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hen is a turnaround complete? inertia to make it difpcult to attain the level of
How do you measure renewal real cash earnings performance that a compa-
success? Companies in searchyOs leadership might plan. In addition, those
of renewal must manage both who invest in public companies have many
real returns and growth over a period of sevinvestment alternatives and low transaction
eral years to accomplish a true renewal or turneosts. Thus, the company must not only per-
around. According to management guru Peteform, but it must also outperform other invest-
Drucker, OMost turnarounds donGt!O LetOs looknt alternatives, and present an appealing
at the record using the same tools that longrisk-reward profile to continue to attract
term investors, concerned directors, and CEOsapital.
are using to monitor corporate performance The challenge to management is bnding
and value. the right balance between return, growth, and
The authors have reviewed long-termrisk. The goals are often conflicting. For
performance records of hundreds of compaexample, sales growth can be cheaply manu-
niest! In this article we provide a graphic tour factured by cutting prices or making risky
of the financial performance history of 15investments, and thus reducing returns. Suc-
companies in three major industries. Each afessful renewal requires making the operational
the companies has undertaken some level ahd strategic changes necessary to rebuild a
renewal activity over the 19-year time span oprofitable, value-building, and customer-
our graphic tour of success and failure. focused business model brst, and then invest
Our prescription for renewal and value in the growth needed to produce wealth, rel-
building for a company is growth while ative to the S&P500 Index. Renewal efforts
earning a real cash Bow return above its co&il when they donOt produce the dramatic
of capital. As the reader will see, this can be strategic changes needed to bring about the
tall order and requires strategic and operatione¢turns and growth demanded by investors.
changes, more dramatic than most companies  Our prescription for management of
are willing to make. The two mandates can béoth highly probtable and distressed compa-
difbcult to balance in a chdang environment, nies is continuous renewal at the business unit
and company management and the board mdgvel. Corporate renewal of key business units
become frustrated in their attempts to buildshould be on the agenda of top management
value. and the board at each major decision point
The complex and changing environmentand at every board meeting.
faced by a typical corporation has many vari-  We begin the tour by describing the
ables: economic, legal, political, cultural, strucgraphic panels that help explain value and
tural, and competitive. These external factorsenewal success and failure over the 19-year
combine with internal denial and cultural period.
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RENEWAL SUCCESS AND INTRINSIC corporate executives and boards use this appmanch-t

VALUE IS A FUNCTION OF REAL RETURN lyze acquisitions, make capital spending decisiens,

AND ASSET GROWTH objectives, and measure corporate and business unit
performance for executive compensation.

For our graphic tour we have used the CharterMast The graphic OValue AnalysisO panels in Exhibit 1
Value Analysis Framework, one of several cash-flowprovide a concise summary of a prmOs value creation his-
return-based frameworks made popular in the inesstm  tory, |t shows how alternative combinations of real asset
community? The CharterMast Value Analysis Framework growth, real return on investment, and cost of @dpi
is a proven methodology for explicitly measurirgMéiue  combine to produce either superior value creatin f
created by a business. Based on decades of régearchshareholders, substandard results, or averagenpexe.

Ativo Research, one of the nationOs top-ranked indepenthis example shows the value creation history of FMC
dent investment research brms, it provides arcétipk  Corporation, a diversiped maker of machinery addsn
between a firmOs operating performance and itd actuyrial chemicals over a 19- -year perlod (1987D20U5).
stock price. Institutional investors use this amdax chose FMC as our Oposter childO for corporate renewal
frameWOI‘kS to dECIde Wh|Ch StOCkS to buy or Se”, Whilesuccess and failure because Of |tS dramaticaj@imm]a

