment.  Suppose a company drills
wildcat wells in an area that geologists describe as having a “one-in-five” success ratio.  The
statistic indicates five wells must be drilled to have a good chance to find one winner.  The
cost to find one well is five wells, by definition.  Even the four dry holes are valuable because
management knows not to drill there again.  In the new, intangible economy, knowledge is
the capital.  The same applies to “drilling” for new products, markets, processes and capa-
bilities.  Failure is a form of learning and learning is capital.

As a result, accountants should capitalize all the risky outlays, successful or not, and depre-
ciate that total investment over the expected lives of the successful ones—a practice known
in audit circles as “full cost” accounting.  This technique is not commonly followed in the
oil patch, however.  In another example of their desire to debit earnings as quickly as pos-
sible when given half a chance, accountants typically impose “successful eff o rts” accounting
for energy companies.  They capitalize only the costs associated with discovering oil and
send dry hole costs right down the drain.  For other assets they are even more extre m e .
R e s e a rch and other intangible outlays are subject to “unsuccessful eff o rts” accounting
w h e reby no outlays are capitalized and all must be expensed.

To illustrate the consequences of the accounting methods suppose that each well costs $20
million to drill, so that the total investment in 5 wells sums to $100 million.  Full cost puts
$100 million on the balance sheet, successful eff o rts adds only $20 million to the asset base
and charges off the $80 million in dry hole expense, and if this were re s e a rch spending all
$100 million would be deducted from the earnings right away.

Suppose that the wildcatters’ cost of capital is 10%.  To earn that re t u rn and just break even
on the cost of all the money invested, the NOPAT arising from the $100 million drilling
campaign would need to be $10 million a year.  The value of that NOPAT discounted at a
10% cost of capital is $100 million1 6, which, as expected, is just the amount invested.  The
p roject breaks even on EVA and so it breaks even on value.

F rom a full cost accounting point of view, the $10 million NOPAT yields a 10% rate of
re t u rn on the $100 million investment, and EVA is zero each year.  Full cost accounting gets
the economic facts correct right from the start .

With successful eff o rts an initial $80 million ding penalizes earnings for the dry hole
expense, but thereafter the $10 million NOPAT gives the appearance of yielding a 50%
re t u rn on the $20 million invested in the one successful well.  EVA looks quite positive—
$8 million a year—and the firm seemingly sells for a market value that is 5 times its book
value.   But all that is an illusion.  Successful eff o rts accounting at first understates and then
radically overstates all the relevant measures.  Unsuccessful eff o rts accounting is just a more
e x t reme version of that.

In economic substance, drilling for new products and processes, and investing in intangible
assets of all kinds, is not diff e rent from drilling for oil.  It is precisely because those invest-
ments are known to be risky that full cost accounting ought to be used for all of them.

As this change is put into effect a shift in terminology is called for.  No longer should the
balance sheet be considered an aggregation of “assets.”  As renowned business sage Peter
D rucker has said (somewhat facetiously), the only real asset is a customer whose check has
not bounced.  In the economic re p o rting model the balance sheet measures “capital,” and
capital is not an asset and capital is not value.  A firm ’s real assets are on its income state-
ment, and its balance sheet is just a liability.  One implication is that any attempt to re c o rd
the value of “intangibles” on balance sheets, as some accounting experts have suggested, is 

1 6The formula to compute the value of discounting NOPAT as a perpetuity is to divide NOPAT by the cost of capital, in this case,
to divide by 10% or in other words to capitalize the earnings at a 10 times price/earnings multiple. 
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C u rrent accounting
rules are forcing man-
agers to choose between
making the right
re s t ructuring moves in
the face of adverse
accounting conse-
quences, or keeping
accounting profit on
track by rejecting eco-
nomically sound deci-
s i o n s .

S h a reholders’ only con-
c e rn is for management
to increase their share
value by increasing the
f i rm ’s EVA as much as
possible.  Making a neg-
ative EVA less negative
is as valid a way to
i m p rove perf o rm a n c e
and increase the stock
price as is making a pos-
itive EVA more positive.

In economics this prin-
ciple is encapsulated in
the phrase “sunk costs
a re irrelevant.”  It
means that the carry i n g
value of an asset on the
f i rm ’s balance sheet, or
what is known as its
book value, should be
completely unimport a n t
in deciding how to
i n c rease its market value
going forw a rd .

t h e o retically and theologically incorrect.  The value of a firm ’s intangible assets is measure d
s i m p l y, dire c t l y, and only in its ability to generate economic pro f i t .

So what is left for the balance sheet to measure?  In the economic model, capital simply
m e a s u res the value of the re s o u rces that have been put into a business rather than the value
that investors can expect to take out of the business.  Whether such capital investments
translate into market value depends on whether management earns a positive EVA pro f i t
with that capital.  That is the question that no balance sheet can answer, and no accountant
should be held responsible for answering.  That judgment is best left to the pro f e s s i o n a l
fund managers and the stock market in general.

Use Full Cost Cash Accounting for Divestiture and Restru c t u r i n g
Tr a n s a c t i o n s

Corporate right sizing decisions often stumble over bookkeeping roadblocks that hamper a
swift reallocation of capital to more promising uses.  Divestitures of business lines, sales or
disposals of assets, or re o rganizations often trigger recognition of book losses even when the
decisions produce palpable gains in value.  Current accounting rules are forcing managers
to choose between making the right re s t ructuring moves in the face of adverse accounting
consequences, or keeping accounting profit on track by rejecting economically sound deci-
sions.  According to GE CEO Jeff Immelt, a professed fan of smoothing earnings, the
answer is to offset the recognition of re s t ructuring losses with gains, but if the gains and
losses do not naturally cancel then GE’s management is forfeiting substance for the sake of
accounting form .

