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Beyond borders and books
EVA UNCOVERS ECONOMIC REALITIES, NOT JUST ACCOUNTING CONVENTIONS. STEPHEN WAY OF AGF
OUTLINES HOW ECONOMIC VALUE-ADD CAN HELP IDENTIFY INVESTMENT OPPORTUNITIES
he global economy has undergone
a profound transformation in the
wake of the 2008 financial crisis
as weak economic growth continues to
challenge investors. While many
companies have been hard hit by the
crisis, some firms have been proactive
about managing costs and crafting a
sustainable business model. They’ve
been able to thrive at a time when
profitability has eluded many. More
than ever before, active managers must
focus on metrics that will allow them
to identify companies that can
effectively control costs, deploy
capital and create value for
shareholders. An economic value-add
(EVA) approach is a critical tool for
finding those companies that are
working their assets harder and
maintaining profitability in this
challenging global environment. EVA
metrics extend across borders, going
beyond
traditional
accounting
measures and uncovering the
economic reality behind the books.
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Minding the GAAP

“An economic valueadd (EVA) approach is a
critical tool for finding
those companies that
are working their assets
harder and maintaining
profitability in this
challenging global
environment.”

All bottom-up financial analysis
relies heavily on financial statements
and accounting data. One of the key
drivers of an EVA-based approach
stems from the limitations of Generally
Accepted Accounting Principles
(GAAP). GAAP measures tend not to
capture the economic realities and
underlying business dynamics that are
fundamental to sustainable value
creation. Moreover, in a global context,
GAAP doesn’t reveal the nuances
between regions and countries
including important macro factors
such as varying inflation rates. An
EVA approach helps normalise the
shortcomings of GAAP by focusing on
key drivers of economic profit – sales
growth, operating margins and asset
turnover. These factors cut across
borders and are universally critical to
determining how a company will
perform in the future. It can also be

used as a tool to help determine if a
franchise is sustainable.
For example, capital investment is
just one area where GAAP falls short
when it comes to seeing whether or
not a company’s investment will
benefit it in the long term. GAAP
requires firms to expense research and
development (R&D) costs in the year
made, but that doesn’t show the whole
picture from an economic standpoint
because all cash outlays that are
expected to contribute to future
earnings should be considered capital
investment.
Instead, R&D costs should be
capitalised on the balance sheet and
then amortised over time because they
represent an investment in future
products or processes that will
generate potential earnings down the
road. Expensing R&D instead of
capitalising it leads to crucial
differences on the same balance sheet:
it distorts ratios such as return on
investment and may also show a high
return on capital when that clearly
isn’t the case.
Management teams quite often focus
on earnings accretion rather than value
accretion. EVA focuses on metrics that
help investors truly understand the
economic reality in which companies
operate as well as their prospects for
success over the long term.
Management teams for example will
often undertake investments without
understanding the true cost of capital
generated by the project. This can
result in the inadvertent destruction of
shareholder wealth over time. At AGF,
we seek to avoid those companies and
focus instead on management teams
that consistently allocate their capital
in a way that creates future
shareholder value.

October 2013

LAPF Investments

59

COMMENT

Cash flow is king
One EVA measure we believe
accurately determines future value
creation is Cash Flow Return On
Investment (CFROI). It is the internal
rate of return achieved on all past
capital invested and also takes into
account how much capital is required
for the firm to generate each dollar of
cash flow. CFROI is more stable than
other GAAP measures and it allows for
cross-border comparisons.
But while CFROI shows us a
company’s fundamental drivers, it’s
not the whole picture: it doesn’t show
how much economic value it has
created or the future rate of value
creation. To see this, we compare the
stability of CFROI to the typical return
on invested capital (ROIC) and other
accounting metrics that help improve
forecasts and track true economic
profit generation. We also look at a
firm’s weighted average cost of capital
(WACC), which is based on the cost of
debt and equity as well as tax rates.
That serves as a firm’s hurdle rate, a
minimum rate of return required for a
company to break even on its
investments in economic terms. An
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understanding of the drivers of CFROI
is key to analysing a firm’s ability to
create value and arrive at an
appropriate valuation.