E XHIBIT 1 FMC CORP VALUE ANALYSIS
_ W Real Cash Flow Returns === Real Cost of Capital
How to Read the Graphic Panels

historic performance data and a 2005 estimate based ( **]
interim Pnancial statements and analystsO esfimates ... |
first panel compares cash return on investmers)(bar -
with the real cost of capital (line). OReal cash flo comp
returnQ is an internal rate of return measure that incor. ™

porates a brmOs total capital investment andeticaste |

Row before reinvestmehi he real cost of capital incor- 0/ ];L&h

porates long-term investor return requirementsgtioR, ™ ? i
taxes, and overall market price levels and refleets . :I
expected return that investors require to choose thi ...
Prm over other brms. FMC has struggled to earn its,,, Scheler Vet ndex (Reladve o 58r)

The 19-year graphic panels include 18 years of ™1 H

any Real Growth Rates B Asset Growth ==Sales Growth

Company = = =Industry

(Index Year 2000 = 100%)

cost of capital over the last 25 years, even though it hg AN

shown accounting probts. 150% ™
The second panel shows the PrmOs annual chan - — \\/ IS

in total invested capital (bars) and its annes gedwth S R e

rate percentage (line). The horizontal line at zero per-
cent provides a quick way to see whether the brm is
growing or shrinking. FMCOs growth rate has been
erratic, with assets shrinking in more years tloan n dividends reinvested. The chart is indexed to a base of
during the same 20-year period. Note that periods of 100% in December 2000.
positive growth during 19871990 and 19941996 FMCOs wealth, relative to the S&P500 peaked in
resulted in sharp declines in relative wealth &3 tFidd 1987. It has trended downward or flattened throligh
to grow returns by investing in low return commodity 1999 as FMC struggled to bPnd probtable growth oppor
businesses. tunities. However, since 1999, relative returns have
The third panel provides a scorecard showing howexceeded the S&P Index (but still lagged behind its
well an investor fared relative to an indexed investmenindustry) as its specialty chemical refocusing has|taken
in the S&P500. This chart shows total return with hold.
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fortunes over time. Prior to the dates shown onctirt, customer intimate culture outperformed the S&P500
FMC undertook its now famous leveraged recapitaliza-ndex, distancing itself from Kmart and other stow-

tion in 1986. The leveraged recap was the culnanatf change retailers that fell into bankruptcy. Tayatprime

a process by which the company had divested less pr@xample of successful retail renewal. Once known as
ductive assets, focused resources on high resinebses, Dayton Hudson department stores, Target has shed it
and then borrowed to recapitalize the company to pay alepartment store culture by morphing into TargeéDsl-

one- time large cash dividend to shareholtlekdC cre- alone retail store chain, while shedding its tiawii

ated tremendous wealth for shareholders through 198Mepartment store foundation. PerformanceNas mehsure
After that point (as shown in the lower panel @ thart), by real cash Row returnsiNin all years after 1986ened

it became a renewal failure with a series of managemeiits real cost of capital by at least two percentage points.
changes and a loss of cash Row performance culture. TA@arget creates excitement for its customers by a unique
discipline was gone and FMC attempted to grow by product design approach to differentiate everyday prod-

investing in low return commodity businesses. Toverd
trend in the lower panel of the chart shows the resulting
destruction of corporate wealth. A decade latew ne
renewal efforts paid off. Since 1999 FMC has bealua
builder by spinning off its machinery unit to shatdbis
and focusing more on specialty chemicals.

THE RETAIL LANDSCAPE CLEARLY
DEMONSTRATES RENEWAL SUCCESS
AND FAILURE

WeOve all come to accept the volatility of retailing.

Store bgures in the last few weeks of the calendar year

generally tell the difference between success and failu
for the whole year. Changing consumer tastes force
continuous re-evaluation of merchandising metharils,
vate label mix, store format and location. New texbgy,
modern logistics, and better product tracking forced
changes in distribution and buying patterns. These fac
tors combined with continuous demographic changes
and competition for the consumer dollar play havitk w
the Pnancial performance of retailers and their ability tg
grow and earn a cash return greater than theirafost
capital.