A new accounting rule is needed to take corporate managers entirely off the horns of this
dilemma.  It is also needed because the coro l l a ry to the principle that failure is a form of
l e a rning is to fail fast.  Current accounting rules make it difficult for managers to own up to
a mistake, put it behind them, and move on quickly to the next opport u n i t y.  Accounting
rules ought to support the swift redeployment of scarce re s o u rc e s .

Suppose a company carries an under- p e rf o rming business line on its balance sheet for a
book value of $100 million.  Also assume that the business unit produces an uninspiring $4
million in annual NOPAT profit.  At a 10% cost of capital it unhappily contributes a $6 mil-
lion a year EVA loss:

E VA              =                NOPAT               -   (WACC% x $Total Capital)
=            $   4 million             -   (      10%   x  $100 million )

- $ 6 million       =            $   4 million             -                $ 10 million            

The EVA loss indicates with hindsight that management made a poor decision to invest in
the business line.  However, that decision is by now irrelevant.  Shareholders’ only concern
is for management to increase their share value by increasing the firm ’s EVA as much as pos-
sible.  Making a negative EVA less negative is as valid a way to improve perf o rmance and
i n c rease the stock price as is making a positive EVA more positive.

In economics this principle is encapsulated in the phrase “sunk costs are irrelevant.”  It
means that the carrying value of an asset on the firm ’s balance sheet, or what is known as its
book value, should be completely unimportant in deciding how to increase its market value
going forw a rd.  The implication is that bookkeeping gains and losses on asset dispositions
simply do not matter.  What matters is whether a sale, re s t ructuring, or exit can achieve a
higher value than continued operation.  EVA should be measured in such a way that it looks
beyond the recognition of sunk cost losses and instead indicates whether new decisions are
c reating new value.
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The accounting re p re-
sentation of the transac-
tion has succeeded only
in making a wort h w h i l e
decision look quite
u n a p p e a l i n g .

Legitimate accounting is
always a “double-entry ”
bookkeeping system.
An add-back to “pro -
f o rma” the earn i n g s
must be accompanied by
an add-back to “pro -
f o rma” the balance
s h e e t .

To continue the example, assume that the business line has no improvement prospects in
the current owner’s hands.  Earning a $4 million a year NOPAT is the best that can be
expected.  In that case the business is worth only $40 million to the current owners, which
is the result of capitalizing the $4 million a year NOPAT at the 10% cost of capital.
Realizing any value for the unit that is greater than $40 million will make share h o l d e r s
better off .

Selling it for $75 million, for example, will make the current owners $35 million richer.  Ye t ,
by comparing the $75 million sale value with the unit’s $100 million book value, the accoun-
tants will re c o rd a meaningless $25 million book loss on the sale.  If the accounting is taken
at face value, the apparent impact on EVA is to make a ripe decision taste sour:

E VA               =            NOPAT                  -   (WACC% x $Total Capital)

=            $   4 million         - (      10%   x  $100 million )
- $ 6 million         =            $   4 million             -                $ 10 million

Sale                           - $   4 million                                    - $100 million
Loss                - $ 25 million  

= - $ 25 million             -   (     10%  x  $ 0   million  )
- $25 million = - $ 25 million             -               $  0 million

Under current accounting rules, the sale extinguishes the business unit’s $100 million book
value from the firm ’s balance sheet, and it wipes the slate clean on the $4 million a year con-
tribution to NOPAT.   The asset is gone, and so are its earnings.  The accountants have not
finished wiping their sword clean however, as they also slash profit for the $25 million book-
keeping loss, labeling it a re s t ructuring charge, loss on disposition, or some such
euphemistic expre s s i o n .

The accounting re p resentation of the transaction has succeeded only in making a wort h-
while decision look quite unappealing.  If management has the fortitude to persist in the sale
of the unit—as they should—the company’s stock price will soar as re p o rted earnings stum-
ble, but try explaining that to a board of directors much less the average investor.  Why
should a decision so simple but so valuable be so hard to fathom?  Confronted with such
nettlesome obstacles it is little wonder that many managers stopped believing accounting
counts what counts, and turned to alternatives. 

As the new economy wave took hold in the 1990s many firms discovered they needed to
heave off outmoded assets and outdated business practices with re s t ructuring moves that
often triggered large bookkeeping charges.  Business leaders and professional investors
quickly became disenchanted with the auditor’s view of the world.  They decided to back
out the re s t ructuring charges and concentrate on new measures with names like core earn-
ings or pro - f o rma income.

While their hearts were in the right place their minds were not fully in gear.  They forg o t
that legitimate accounting is always a “double-entry” bookkeeping system.  An add-back to
“ p ro - f o rma” the earnings must be accompanied by an add-back to “pro - f o rma” the balance
sheet.  In the EVA accounting system, a re s t ructuring charge or divestiture loss is added
back to NOPAT, but it is also added back to capital, which in the example means that the
$25 million bookkeeping loss must be added back both places:

Stern Stewart & Co.



Stern Stewart & Co.

21

When EVA is measure d
a c c o rding to the pro-
posed new rules it pro-
vides the reliable signals
that investors and man-
agers have always need-
ed but rarely gotten to
judge the value of
re s t ructuring maneu-
v e r s .

The proposed new
accounting also should
have a considerable
appeal to the numero u s
astute investors that
have long championed
cash accounting as more
reliable than book
re p o rt i n g .

Accountants have an
u n f o rtunate tendency to
mix changes in stock
values with flows.  In
the new accounting,
re c u rring cash flows go
t h rough NOPAT, and
adjustments to stock
values are relegated to
the balance sheet.

One implication of this
t reatment is that non-
cash re s t ru c t u r i n g
c h a rges have no eff e c t
on a firm ’s EVA .