Beating the fade
Armed with EVA-based metrics, it is
much easier to identify opportunities
that cut across regional and country
differences. Through a well thought
out and properly implemented
economic profit framework, skilled
management can provide strategic
direction for companies at the same
time as they recognise and respond to
game-changing global themes and
opportunities to add economic value.
Above all, it is vitally important that a
firm’s management be able to allocate
capital in a way that is tied to the
firm’s
internal
measures
of
performance – not just to accounting
metrics that might not truly reflect
economic reality or the true value that
has been added.
One important factor to look at is
where a company is in the industry
life cycle, particularly because
younger, fast-growing firms are likely
to earn higher rates of return on their

capital. High innovation, low
competition and high barriers to entry
in the industry are three possible
reasons why such firms are able to
earn such high rates of return – but it
doesn’t last forever. Over time, as a
firm loses its competitive advantage,
its rate of return on investments also
declines – this is known as the “fade”
in CFROI. In order to survive and
remain profitable, companies have to
beat the fade by making investment
decisions that keep CFROI levels
above the long-term cost of capital for
as long as possible. Firms that don’t do
this and operate below the cost of
capital can ultimately destroy wealth
and be forced to restructure, be
acquired or face bankruptcy.
To stay competitive and avoid the
fade, companies must focus on
increasing margins and “sweating their
assets”. This can be done by cutting
costs to maintain margins through
value-adding activities such as
product segmentation or changing the
product mix by continuously
innovating to help drive sales. A high
profile example of a company that was
able to beat the fade in this manner is
IBM, whose transformation from a
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Key drivers of economic profit
In-depth analysis of key drivers of economic profit can determine a firm’s future sources of value creation.

Key drivers

Sample factors

Questions to ask

Sales growth

• Pricing power
• Change in product mix

• Has sales growth been smooth or
choppy?

• Expansions, e.g. through
mergers or acquisitions

• What is the impact on sales from global
macroeconomic uncertainty?
• Has the company entered more cyclical
lines of business?

Profit margins

• One-of-a-kind product, patents

• How has the company been able to
expand operating margins and from
what business lines?

• Low industry competition
Low production costs Continuous
innovation

• Can the firm continue to raise the bar
in the future?

• Price increases Diversified product
lineup Regulatory impacts
Asset turnover

• Management efficiency, rising sales e.g.
through demographic trends
• Gains in market share distribution
channels

• Is there potential to “sweat the assets”
further?

• Manufacturing efficiency Capex
spending

• Is Capex spending as cyclical as sales
growth?

• Working capital management
computer hardware business to a
software-focused company was the
result of strategic decisions that added
value for customers and decreased the
asset intensity of the business.

Where are the opportunities?
We have seen high CFROI in specific
sectors within emerging markets
where companies have traditionally
been better at working their assets to
bring costs down and improve returns:
materials, consumer discretionary and
consumer staples. Historically, for
example, within emerging markets,
Consumer
Discretionary
has

• Has management been prudent in
ensuring assets are being used
efficiently?

demonstrated high levels of CFROI

Conclusion

relative to its cost of capital. One way

As the global economic environment
continues to shift and evolve post2008, EVA will continue to be an
important metric for uncovering
opportunities for investors. As we get
used to an era of slower growth,
companies in every region and
industry must focus on costs and
ensure that money spent goes towards
creating a sustainable business model.
More than ever before, investors must
understand and use measures and
approaches that can help them
identify where these opportunities are.

this has been achieved is through
efficient

inventory

management

systems. In the materials sector we
also see examples of companies that
understand the concept of sweating
their assets: they are being more
judicious with capital expenditures
and developing their assets. Finally, in
the consumer staples sector, there is an
excellent opportunity to increase
margins and make improvements.
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