Major retailers live and die off their ability to pro-
vide what the consumer wants at the right placeigihd
price at the right time. Customer preferences shift from
mall, to strip mall, to standalone stores and back agai
demonstrating the importance of real estate in the reta
mix. Balancing the cost of Rexibility with storerast-
ment in suburban, urban or rural locations distorany
retailersO balance sheets. Differences in lease accoun
inventory accounting, and real estate strategésrobke
comparisons between retailers difbcult. Our real Baw
return graphics makes such comparisons more insightfu

Exhibit 2 (top) graphically portrays how Target

ucts and stores from those of competitors.

Dayton Hudson became Target in January 2000. To
maintain its higher returns and signiPcant store and sales
growth, Target sold both Mervyh@ad Marshall FieldOs
department stores in 2004. Target demonstratés plaog-
tance of successful and dramatic cultural change as well
as attention to differences in business unit plufity
and growth prospects. TargetOs evolution is uniisual
emerged from a traditional slow-growth, mall-based
department store culture. From there it pursuedca s
cessful retail concept: freestanding one-floogdesi
oriented and customer appealing stores.

re Our approach is to examine corporate ren
A efforts from a unique perspective. Company pr
set in an analytical framework that neutralizesyman
common accounting distortions. There is a common
scale for real cash Row returns, real growth rates, and
- relative value creation against the S&P500 Index and
the industry. For both individuals with inside knowl-
edge of a brm and those who have had little contact
with each company, the graphic panels provide hew
insights in each companyOs history of relative sticcess
and failure in pursuing its renewal efforts.
Quarterly accounting probts alone can lead to
false confidence in renewal and turnaround efforts.
Management and the board must monitor business
N.unit performance against relevant costs of capital and
Iindustry benchmarks to help management
changes dramatic enough to outperform alternative
_investments like the S&P500 Index. To rise above the
IBarket, companies must construct goals that balance
customer value and real growth, with real cash Row
returns above their cost of capital. Once balance has
lbeen achieved, real growth will reward investors-c
pared to an index fund.

Corp. has continually renewed itself. From 1995y&Hbs
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ExHIiBIT 2

TARGET CORP VALUE ANALYSIS

BN Real Cash Flow Returns Real Cost of Capital

WAL-MART STORES VALUE ANALYSIS

BN Real Cash Flow Returns

Real Cost of Capital
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Exhibit 2 (top) describes Wal-MartOs growth andmerchant that required department managers to know
performance over the last 19 years. To maintain this typ¢heir customers, merchandise, and competition &téin
of growth Wal-Mart had to continuously renew anthne After emerging from bankruptcy in 1992, Questrom led
its business models. Speed bumps along the way inclutfederated®s acquisition of MacyOs out of bankruptcy
current challenges by labor, and Wal-MartOs prebltn 1994, and acquired bPnancially distressed Califetaiker
its early attempts to grow its SamOs Club discount stoBroadway Stores, Inc. in 1995. A critical part of
chain before it had improved the basic businesemod QuestromOs turnaround strategy in all of his sfigces
probtability. As a result, in the years 19911 %86Walrt renewal experiences was internal culture changea and
destroyed shareholder wealth, underperforming therenewed focus on the needs of the consumer, breaking
S&P500 Index, despite earning 3B5 % points ab®ve itwith past practices.
cost of capital. Questrom was selected for FederatedOs top job

For a retail giant, Wal-MartOs relatively new movebecause of his previous well- documented turnaround
into groceries and into international markets destrates  leadership within Federated at Atlanta-based RichOs and
the dramatic, continuous renewal needed to produceoutside Federated in the 1989 turnaround of Daliasd
growth. As part of Wal-MartOs continuous reneviaitef ~ Neiman-Marcus. Under his leadership, RichOs wamt fr
older Wal-Mart stores in probtable markets continue toFederatedOs worst division to its most probtable division
be torn down and ralkilt as superstores. Many of these in 4 years. Unlike Target, Federated did not abandon the
new superstores are open 24 hours a day and are cleadgpartment store concept, despite shrinking department
putting stress on the supermarket industry. store revenues. Federated has continued to earn its cost