E VA               =            NOPAT                   -   (WACC% x $Total Capital)

=             $   4 million             -   (      10%   x  $100 million )
- $ 6 million        =            $   4 million           -                $10 million

Sale                            - $   4 million                                   - $100 million
Loss                           - $ 25 million  

=            - $ 25 million             -   (      10%  x  $   0  million  )
- $25 million       =            - $ 25 million             -                  $  0 million

Add-Back                   + $  25 million                            +$ 25 million

=            $ 0 million           -   (      10%  x  $ 25 million  )
- $ 2.5 million     =            $    0 million          -                 $2.5 million 

With the proposed double add-back accounting, economic profit is correctly measured as a
loss of $2.5 million.  It is a loss because the company is stuck with $25 million in unre c o u p e d
capital on its balance sheet.  Investors put $100 million in capital into the business line and
have now gotten back only $75 million.  At a 10% cost of capital they are out the $2.5 mil-
lion a year they could have earned on the $25 million diff e rence.  The re s t ructuring cannot
erase the loss in value from the original decision to enter the business.

The important point at this juncture, however, is not that EVA is still negative, but that it has
i n c reased by $3.5 million, from a loss of $6 to a lesser loss of $2.5.  That is the measure of
the wisdom of the current decision to exit the business line.  The measure of the market value
added by the exit decision is the capitalized value of the $3.5 million EVA gain at the firm ’s
10% cost of capital which, as expected, is $35 million.  All in all, when EVA is measure d
a c c o rding to the proposed new rules it provides the reliable signals that investors and man-
agers have always needed but rarely gotten to judge the value of re s t ructuring maneuvers.

The proposed new accounting also should have a considerable appeal to the numero u s
astute investors that have long championed cash accounting as more reliable than book
re p o rting.  Consider that when the dust settles with all the adjustments just described, the
net effect boils down to two simple journal entries.  First, the company’s cash account is
debited (increased) for the $75 million in sale proceeds, and second, the company’s capital
account is credited (reduced) by the same $75 million, leaving a residual $25 million in cap-
ital on the firm ’s balance sheet.1 7 Both entries are pure cash, and avoid the recognition of
an arbitrary loss or gain compared to book value.1 8

Sweeping capital gains and losses off the income statement makes sense because capital
transactions by their nature should swing through the capital account.  Accountants have an
u n f o rtunate tendency to mix changes in stock values with flows.  In the new accounting,
re c u rring cash flows go through NOPAT, and adjustments to stock values are relegated to
the balance sheet.

One implication of this treatment is that non-cash re s t ructuring charges have no effect on
a firm ’s EVA.   As the charges do not affect cash flow, they cannot affect value, and so they
do not affect EVA either.  A good example of a completely inconsequential, non-cash
re s t ructuring charge is “goodwill impairment.”  Under recently promulgated rules, accoun-
tants must periodically reassess the value of the goodwill premium over book value that
companies have paid to acquire other firms.  If the current value of the goodwill is found to
be less than what was paid, the goodwill must be written down and charged to earnings .1 9

1 7In the measurement of EVA it is assumed that the $75 million sale proceeds are used to re t i re the firm ’s debt and equity in targ e t
capital stru c t u re pro p o rtions, and that the investors earn the cost of capital on those funds through reinvestment in a comparably
risky stock and bond portfolio.  If the proceeds are retained for some other purpose management should still think of the funds as
having been paid out and then brought back in at the cost of capital, and the new pro j e c t ’s EVA should be evaluated on its own mer-
its as a separate matter.  This is another manifestation of the principle to separate operating and financing decisions.
1 8The same treatment would apply if a gain were re g i s t e red on the sale.  The gain is ignored on the income statement, but the excess
of sale proceeds over book value leads to a net overall reduction in capital that adds to EVA through a negative capital charg e .
1 9I ro n i c a l l y, accountants will not write-up the book value of goodwill if it is found to have appreciated in value, yet another sign of
their conservative bias.
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T h rough the EVA
prism, re s t ru c t u r i n g
losses are not seen as
inexplicable and emi-
nently forg e t t a b l e
c h a rges to earn i n g s .
They are memorialized
as investments intended
to streamline opera-
t i o n s .

Strategic investments
a re new projects that
will take some time to
fully bear their fru i t .
They produce insuff i-
cient earnings to cover
the cost of capital in
their early years even
though they are likely to
p roduce oodles of EVA
down the ro a d .

Although such charges can re p resent major traumas for re p o rted earnings, the charges are
non-cash non-events for EVA.  The EVA treatment is entirely consistent with the market’s
reaction to AOL Time Wa rn e r ’s disclosure that it would take a $54 billion impairm e n t
c h a rge to its earnings.  Upon the announcement of the massive loss, the company’s stock
price did not budge.

The proposed new accounting also casts a brighter light on decisions to re s t ru c t u re a busi-
ness.  Through the EVA prism, re s t ructuring losses are not seen as inexplicable and emi-
nently forgettable charges to earnings.  They are memorialized as investments intended to
s t reamline operations.  As such, re s t ructuring investments can be analyzed on the same
financial terms as any other investment a company might make. 

Most corporate re s t ructuring campaigns are more complicated than a mere asset write
down because usually they include additional cash expenditures for such non-re c u rr i n g
items as severance, relocations, environmental remedies, contract cancellation penalties,
and so forth.  As with goodwill impairments, the asset write downs that are attendant to
re s t ructuring campaigns are completely inconsequential.  Charges relating to the non-
re c u rring cash outlays, however, are treated as investments to streamline and focus business
operations.  When those charges are taken out of earnings and added back to the balance
sheet they have the effect of increasing capital.

With that treatment, re s t ructuring decisions can easily be subjected to the same capital bud-
geting criteria as any other investments a company might make.  Managers should decide
to re s t ru c t u re when they believe that the on-going cash flow benefits stemming from a re o r-
ganization will more than offset the cost of capital associated with the non-re c u rring up-
f ront cash outlays.  To judge whether that has happened, investors will want managers to
capitalize their re s t ructuring investments and to measure the payoffs against the cost of that
additional capital

The new accounting is also effectively the same as shifting from successful eff o rts to full cost
accounting.  A re s t ructuring charge or divestiture loss is considered more often the re s u l t
of intelligent risk taking than widespread and inherent management incompetence.  The
balance sheet once again should not be viewed as an aggregation of assets so much as an
accumulation of capital—the cash that has gone into the business less the cash that has come
out of it.

