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Summary

Determining how a company can create sustained shareholder value lies at the heart of strategy,
say Anjan Thakor, Jeff DeGraff and Robert Quinn. The secret liesin discovering the key value
driversin the business and then tying the strategy to them. In this article the authors identify a
range of myths which cloud people's thinking; they explain why pure accounting measures can be
misleading; and they present a model aimed at hel ping companies identify what drives value.
Ultimately, the real myth is that which suggests one can generalise in the application of value
creation to all companies.

One of the most frequently used terms in business today is " Shareholder Value'. The "equity
culture" wildfire is spreading rapidly from the US to the rest of the world. There are many reasons
why CEOs are worshipping at the atar of shareholder value - an important one is corporate control
pressures.

During the 1980's and the 1990's, corporate control contests in the US often resulted in removal of
CEO's whaose companies failed to deliver adequate shareholder value. One striking example was
the replacement of Ron Miller by Michael Eisner as Chairman of the Walt Disney Company in
1984. Thiswas a consequence of the hostile takeover attempts provoked by Disney's relatively
mediocre performance on shareholder value.

Interestingly, ayear prior to these takeover attempts, Tom Peters and Waterman in their widely
read book, In Search of Excellence!, had rated Walt Disney as one of their 14 "excellent
companies'.

A second important reason for the focus on shareholder value is executive compensation. Large
ingtitutional investors are increasingly influencing corporate policies. They are creating a



hel ghtened awareness of the role of compensation-based incentives in focusing executive efforts on
creeting shareholder vaue. Companies are rewarding senior executives with shares and with
options on these shares. Thus, share price is now critical for most senior executives.

Share prices, of course, often show significant unanticipated volatility over time. They are driven

by ahost of factors, many of which are beyond the control of the company's management.
Consequently, the "scorecard” of many companies focuses on the sustained creation of shareholder
vaue. Such orientation provides along-term view of shareholder vaue.

M easur ements

There are various ways of measuring the long-term perspective. Oneisto look at total annual
shareholder returns. Thisfigure is cdculated by taking share price gppreciation, adding dividends
paid during the year, divided by the share price at the beginning of the year. This processis done
over many years. The god of using totd annual shareholder returns is to surpass the performance

of a"benchmark portfolio.” The benchmark portfolio can be the whole stock market, the industry to
which the company belongs, or a subset of companies within the industry. Another gpproach to
assessing long-term value isto look at the average Market Vaue Added (MVVA) per year over a5-
or 10-year time horizon. MV A is defined as the difference between the company's market and book
values a agiven point in time. If book vaueis the capita invested in the company by its
shareholders and bondholders and market value is the market's assessment of what this invested
capitd istruly worth, then MV A measures how much net value has been created for the owners of
the company, the shareholders. Companies that have created the most MV A for their shareholders
include retailer Wal-Mart, General Electric, Microsoft, and Coca-Cola. In fact, Coca-Cola had the
highest MVA (admost $125bn) at the end of 1996.

How do companies achieve sustained creation of shareholder value? The answer liesin Srategy.
We bdieve drategy is smply determining how the company will create shareholder value. This
requires defining the scope of permissible activities and determining the dlocation of resources to
these activities. A security andyst once remarked: "To understand a company's strategy, | don't
read what the CEO says. | look at where the company is alocating resources.” If the right Srategy
is chosen, and then properly executed, sustained shareholder vaue should follow, aslong asthe
drategy is adapted to changing environmenta conditions.

The power of successful dtrategiesis seen in companies that have created spectacular value for their
shareholders. What helped turn the Walt Disney Company around was a new strategy. Michael
Eisner, new chief executive of the giant entertainment enterprise, focused the company on animated
films. All of Disney's other business lines such as theme parks, consumer products, red edtate, etc.,
have since fed off the success of the company in creating new films.

In other companies, other strategies are necessary. Wal-Mart for example, has focused on size
expangon and congtant improvement in asset productivity. This focus has been driven by the nature
of the retailing industry where scale economies are sgnificant and consderable assets are

deployed, so that asmal improvement in per-unit asset productivity can have alarge overdl effect
onvaue.



How do companies develop winning strategies? The secret liesin discovering the key vaue drivers
in the business, and then tying the strategy to those vaue drivers. Eisner recognised that the key
vaue driver for Disney was its cregtive output. Making animated films was atangible
manifestation of that creative output. Sam Walton founder of Wal-Mart recognised that the key
vaue driver in the retailing business was how fast you turned over your inventories, and not gross
margins. In abrutaly competitive industry, where competing companies exhibit little
differentiation from each other in customer and vendor sdlection, it is difficult to outperform your
rivads on grass margin. Thisiswhy Wa-Mart has focused so much on its asset turnover. Its entire
business design, including its management information system and its relationship with suppliers, is
predicated on driving improvements in asset turnover. It is on this dimenson that Wa-Mart has
outperformed itsrivas.