Only time will tell if Wal-Mart can perpetuate its of capital since QuestromOs departure in 1997, but it has
continuous renewal efforts and remain the worldOs largeasbt found the growth formula characteristic of iseewal
retailer. Centralized fact-based information systems ansliccesses at Target and Wal-Mart. It is now sean as
state-of-the-art lv-cost distribution, combined with  department store industry consolidator making dramatic
face-to-face communication between store and head-changes to rebrand famous chain store names like Day-
quarters are the key ingredients. These factors seem wétinOs and Marshall Field as MacyOs. Will FederatedOs dra-
aligned to enable Wal-MartOs cost-conscious and cumatic rebranding strategy work? Only time will tell.
tomer-focused management culture to be consistently While J.C. Penney had moved from Manhattan to
communicated to all, by repetition of OEvery day lo Dallas in the early 1980s, in part to change the culture,
pricesO and OMay | Help YouO Clear communicatiorits probtable years had reinforced a culture of privilege

helps satisfy both customers and shareholders. and inability to respond to rapid change. PenriengDs

big renewal effort was in its break-away from the pack of
SOFT-GOODS RETAILING MEANS Oall-thingsO department stores to specialize in soft goods.
CONSTANT REFOCUSING ON CONSUMER This was no easy task in the early 1980s, having been a
PREFERENCES clone of Sears. However, breaking away from andudx

strategy can be accomplished when management is truly

LetGs now turn to probles of two well-known depart- committed to the strategy and does not backslidecade
ment store turnarounds. Exhibit 2 (bottom) probles thelater, the challenge was the successful prolifieraid
classic successful turnaround and renewal at tesblera growth of well- merchandised specialty apparel and soft-
Department Stores. Federated owns Bloomingdales angbods retailers. PenneyOs foray into a differekétma
MacyOs. Over time it acquired Richs and BullockOs arbirough its 1997 acquisition of the Eckerd drugestor
now DaytonOs and Marshall FieldOs, all being rebrandedtasin, was a further digression from the mainestyat
MacyOs. Burdened by excessive debt, due to the 1988w management forced a redirection and better focus
takeover by mall operator Robert Campeau, Federatedis the foundation of a successful renewalte#iod
Department Stores declared bankruptcy in Janu@fy 19 PenneyOs sold off Eckerd in 2004. Despite the difbculty

FederatedOs OMerchant PrinceO department staraduplicating the success of the specialty retailers, Pen-
culture had been reluctant to change, until Allen Que- neyOs strategy called for positioning itself as a customer-
strom returned to Federated as chairman and CEO irfocused, value-providing, and trendy retailer.
1990. Questrom is noted as a fact-based decision maker In 2000, at age 60, Allen Questrom took on the
and highly skilled customer-focused private label braneven larger task of turning around J.C. Penneyr Afte
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ExHiBIT 3