However the revised rules are interpreted, the effect is to give managers and investors a far
better avenue to judge the incremental value of decisions in a dynamic risk-taking enviro n-
ment and to liberate assets now held hostage by outdated accounting conventions.

To reiterate, the recommended new accounting rule is to couple “pro - f o rma” income with
“ p ro - f o rma” capital.  Restructuring charges and divestiture losses should be added back
both to earnings and to capital.

Strategic Investments

Switching from the back door of investing to the front, strategic investments are new pro-
jects that will take some time to fully bear their fruit.  They produce insufficient earnings to
cover the cost of capital in their early years even though they are likely to produce oodles of
E VA down the road.  A start-up biotech company like Amgen went almost 10 years after its
public offering before profits began to gush in from its early stage investments.  Even a
restaurant chain typically finds it takes three years from the day a new restaurant is opened
b e f o re word of mouth builds traffic to the level at which profit can cover the cost of capital.
Measuring EVA without an adjustment will lead to a dramatic understatement of perf o r-
mance in the initial building years and an overstatement in the lush later years.  The same is
t rue also for accounting earnings and ROE, but EVA aspires to be better than those metrics.
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The answer in a nutshell
is to hold back a port i o n
of the capital subject to
the capital charge and
meter it in with intere s t
over the period that the
p roject is expected to
ramp up.  

The answer in a nutshell is to hold back a portion of the capital subject to the capital charg e
and meter it in with interest over the period that the project is expected to ramp up.
Suppose, for example, that experience indicates new restaurants typically earn 70% of the
cost of capital in the first year they are opened, 90% in the second year, and thereafter to
settle in to a long-run re t u rn.  The accountants should create a contra asset—essentially a
negative asset account that reduces the book value of capital—in the amount of 30% of cap-
ital in the first year and 10% in the next year.  With those subtractions if management is on
track with its NOPAT plan in those two start-up years its EVA will be re p o rted as bre a k
even.  If it is ahead of plan EVA will be in the black and if behind, red ink.  Once the re s t a u-
rant is fully operational—for the third year and thereafter—management should be
re q u i red to earn a re t u rn that compensates investors for the cost of waiting by adding inter-
est into the capital base.2 0

A variant that achieves the same objective is to gross up both NOPAT and capital for the
E VA shortfall experienced over the ramp up period.  Electric and gas utilities are the rare
exception of an industry for which accountants have long employed this method.  It has
been applied to utilities because they have significant strategic investments—a new gener-
ating plant takes five years or longer to build—and because regulators do not want to pass
on to consumers the cost of financing a plant that is not yet operational.

As a simple example, suppose a power plant is completely constructed in just one year for a
cost of $1 billion.  With a 10% cost of capital EVA ordinarily would be re c o rded as a $100
million loss.

E VA              =            NOPAT                 -   (WACC% x  $Total Capital)
$ - 100 million    =           $  0 million             -   (    10.0%  x  $ 1 billion      )

Rather than flush the EVA loss down the drain and forget about it, and rather than attempt-
ing to pass on the financing charge to consumers for a plant that is not yet generating ener-
g y, public utility regulators have instructed accountants to remove the up-front EVA losses
f rom earnings and capitalize them into the firm ’s asset base in the following period.  By
making this “allowance for funds used during construction,” or AFUDC as it is called,
accountants ensure that when the plant comes on stream the utility and its shareholders are
able to earn a re t u rn on the full re p roduction cost of the plant asset —the actual brick and
m o rtar construction outlays plus the time value of the money.

E VA              =            NOPAT                 -   (WACC% x  $Total Capital)
$ - 100 million    =           $  0 million             -   (    10.0%  x  $ 1 billion      )

AFUDC  +  $ 100 million       

$        0                =          $ 100 million          -   (    10.0%  x  $ 1 billion      )

In the example, adding the $100 million cost of capital allowance zeroes out the EVA during
the ramp up phase.  In exchange, starting the next period the capital base would be stepped
up by the $100 million deferr a l — f rom $1 billion to $1.1 billion—and consumers would be
c h a rged for the full economic cost of energy generated as the new plant comes on line.

Accounting for the Value of an Acquisition

Another time that strategic investment treatment is important is when a company makes a
significant acquisition.  Not only does it typically take several years for anticipated merg e r
s y n e rgies to materialize.  Acquired companies frequently have significant growth potential
that warrants a lofty market value premium—a premium that cannot be justified by the
re t u rn from the current earn i n g s .
2 0In the first year investors gave up a 10% re t u rn on 30% of their capital, or 3%, and in the second year they forfeited a 10% re t u rn
on 10% of their capital, or 1%.  Assuming that the 3% and 1% give ups were invested at the 10% cost of capital for two years and
one year, re s p e c t i v e l y, they would grow to 3.63% and 1.10%, for a sum of 4.73%, by the third year.  To compensate investors for
the re t u rn shortfall in the first two year’s the firm ’s accountants should gross up capital subject to the capital charge for year thre e
and beyond by a factor of 4.73%.
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The example begs the
question of how does
any investor that pays 20
times earnings for a
stock ever expect to
e a rn a decent re t u rn .

The answer is that cur-
rent stock prices capital-
ize not just the curre n t
e a rnings.  They also
capitalize the value of a
f i rm ’s profitable gro w t h
o p p o rt u n i t i e s .

With each passing year
the value of the antici-
pated future growth in
E VA advances one year
closer to the pre s e n t .
S h a reholders realize a
re t u rn on that gro w t h
value simply by the
reversal of the discount-
ing pro c e s s .