Simply put, to create sustained shareholder vaue, you need the right strategy, and to craft the right
drategy, you need to discover the key vaue driversin your business. This, of course, is not easy, as
we tend to be blinded by a number of myths.

The myths of shareholder value creation
Numerous myths about shareholder vaue cloud peopl€'s thinking. Clouded thinking resultsin
misallocation of resources and dissipation of value. What are some of the popular myths?

Myth number one:

The way to create shareholder value is to have a Sngle-minded focus on the "bottom line” This
often means managing the company constantly to meet or exceed stock market expectations about a
company's earnings per share (EPS) or some other bottom-line measure of financid performance.

Myth number two:

There are unavoidable tens ons between the interests of stakeholders. Consequently, maximising
the vaue to shareholders will involve subordinating and sacrificing the interests of other
stakeholders, like employees and customers.

Myth number three:
Giving every employee a share of sock is a sure way to motivate employees to maximise
shareholder value.

Myth number four:
The stock market is myopic and cares only about short-term earnings.

In Table A, we summarise how these myths can steer corporate behaviour away from the sustained
creation of shareholder vaue.



Table A

Myth
(1) Sharsholder value is
created by an exclusive
fogus on the bottom line,

{2) Maximising shareholder
value means sacrificing the
interests of employees and
customers

{3) Giving employess
shares of stock makes
tham act like owners.

{4} The stock market Is
myopéc and cares only
about the short un

Comesponding outcomes

- Excessive focus on quarterly samings, budgets, cost cutting,

head-count slashing.

- Alienated customers, due to poor cuslomer senvice; low

employes loyatty; hiah tumaover; lost capacity.

= Employees typically perceive that their individeal actions will

minimally affect the stock price and it becomes less Nkely that
employees will behave like owners.

- Excossive focus on immediate financial results at the expense

of sustainable and long-term value creation, including cutting
back on employes davelopment, research and development

imvestment, new product introduction.

This table outlines how companies guided by myths make decisons that can destroy shareholder
vaue. In short, Strategies become misguided. For example, in the 1980s, virtudly every mgor
arline, guided by the fiercely competitive nature of the industry and the usua obsession with short-
term financid performance, designed its Strategy to become alow-cost provider of air
transportation. The resulting business design was driven by the fundamental assumption that most
ar travellerswanted just to get from point A to point B at the lowest possible cost. Customer
service was cut to the bone.

By contrast, British Airways, under its then chief executive Sr Colin Marshal, crafted a strategy
that focused on providing the customer with atruly satisfying travel experience. Many dimensons
of customer sarvice, including the quality of the food and wine served on board, were enhanced,
rather than sacrificed. British Airways approach was truly product differentiation by strategic
design & its bedt. It dlowed the airline to create wider margins and outperform rivals financidly. It
is somewhat ironic that it has recently been criticised for its customer service while its share price
has under performed in the market, just as the Wat Disney company has recently been criticised
for lacking a clear strategy and having awesk board of directors.

Slow death

The question that should now be asked iswhy isit that asingular focus on the bottom line leads
companies astray and fails to create sustained shareholder value? Perhgps the most intriguing of the
many reasons, is that companies monitor operationd performance to determine whether they are
creating vaue by kesping an eye on accounting measures of performance. Thus performance
targets are typically set in accounting terms - EPS or operating project targets, sales growth targets,
and revenue targets. The problem is that accounting has become atool to disguise the dow death of
acompany. Because of the considerable flexibility companies have in reporting accounting
numbers, reported results are often not an accurate indicator of performance in that period.



Companiestypicdly "smooth" reported numbers relative to actua results. This smoothing hides
poor performance during hard times by adding to "reserves' during times of rdative prosperity. A
company that has accumulated substantial reserves due to past success, but is now in adow desgth,
can keep reporting reatively high earnings by drawing down on its reserves, even though actud
profits are spirdling downward.

This disguising through accounting manipulationsis possible to a grester extent in Europe than in
the US. Thiswas clearly seen in the substantia new information that was revealed about Daimler
Benz'sfinancid condition when it decided to list on the New Y ork Stock Exchange. However, the
problem isincreasing in the US as well. For example, Arthur Levitt, Jr., Chairman of the Securities
and Exchange Commission (SEC) was quoted in the CPA Journa in December 1998 as saying:
"Too many corporate managers, auditors, and andysts are participantsin a game of nods and
winks. In the zed to satisfy consensus earnings estimates and project a smooth earnings path,
wighful thinking may be winning the day over faithful representation.”