DANAHER CORP VALUE ANALYSIS

B Real Cash Flow Returns

Real Cost of Capital

ILLINOIS TOOL WORKS VALUE ANALYSIS
Real Cost of Capital
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two-year stint turning around Barneys New York, American market shares. They appear to have been
Questrom was selected for this even bigger challd:g) Pghting a losing battle. As the auto industry went global,
Penney, like many department stores, struggled for yeatke Big 3 diversibed their manufacturing and marketing
to bnd a survival and growth formula. Most readers willand invested in offshore operations. As they exguhnd
be surprised to know that J.C. Penney was a value cresverseas, Japanese and German manufacturelatsilt p
ator from 1986 through 1993, while Federated revrgd in the United States leading to global overcapacity and a
in bankruptcy court, and the U.S. economy wenttlgbu  price war battle for market shéte.
two recessions. However, after posting cash Row returns  ChryslerOs decline was arrested by a U.S. govern-
well above its cost of capital from 1992 througB5L9 ment bailout in 1979. The companyOs renewal and sub-
PenneyOs stock plunged from over $50 per shesatda  sequent stability was based mostly on the acceptance of
$10in 2000. J.C. Penney, posted a loss in 200beggah ~ the minivan, where it maintained its advantage for over
a retrenchment program that has again produced returrs decade. In November 1998, Chrysler was merged into
above its cost of capital in 2002 and 2004. The renewabDaimler Benz.
efforts are still in progress, but J.C. Penney appears to be To their credit Ford and GM undertook periodic
on the right path to value creation. Key factors cited byattempts at corporate renewal, often dramatic.&/\thédse
Allen Questrom in the J.C. Penney 200002005 turn- efforts did not lead to dramatic success, the payoff was in
around plan include familiar items: culture charmge the ability of each company to remain independent and
refocus on higher margin store brands, effective centralapparently probtable. However, it was some ofdiesgn
ized merchandising systems, and closing unprofitablanits of GM and Ford, unburdened by the inl3exibialcy
store$. PenneyOs relative wealth performance has beamd ongoing costs of existing union contractshiped
dramatic, plummeting in the years up to 2000, and thenthese companies post overall probts in some years. Over
dramatically recovering thereafter. the last decade the North American operations of these
Before presenting his 2000D2005 turnaround plantwo giants weakened and again spewed red ink.
Questrom spent several months in two-way communi- While both Ford and GM attempted to streamline
cation with frontline employees, while intenselydging operations and reduce employment by OleanO teebniqu
Penney stores and the competition. This approattars automation, job buyouts, and spinning off theitpaper-
acteristic of the grass roots level communicdiatiforms  ations, they did not act dramatically enough. Fange,
the basis of many successful turnarctinds. GM spun off its parts supply operations into the newly
As part of J.C. PenneyOs turnaround and refocusinfprmed Delphi Corp in 1998 and Ford did the sameawi
Questrom spun off the Eckerd drugstore chain adein  its parts operation and formed Visteon in 2000. But the
took a major share buyback. The slow-growth makthas underlying problem could not be completely spun off
department store industry continues to face challenges &sr example, GM had to retain the liability for unfunded
most established mall-based retailers struggie fard- pension and medical costs for employees who vears-tr
itable opportunities for growth while newer frearsding ferred to Delphi. After the bankruptcy blings of Delphi
formats like KohlOs continue to grow. Share bugliesle  and other major parts suppliers that have occurred since
become a common financial maneuver to reduce the2001, critics have occasionally suggested that bankruptcy
number of shareholders, and raise the widely report for both Ford and GM is the only way to rationalilzeir
earnings per share metric. While this may appear to be medical, labor cost, and benebt agreements for both cur-
means of rewarding shareholders of these departmengnt and retired workers. This issue may stand in the way
stores, it does not increase the value of the tyidgr  of a successful industgnewal, much in the same way
business. In some cases, companies that pursue thisthese issues bnally led to multiple bankruptcies in the

approach are left with high debt burdéns. steel and airline industries in the United States.

Ford and GM continue to deny the rumors of poten-
AUTOMOBILE INDUSTRY STRUGGLES tial bankruptcy. However, as their performance declined,
WITH OVER-CAPACITY AND SHARE WARS the bonds of both were downgraded to junk status. The

junk status of their bonds limits GM and Ford ieith
For decades the Big 3 U.S. auto manufacturersability to bnance a current turnaround and invelstriger
General Motors, Ford, and Daimler Benz (Chrysler), term renewal efforts at a reasonable cost. Turndiand
have continued to bght to retain their individual North renewal efforts at GM and Ford must now be Pnanaéd
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of cash 3ow and/or asset sales. GM is known to be conaggressive competitors, stubborn unions, and govezn
sidering a partial sale of its GMAC finance undtth problems. The fact that it has survived at all amid all of
finances much more than cars. Ford seems focused dhe internal and external turmoil is amazing. The painful
different alternatives. As recently as January 2006, Fotdgacy of the wasted renewal efforts of the 198@s a
executives were being quoted, saying that the compang¥990s is that GM entered the new millennium burdened

has no plans to spin off Ford Motor Credit.

with high costs, offering too much similarity among its

The normal formula for renewal in an industry with models, and generally out of touch with its custdase.