The only way buyers
can accurately assess
whether they are earn-
ing an appro p r i a t e
re t u rn on the purc h a s e
price is to hold back the
value of the seller’s
strategic growth fro m
their capital base, and
then meter it in over the
period that the EVA
g rowth is expected to
m a t e r i a l i z e .

Consider a company that currently trades for a total value that is 16 times its curre n t
N O PAT earnings, but that including synergies is worth 25 times its NOPAT to a strategic
b u y e r.  Suppose a deal closes in between, at say a 20 NOPAT multiple.  The selling share-
holders will be 25% richer, and the buyer will acquire its target at a 20% discount to its
potential value.  The transaction has all the hallmarks of a win-win acquisition, one where
the buyer’s and the seller’s stock price will incre a s e .

The rub is that if the purchase price is 20 times NOPAT, NOPAT is only one-twentieth—
just 5%—of the capital paid.  With an overall cost of capital on the order of 10%, the acqui-
sition will immediately dilute the buyer’s EVA and flash the wrong signal.  Looking at every-
thing on a per share basis, EVA is a loss of $1.

E VA               =            NOPAT                 -   (WACC% x  $Total Capital)
$ - 1               =             $ 1                        -   (     10%    x  $ 20               )

The example begs the question of how does any investor that pays 20 times earnings for a
stock ever expect to earn a decent re t u rn.  Even if the company whose shares they bought
paid out all of its earnings as a dividend, the shareholder would earn only a 5% re t u rn ,
which is hardly acceptable compared to the yield on relatively risk-free government bonds.

The answer is that current stock prices capitalize not just the current earnings.  They also
capitalize the value of a firm ’s profitable growth opportunities.  Investors bid up stock prices
to include the discounted present value of the increase in EVA that they expect will arise in
f u t u re years from a combination of income statement efficiencies, balance sheet manage-
ment and profitable growth.  Investors expect to participate in that EVA growth as part of
the overall re t u rn they realize from owning share s .

It is relatively straightforw a rd to divide share values into the two components.  Consider
again the target company that transacts for $20 a share, which is 20 times its current $1 per
s h a re NOPAT profit.   The present value of its $1 NOPAT at a 10% cost of capital is $10.
The $10 balance in its $20 share price is implicitly attributable to the present value of
expected EVA growth.  The EVA growth value also contributes to the re t u rn that the firm ’s
s h a reholders expect to re a l i z e .

With each passing year the value of the anticipated future growth in EVA advances one year
closer to the present.  Shareholders realize a re t u rn on that growth value simply by the
reversal of the discounting process.  Just by inhaling and exhaling and watching the clock
t u rn, shareholders can expect to earn an additional capital gain re t u rn to supplement the
c u rrent earnings yield.  It is from the combination of those two re t u rns that share h o l d e r s
expect to earn the full cost of capital on the $20 value they have paid.

The rub for companies that make acquisitions is that they must step into the shoes of a
s h a re h o l d e r.  They no longer pay book value as when they invest in new plant or equipment
assets.  They pay for a targ e t ’s market value, which can easily exceed the capitalized value of
its current earnings.  The only way buyers can accurately assess whether they are earn i n g
an appropriate re t u rn on the purchase price is to hold back the value of the seller’s strategic
g rowth from their capital base, and then meter it in over the period that the EVA growth is
expected to materialize.  Ladling in the premium simulates the capital gain that share h o l d-
ers expect when they buy stock in a growth company.

To administer the strategic investment treatment accountants will need to develop a set of
tables setting forth the appropriate deferral periods for various categories of investments or
acquisitions.  An alternative is to use a uniform assumption, something on the order of an
a c ross the board 3 to 5 year phase in or forgiveness period.  In either case each investment
qualifying for the strategic accounting treatment must be subject to board approval as such,
and be capable of separate measurement in the company’s accounts.  The accounting
authorities should also establish criteria of materiality, strategic significance, and minimum
p a y o ff horizon.  Strategic investment treatment already has a long and successful applica-
tion in public utilities.  There is no reason why with a little thought and attention it cannot
be applied every w h e re it pert a i n s .
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It is arithmetically impos-
sible to measure a com-
p a n y ’s accounting pro f i t
steadily and its true rate
of re t u rn and EVA
steadily using the same
d e p recation schedule.

“Straight-line” depre c i a-
tion invariably distorts a
c o m p a n y ’s rate of re t u rn
and its EVA.  Those
m e a s u res are understat-
ed after a new asset is
first added to a compa-
n y ’s balance sheet and
p ro g ressively overstated
as the asset is depre c i a t-
ed in value over time.

The discrepancy between
accounting and economic
d e p reciation is most pro-
nounced in asset intense
businesses like real estate,
cable TV and telecom,
media and entert a i n m e n t ,
hotel chains, and trans-
p o rtation. 

Although it is not a cash
cost, depreciation is
always a legitimate
c h a rge to earn i n g s .

Economic depre c i a t i o n
does not generally fol-
low a straight-line pat-
t e rn.   It typically gro w s
l a rger each period as an
asset ages and appro a c h-
es the point at which it
will need to be re p l a c e d .

D e p reciation Does Not Follow a Straight Line

Accountants botch the measurement of depreciation.  

The root of the problem is a mathematical conundrum.  It is arithmetically impossible to
m e a s u re a company’s accounting profit steadily and its true rate of re t u rn and EVA steadi-
ly using the same deprecation schedule.  The accountants have decided to use depre c a t i o n
schedules that measure operating profit steadily.  That election renders financial statements
less useful to the fundamental valuation of any business (although it is most pronounced for
companies that invest heavily in long-lived physical assets), and it presents a nettlesome cor-
porate governance dilemma for managers.