A four-quadrant approach to value creation

To avoid the common myths of shareholder vaue and achieve sustained va ue creetion, companies
need to understand how value-driver analyss, Srategy, leadership and resource alocation can be
integrated congtructively, so the truth behind the four myths can be extracted.

One way isto use the Four-Quadrant Vaue Propositions (FQVP) hypothesis outlined in

Figure 1. Thisis derived from the Wholonics Modd, a total-vaue approach by the authorsto
developing integrated capabilities a dl levels: drategic, organisationa and individud. We focus on
the FQV P aspect of the model here because it is the most relevant for the dignment between
srategy and leadership that we want to explore here.

Figure 1: Value propositions across four quadrants
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The FQVP hypothesis asserts that there are four quadrantsin which any organisation crestes value.
Typicdly trade-offs are involved, so that an organisation must choose its focus and resource
dlocation in each quadrant. Depending on its Strategy, each organisation will be postioned
differently across these four quadrants. The central ingght of the mode is thet this positioning will
determine everything that has vaue-creation implications for the organisation - resource alocation,
performance metrics, organisation culture, compensation contracts, and leadership style. This, in



turn, meansthat al of these must be consistent with each other and with the overal strategy.
In using this mode, one begins with an identification of the key vaue driversin the business.
These then hdlp to define the Strategy.

By way of illustration, congder two organisations. a power plant and an entertainment company
like Wt Disney. The key vaue driver for the power plant is cost efficiency, which isdriven by
operating scale. Market awareness and innovation are relatively lessimportant. Capability in
employees isimportant, but can be readily purchased in the labour market. Thus, the strategy for
the power company isto have large, efficient plants that focus on diminishing reliance on labour.
By contragt, the entertainment company’s successis driven by its product innovation, which means
itskey vaue driver isits creativity. Thus, the strategy for the entertainment company is to focus on
hiring the most creetive people in the industry and providing ample opportunities for their creative
output to be manifested in the company's products and services. Thus, the dtrategic vaue
propositions fro these two companies are asin Figure 2 below.

Figure 2 Strateqic value propositions

Asthe two figures show, efficiency isthe principa focus for the power plant, dthough it cannot
entirely ignore the other quadrants. By contragt, for the entertainment company, building individud
cgpabilities and fostering innovation are just as important as the creative output of its employees,
athough this company cannot be oblivious to efficiency and market pressures.

These two organisations should ook very different on a number of dimensions. Firg, the power
plant performance measures will include cost productivity and power generation reiability.
Conversdly, the entertainment company metrics will include new product introductions, vaue of
brand equity, employee turnover, revenue and margin growth, economic value added, etc. Second,
the power plant will dlocate most of its resources to projects that lower per-unit cods, viafuller
capacity utilisation, scae augmentation, equipment replacement, re-negotiation of termswith
vendors, etc. However, the entertainment company will allocate most of its resources to producing
new shows or movies and leveraging the creative output of these shows or movies across other
products.

These two companies will aso differ in organisation design and leadership style. The power plant,
with its efficiency focus, will be hierarchica and will benefit from a command-and-control top-
down leadership style. The entertainment company will be flatter and more decentralised, with less
of acommand-and-control leadership style.



Each company, with the proper alignment between its value drivers, srategy, resource aloceation,
performance metrics, organisation design and culture, can create Sgnificant vaue for its
shareholders. But each will do so in different ways.

Findly, in determining a srategy, companies should understand that what is a shareholder value
myth for one company may be the gppropriate guiding light for another.

For example, the power plant should focus on the bottom line and immediate results. That is, myth
number one " Shareholder Vaue is created by an exclusive focus on the bottom ling" and myth
number four "the Stock Market is myaopic and cares only about the short run” are not myths for the

power plant.

But if the entertainment company were to use these myths as its guiding principles, and cut back on
the resources it devoted to product innovation and people/capability development, it would bein
serious trouble.

Conclusion

Ultimately, thered myth isthat it is gppropriate to apply generdisations about vaue cregtion to dl
companies, regardless of how they are Srategicdly positioned in the four quadrants. An exclusive
focus on shareholder value may be the key to creeting shareholder value for a company like Wal-
Mart that is primarily positioned in the Market Awareness quadrant. It might prove to be the death-
knell though for an Internet start-up or one like Walt Disney which may be postioned largdly in the
Capabilities and Innovation quadrants of the samefigure.