overcapacity is to shrink to a probtable core. Hewen

Except for the SUV and truck segments, GM models

the American auto industry, the process of shrinking isvere unexciting and not highly valued or demanded by
painfully slow and generates high severance costs. Ovtre end consumer sufbcient to operate plants atadte
the years, the industry has automated and agreed to hidavels.

severance costs to hold down labor contract ireseas

This has increased bxed costs, pushing up the sales lg
that is required for breakeven operations. Thushén
United States shrinking to bt a declining marketresh
cannot OworkO without tremendous concessions|fiem t
unions. But the unions have been unwilling to actiept
major Ogame changingO concessions and job reductiq
that would be necessary. Therefore, GM and Ford man-
agement have used a variety of price incentives in a futil
attempt to hold market share, so that they can operate 4
acceptable capacity utilization levels. Unfortupateen
with price incentives, the American consumer has no

purchased enough U.S. nameplate vehicles to kegh No

It is interesting to note that GMOs Alfred P. SI
Jr., in his boolMy Years with General M&textolled
the organization to manage each business ur
Odevelop statistics correctly reflecting the rela
between the net return and invested capital of &
operating divisionNthe true measure of efbcienc
irrespective of the number of other divisions.O

A generation latecurrent management of GN
has been unable to absorb this metric into its cu
and to successfully execute to achieve this basi
difpcult, goal.

ban

it to
ation
rach
YN

v
ture
c, but

American auto assembly operations probtable.
Exhibit 3 (top) compares recent renewal efforts at

After reporting a bigger than expected loss in

2005

Ford and GM. The chas are adjusted for typical of over $8.6 billion, GM now plans to eliminate approx-

accounting distortions and they allow us to draw-co

imately 30,000 jobs and close 12 plants by 20@8]ia-

clusions at the consolidated level of each business. Thmatic move to rationalize its North American capacity.
companies themselves could benebt from furthersasmal Current union contracts prevent GM and Ford from
of this type, by breaking out North American operations downsizing a workforce that, according to one répor
from Europe, SUV and truck results from cars, and evereans an average (with benebts) of approximatelyGkiBO0,

separating the various car divisions themselvesagte-
gate global numbers can hide deeper troubles. dtlime

per year. As a result of the Delphi bankruptcy, GM has
also had to assume the responsibility to pay Hiliilon

and losses in North American operations over maasy  benebt costs, or face the impact of a Delphi strike.

is covered up by probtable product lines suchasdimy,

Hindsight indicates that both Ford and GM

had

SUVs, trucks, and operations outside North America.mainstream quality and consumer acceptance problems
(Note: Although the cash flow returns for Daimler in North America that were masked by years of sstak
Chrysler are not shown, they appear even worse thamprobtable truck and SUV sales. It was no surpnae t
those probled for General Motors.) GMOs real cash Rolord and GM sales demand suffered, as U.S. gas pric

returns, shown in Exhibit 4 (top), demonstrate eacl
cyclical pattern with recessions causing realflcagh
returns to drop below GMOs cost of capital SGlilining

rose well above $2 per gallon and foreign compatiti
began to compete more aggressively in the ligloktru
segment. Consumer preference shiftad 88UV to more

trend in real cash Row returns began again in 1998 anfliel-efbcient, cross-over vehicles. Sales of GNFarutDs
has continued to trend down since then. Sales growth amost probtable vehicles declined, as consumersivelo
GM has been erratic as GM has lost market share, despipeeferred OMade in AmericaO autos and trucks switched

signibcant price incentives.

to foreign car nameplates that offered highertgliatio-

GMOs problems have been in the making for muctvative styling, and better value. Further confuSihtade
longer. For the last two decades, GM struggled within America,0 many foreign auto producers contioue t
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ExHIBIT 4

GENERAL MOTORS CORP VALUE ANALYSIS FORD MOTOR CO VALUE ANALYSIS
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open U.S. plants. Toyota will open a truck assepiaiyt the success of its market share growth and popotels.
in San Antonio, Texas, in 2006. Its sixth assembly planHowever, Toyota has had its period of retrenchment and
in North America will produce 150,000 Tundra full-size renewal just like every other successful compady an
pick-up trucks per yeat. requires continuous innovation, operational impmeat,