D e p reciation stems from the orderly liquidation of the investment in an asset as the asset is
used up over its productive life.  Because no one knows for sure how an asset will depre c i-
ate in value accountants have devised a number of more or less arbitrary schedules to get
the job done.  The most popular by far is to assume that plant and equipment assets depre-
ciate in value in a straight line.  A $10 million asset with a 10-year useful life is written off
t h rough a steady $1 million annual depreciation charge to earnings.  A level charge off
schedule pleases the accounting crew no end because it tends to stabilize the measure m e n t
of re p o rted pro f i t .

The problem is that “straight-line” depreciation invariably distorts a company’s rate of
re t u rn and its EVA.  Those measures are understated after a new asset is first added to a
c o m p a n y ’s balance sheet and pro g ressively overstated as the asset is depreciated in value
over time. Confronted with those misleading signals corporate managers understandably
refrain from adding all the assets they should and are motivated to retain old assets beyond
the point of realizing a truly attractive re t u rn.  Here again a seemingly innocuous book-
keeping practice has become a serious impediment to corporate governance that aims to
maximize shareholder value.

The discrepancy between accounting and economic depreciation is most pronounced in
asset intense businesses like real estate, cable TV and telecom, media and entert a i n m e n t ,
hotel chains, and transportation.   Not surprisingly, CEOs and CFOs in those firms have
been among the most vocal advocates for backing out depreciation and substituting EBIT-
DA (earnings before interest, taxes, depreciation and amortization) for GAAP earn i n g s .
Those executives have correctly diagnosed that depreciation presents a problem, but their
p roposed remedy is simplistic and draconian, and it has only added more fuel to the pub-
l i c ’s perception that accounting doesn’t measure what matters.

Although it is not a cash cost, depreciation is always a legitimate charge to earnings.  Assets
wear out or become obsolete and must be replaced for a company to remain in business and
sustain its cash flow.  Investors must receive a re t u rn of their capital before they can earn a
re t u rn on their capital.  Simply ignoring depreciation and embracing EBITDA is to thro w
out the baby with the bath water.  The answer is not to abandon profit and embrace cash
f l o w, but to compute profit with economic depreciation in place of book depreciation. 

Although it is common to think so, depreciation is not associated with the act of replacing an
asset.  Even though it burns out and is replaced all at once, a light bulb constantly depre c i a t e s
because the liability to replace it looms larger every instant as it approaches the end of its use-
ful life.  The increase in the value of the replacement liability is economic depre c i a t i o n .

Economic depreciation does not generally follow a straight-line pattern.   It typically gro w s
l a rger each period as an asset ages and approaches the point at which it will need to be
replaced.  A 30-year life asset suffers almost no depreciation in its infant years because the
replacement liability is so distant.  Almost all of its depreciation occurs towards the end of
its life when the replacement liability is proximate.  Straight-line book depreciation thus
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Straight-line book
d e p reciation thus tends
to overstate true depre-
ciation in the early years
and to understate it later
on.  Hence the desire by
managers to defer new
asset purchases and to
retain old ones, and to
a rgue that depre c i a t i o n
should be ignored when
measuring earn i n g s .

C O PAT is cash flow
f rom operations.  Like
EBITDA it is measure d
b e f o re non-cash depre-
ciation charges and
b e f o re any deductions
for investment spending
or finance charg e s .

TCO (“tee-koh”) is the
total cost a company
incurs in a period stem-
ming from its original
decision to purchase and
own an asset. 

This formulation depicts
E VA as the earnings a
company would re p o rt if
it had sold and leased
back all its assets.

tends to overstate true depreciation in the early years and to understate it later on.  Hence
the desire by managers to defer new asset purchases and to retain old ones, and to argue that
d e p reciation should be ignored when measuring earn i n g s .

Consider a factory asset costing $10 million that will generate $1.8 million in cash flow each
year over its 10-year life.  With a straight-line depreciation charge of $1 million a year, the
accountants are happily left to re p o rt a steady $0.8 million in operating pro f i t2 1.  The rate of
re t u rn measured with those figures is not constant, however.  In the first year it is 8%, the
result of dividing the $0.8 million profit by the original $10 million investment.  Looking
five years later, the re t u rn seemingly soars to 16%—twice as high—because the asset has
been written down half way in value, from $10 million to $5 million, but the operating pro f-
it remains the same.  At the outset the factory asset appears to earn less than the company’s
10% cost of capital and later on a lot more.  The truth lies between.

E VA is subject to the same measurement distortion as rate of re t u rn, a fact best appre c i a t e d
by adding and subtracting depreciation in a restatement of the EVA form u l a :

E VA     =                               NOPAT                  -   (WACC% x $Total Capital)

+ D e p re c i a t i o n -   D e p re c i a t i o n

E VA     =                               COPAT                  -   TCO

The revision states that EVA may also be thought of as “cash operating profit after taxes,”
or COPAT, less TCO, which is the “total cost of ownership.”

C O PAT is cash flow from operations.  Like EBITDA it is measured before non-cash depre c i-
ation charges and before any deductions for investment spending or finance charg e s .2 2 I t ’s
superior to EBITDA as a measure of operating cash flow, however, because COPAT also
deducts the taxes that must be paid on the operating profit.  In the foregoing example COPAT
is the $1.8 million cash flow the asset is assumed to generate each year over its 10-year life.

TCO (“tee-koh”) is the total cost a company incurs in a period stemming from its original
decision to purchase and own an asset (excluding maintenance and repairs).  It is the sum of
the cost of the capital used to finance the asset and depreciation in the asset’s value.  Merg i n g
asset depreciation and the cost of capital is good bookkeeping because it gathers all of the
c h a rges arising from the balance sheet investment into one overall capital charge.  Drawing
the line between COPAT and TCO also makes sense because it segregates operating cash
flow outcomes from investing and financing decisions.