It appears that earlier renewal efforts at Ford wereand renewal to stay at the top of its industry. From 1993
signibcantly more successful than those at GM. As shotlirough 1997, ToyotaOs real cash Row returns of 3%
in Exhibit 3 (top), Ford (consolidated) earned a real caslhess were signipcantly below those at GM and Ford. Toy-
Row return of approximately 7% or about 2% pointsa  otaOs market share declined in Japan, droppiwgioéio
its real cost capital in the 7 years, 1994 thr@2@f0. in 1995. At the time, some analysts estimated that Toyota
Apparently, investors anticipated the deterioration takingvas losing money on every car sold in Japan, in an effort
place in FordOs base business, as FordOsslaoppeid  to maintain market share there.
from a high of over $60 in 1999 to a single digit. FordOs  After a period of retrenchment and reinvestment to
probtable European operations masked the problem imdjust to the recession in Japan, ToyotaOs new leadership
the U.S. market for many years and the Taurus, lwhic continued to renew by
was recognized as the best-selling U.S. car in the United
States since 1992, took a back seat to the Toyota Camry, ¥ breaking down ToyotaOs Oglacial decision making

which replaced Taurus as the best-selling cae idtiited processO that caused missed opportunities

States in 1997. ¥ pushing speed, Rexibility, and manufacturing-excel
FordOs earnings release for 2005 showed a $1.6 bil- lence

lion loss in North American operations, but over($2 ¥ focusing on identifying problems and solving them

billion in worldwide earnings. Chairman Bill Ford (notignoring them)

announced a substantial multiyear restructuring plan that ¥ pouring cash into new models and technology that

sounds very similar to that executed 5 years eatlier take share from competitors.

Nissan. FordOs 2006 renewal plan follows on the heels of
the FordOs less aggressive 2002 renewal plan, which was ToyotaOs returns again approached its cost of capital,
also designed to strengthen FordOs market shereaand  and its growth rate increased to almost 15% in the years
cial position. Ford@006 plan recognizes UAW contract 2002D2004. Toyota is now the world class leadpegds
limitations but calls for a painful 26% reduction in unit and Rexibility (some of its 30 plants can build 8 different
capacity by closing seven plants in 2008 and reducing iteodels simultaneously on the same line).
122,000 person work force by 30,000 by 28612. Toyota continually invests for the future. A recent
Toyota is our award winner for continuous renewal. Booz Allen report indicates that 4% of the Toyota sales
Toyota pioneered the Toyota production system thatdollar was invested in R&D in 2004: OThe innovation
helped to accelerate the Olean thinkingO revolution thaffectiveness at Toyota . . . is a benchmark for competi-
is finally sweeping all manufacturing operatiodayto  tors, yet Toyota is only the third-highest spender in the
Since the 1980s Toyota has set the standard fityqua auto industry®Thus, Toyota has found ways to stretch
and cycle time in developing new models. Its camcer the R&D expenditures across fewer models. For ebeamp
for the customer, speed to market, combined wish it ToyotaOs Lexus was designed totally for U.S. consumers,
commitment to lean thinking, has enabled Toyotedn- from dealership to accessories, and is not sold in Japan.
tinuously gain market share. Its advantage is in being in  ToyotaOs renewal effort in the 1990s, entitledb@lGlo
the market brst with the new features that the consume21,0 identibPed how Toyota would position itself globally
wants. Thus, they have been leaders with both populain the 21st century. This effort led to the sudoédsvel-
priced cars such as the Camry and premium brands sudpment of the revolutionary hybrid Prius. Its latesewal
as the Lexus. Based on its success, Toyota recently raiggdgram, Construction of Cost Competitiveness for the
its long-range global market share goal (for 2008D201@1st century (CCC21), where no detail is too small, has
from 20% to 25%, an indication of its conbdence in itsan even deeper focus on dramatic and continuous
product innovation understanding of its market. improvement in operations and speed to market.
However, ToyotaOs current success did not come  The onset of higher gasoline prices, the decline of
without a price, as shown in Exhibit 3 (bottom). ©n the SUV, and a credit downgrade Pnally broughtkeua
might assume that Toyota has always been probtable lagll, in the form of crisis knocking at the doors of GM
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and Ford. First Ford and then GM announced dramaticSystem (DBS), to a variety of both large and sroqlli-
programs similar to the one executed by NissanOs Carkitions. Like Coca-Cola and its secret formula,aban
Ghosn over 5 years ago. NissanOs turnaround kg widédhas remained relatively quiet on its formula focess.
credited as a classic success. The formula segxies si Danaher adopted lean thinking techniques in the- mid
enough but execution in a unionized North American 1980s as a survival mechanism. It became an dmtenc