Taking the interpretation a step furt h e r, this formulation depicts EVA as the earnings a com-
pany would re p o rt if it had sold and leased back all its assets.  With that change the firm
would no longer have a balance sheet to speak of, only an income statement.  It would no
longer be subject to a charge for depreciation, or the cost of capital.  Its NOPAT would equal
its COPAT.   But the company would not avoid the cost of financing and using assets.  The
d e p reciation and cost of capital it has saved by selling its assets will be precisely offset in a
competitive capital market by the rental charge it must pay for leasing them back.  After all,
for a leasing company to breakeven on its EVA it must charge a rent that covers its costs,
which are the depreciation and the cost of capital it sustains on the assets it holds on behalf
of the lessee.

The question is, what rental charge is implied by TCO under current accounting rules, and
does it make sense?   The answer is, straight-line depreciation leads to an asset rental charg e
that is front-end loaded, and that makes no sense.   It is front-loaded because depre c i a t i o n
is even each year but the cost of capital declines as the asset is written off .

2 1For simplicity taxes are ignored and so operating profit in this case is the equivalent of NOPAT.
2 2N O PAT, like accounting profit, is measured after deducting depreciation because depreciation must be covered before investors
realize a re t u rn on their investment.  To emphasize that point the “net” in NOPAT stands for “net of depreciation.”  Adding depre-
ciation back to NOPAT reverses the non-cash charge and produces COPAT, the cash operating profit after tax.
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What corporate execu-
tives would logically
a g ree to sign up for a
financial lease that puts
a bigger rent at the
f ront end than the back,
that forces them to re c-
ognize lower earn i n g s
just as they are getting
s t a rted on a new invest-
m e n t ?

The example company’s first year TCO is measured to be $2 million—$1 million from the
straight-line depreciation and $1 million from the 10% cost of capital on the $10 million
investment in the asset.  Five years down the road, after the asset has been written down to
a book value of $5 million, the TCO is much less.  It is only $1.5 million.  Depreciation is
still $1 million but the cost of capital is halved to a $0.5 million charge (see bold figures in
the table for fifth year results, normal type for first year results).  EVA consequently ru n s
f rom a loss of $0.2 million up to a profit of $0.3 million:

E VA      =               NOPAT            -   ( WACC% x $Total Capital)
$0.8 million              -   (     10%    x $10 million    )
$0.8 million    -   (     10%   x $ 5 million   )

+ Depre c i a t i o n -            D e p re c i a t i o n
$1.0 million               - $1.0 million
$1.0 million               -      $1.0 million

E VA      =               COPAT                      -            TCO
$ - 0.2 million  =              $1.8 million                 -            $2.0 million
$+ 0.3 million =    $1.8 million          -           $1.5 million

What corporate executives would logically agree to sign up for a financial lease that puts a
bigger rent at the front end than the back, that forces them to recognize lower earnings just
as they are getting started on a new investment?   None.  Yet, that is essentially what they
a re forced to do when they acquire an asset and write it off in a straight line.

To fix the distortion is not hard.  Just think like a leasing company.  Compute the level lease
payment that a leasing company would need to charge to recover its investment and 10%
re t u rn over the asset’s life.  In the example, a payment of $1.627 million per year over 10
years has a present value of $10 million at a 10% cost of capital discount rate.  Subtracting
that level lease payment from the $1.8 million COPAT renders a steady $173 thousand in
E VA each year.  The project is now correctly seen to be profitable and value-adding right
f rom the get go.

Although it is not necessary for the purpose of measuring EVA, the book value of assets may
be re c o n s t ructed by separating TCO into its cost of capital and depreciation components.
First compute the interest part of the annual TCO rent by applying the 10% cost of capital
to the outstanding book value.  In the first year the interest component is $1 million (10%
x $10 million).  What’s left over from the $1.627 TCO is the implied economic depre c i a-
tion charge of $627 thousand, which is far short of the $1 million straight-line depre c i a t i o n
c h a rg e .

TCO         = Cost of Capital + Depreciation     NOPAT2 3 C a p i t a l2 4 R e t u rn     EVA

2 3N O PAT is the $1.8 million COPAT less the annual economic depreciation charg e .
2 4Capital is the initial $10 million investment in the factory asset less the accumulated economic depre c i a t i o n .
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In the final analysis, only
one of the three metrics
can be reliably measure d
with any given depre c i a-
tion schedule.  Policy
makers must choose
among operating pro f i t ,
rate of re t u rn, and eco-
nomic pro f i t .

It is by now old news
that stock options are a
f o rm of compensation
that should be expensed
as exercise rights vest.

Whether the option is
eventually exercised for
a gain or let lapse for a
loss has nothing to do
with the cost of granting
the option in the first
place.  The true option
expense is given by the
o p t i o n ’s fair market
value on the date of
g r a n t .

In year two the cost of capital component declines from $1 million to $937 thousand as the
prior year’s depreciation reduces the asset basis from $10 million to $9.373 million.  As
TCO remains the same each year, depreciation makes up the diff e rence.  It increases fro m
$627 thousand to $690 thousand.

Repeating the exercise gives rise to the table of figures.  Observe that economic depre c i a-
tion rises significantly — to more than double its initial level — as the end of the asset’s life
is reached and the liability to replace it looms larg e r.  Notice also that the EVA profit after
subtracting the 10% cost of capital from NOPAT is evenly measured each year, consistent-
ly sending the correct signals to managers and investors about the value of the pro j e c t .
Accurately measuring EVA does re q u i re that the NOPAT earnings fall in tandem with the
declining asset base.  It also re q u i res an increasing rate of re t u rn to be re c o rded (but the
slope of the increase is much less than with straight-line depre c i a t i o n ) .

In the final analysis, only one of the three metrics can be reliably measured with any given
d e p reciation schedule.  Policy makers must choose among operating profit, rate of re t u rn ,
and economic profit.   If accounting for value is the goal, the bookkeeping system should be
g e a red to measuring and re p o rting EVA, and economic depreciation schedules should be
widely substituted for straight-line charts.  With the advent of computers, the additional
analytical complexity is now completely trivial to automate.2 5

Stock Option Grants Are An Expense

It is by now old news that stock options are a form of compensation that should be expensed
as exercise rights vest.  Wa rren Buffet is finally getting his way.  Companies like The
Washington Post and Coca-Cola on whose boards he sits have been among the first to
adopt a new policy of recognizing the expense and expensing the options.  More (maybe all)
will follow.

Many corporate managers have found it difficult to understand the cost of handing out
options because they have collapsed two steps into one.  An employee option grant is sub-
stantively the same as compensating the employee with cash — which is an obvious operat-
ing expense — and then compelling the employee to turn around and use the cash to pur-
chase an option from the company for its fair market value — which is a separate invest-
ment decision.  Whether the option is eventually exercised for a gain or let lapse for a loss
has nothing to do with the cost of granting the option in the first place.  The true option
expense is given by the option’s fair market value on the date of grant.  Once the option is
outstanding the employee becomes like any other equity holder, and the gains and loses
f rom exercising the option or letting it expire should not be recognized as a corporate
expense or income item.

Companies have been re p o rting information about stock options in their financial state-
ment footnotes for some time, and investors have digested the news.2 6 Expensing options
at this time should not cause any significant revaluation of share prices, nor should it lessen
f i rms’ ability to access capital — unless managers inappropriately respond to the re c o g n i-
tion of an expense that they had all along.

Corporate managers have long mistakenly thought of options as an inexpensive way to com-
pensate and motivate managers and employees.  They will now have the opportunity to
reevaluate the effectiveness of options against other incentive plans, including cash bonus
plans that attempt to simulate the incentives of ownership by sharing the economic pro f i t
that is earned by a company and its business lines.2 7

2 5One caveat to that recommendation is in ord e r.  Some assets may not depreciate in value at all.  Prime hotel pro p e rties like the
Wa l d o rf-Astoria Hotel in New York City or unique entertainment franchises like Lion King are examples of assets that actually may
a p p reciate in value over time.  Charging off any depreciation in such cases distorts the measurement of value no matter which mea-
s u re is chosen.  Accountants need to recognize the existence of such assets and permit the investments in them never to be written off .
2 6The EVAntage™ database, a joint service of Stern Stewart & Co. and Standard and Poor’s, adjusts the earnings and market value of
1,300 of the largest public American companies for stock option grants.
2 7See “How to Stru c t u re Incentive Plans That Work,” by G. Bennett Stewart, III, for a detailed description of EVA-based incentive
contracts (available at www. s t e rn s t e w a rt.com) 
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Accountants ought to
make the measure m e n t
and re p o rting of eco-
nomic profit their main
mission, and depre c i a t e
other aims to a decided-
ly subordinate ro l e .

S u m m a ry

Accounting and corporate governance are in big trouble, but not because a handful of com-
panies ignored the rules.  The problem is that the accounting rules are out-dated and mis-
guided, and corporate governance is suffering the consequences.

Accounting is not even close to measuring economic re a l i t y.  In an attempt to serve many
masters it is not serving any well and is neglecting its most important constituency — the
intelligent, professional share h o l d e r.

Accountants ought to make the measurement and re p o rting of economic profit their main
mission, and depreciate other aims to a decidedly subordinate role.  Charging profit for the
cost of all capital — shareholders’ equity included — is the most fundamental and impor-
tant re f o rm on the list.  Erecting an objective, market-derived hurdle should help to rein in
the animal spirits of freewheeling managers, and deter small bubbles from growing into
l a rger ones the next time aro u n d .

Accountants also should erect a Chinese Wall between a company’s operating decisions and
its investment and financing decisions, breaking out NOPAT (or COPAT) on the one side
and on the other the strategic cost to finance all the capital invested in the business.
Accountants must stop tempting managers to borrow in order to boost their earnings per
s h a re and ROE with unsustainable debt.  Off-balance-sheet debt-equivalents from operat-
ing leases and pension liabilities should be brought out of hiding and into the clear light of
d a y.  Financial re p o rting in general needs to become more transparent by being bro u g h t
into closer alignment with the capital budgeting techniques most companies now employ
i n t e rnally for measuring value and allocating re s o u rces. 

Pension fund accounting is truly abysmal.   It must be changed to bring the economic re a l-
ity of pension risks and pension costs onto the income statement and the balance sheet and
out of the bookkeeping notes where the information is now revealed only in the most
deceptive manner imaginable.

S c a red silly by lawsuits, and finding a natural affinity with the aims of bankers, the accoun-
tants have adopted a downright conservative stance that undervalues real assets and neglects
the measurement of re c u rring cash flows.  In the process the auditors have created a bode-
ga full of cookie jars for managers to dip into when they need a ready source of earn i n g s .
The cookie jars must be slammed shut.

Investing in intangibles of all kinds, including failures, is an increasing key to business suc-
cess and more ubiquitous form of capital investment that accountants must now acknowl-
edge.  Even losses on asset dispositions and re s t ructuring charges should be subject to dou-
ble entry, full cost, cash accounting.  Auditors must also develop techniques to defer the
expected up-front losses associated with strategic investments until they can reasonably be
expected to pay off.  Simple, consistent rules are needed, not thorough valuations best left
to the market.

D e p reciation is a noticeable distortion for many companies. Straight-line write-offs do not
p e rmit the consistent measurement of economic profit.  New, economic depre c i a t i o n
schedules ought to be developed and implemented so managers of even capital intense busi-
nesses can turn their attention back to re p o rted earnings and away from EBITDA.

And yes, stock options should be expensed.

I t ’s time for a re f o rm of accounting to lead the charge to a new and superior form of cor-
porate governance.  What we have now is not working. 

Bennett Stewart is Senior Partner of Stern Stewart & Co., a global consulting firm with
headquarters in NYC that specializes in the management applications of economic profit

under its trademarked name of EVA®
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