environment has proven difpcult: part of the Danaher culture and is now Danaheir®s pr
driver of continuous renewal. Danaher continuetpire
¥ Change the culture smaller companies with good products, improve busi-
¥ Institute fact-based decisions and transparensy ac ness models using the DBS lean techniques, angrtven
all operations the business units using DanaherOs broader tigstribu
¥ Communicate and commit to change through the power. Those operations that do not bt the culamameet
use of cross-functional teams the probtability hurdle rates are sold off.
¥ Implement signibcant headcount reductions through The results of the DBS are apparent in the cash 3ow
benchmarking and cost controls return charts and real growth charts. Danaher has earned
¥ Introduce exciting new products and process inno-almost double its cost of capital in over halfhef last
vations. 18 years. Danaher has grown sales in all years except the
2 years associated with the 1992 and 2001 recessions.
At Nissan, Ghosn put together his 3-year turnaround Danaher is now a diversified $8 billion company

plan after 3 months of intense diagnostic study. Despitéhat plans to produce 5D7% organic growth every year.
the fact that Nissan had lost money in 7 of the 8 previouBecause of its heavy manufacturing content, Danaher is
years, Ghosn committed to return the company to prof- establishing operations in China and hopes to be a sup-
itability in 3b4 years. He communicated the commitm  plier to Chinese consumers as well as to serve the global
clearly and provided clear incentives for the turnaroundmarket fom a lower-cost Asian manufacturing base.
Ghosn promised workers that he and his entire executive Best practices in renewal at Danaher include

team would resign if the turnaround was not achliesad

that incentive worked! ¥ strong focus on end customer needs

¥ cultural focus on lean manufacturing and contin-
GLOBAL MANUFACTURERS MUST DO uous improvement N
ALMOST EVERYTHING RIGHT: SOURCING, ¥ Obusiness unitO focus on accountability.

CUSTOMERS, AND THINKING LEAN o _
Exhibit 4 (top) shows that over 19 years, Midwest-

With all the failed attempts at renewal exhibited by based ITW has consistently outperformed the S&P500
the U.S. auto manufacturers, are there any oth&r U. Index in all but 2 years (1999 and 2004), by keeping its
manufacturing companies that have successful tenewaal cash flow returns well above 9% and growimg. |
records? If so, what are their best practices? almost all years both sales and assets grew. |THifdima

Diversiped manufacturers Danaher and lllinois Toolits discipline through a focus on the 20% of its customers
Works (ITW) demonstrate that it is possible to trea and products that generate 80% of the probts. Ip&/-0
wealth in the manufacturing sector in the United States.ates as an acquiring and consolidating machinepliiV
Although there is no single magic formula, consumersues its own form of continuous self-renewal thioug
electronics companies like Apple and Koss Corporatiorseveral steps: acquiring manufacturing busineasesng
show that success requires the correct strategynanst ~ their business model with its 80/20 rule, prunimgrof-
flawless execution. Management must pay disciplinedable units, and holding management accountable. ITW
attention to facts, customer needs, all the details of thbas proen that it can manage over 600 independent busi-
business, and production of cash 3ow to create wealth.ness units and produce high returns, while maintaining

The Shareholder Wealth Index of Exhibit 4 (top) its decentralized management philosophy.
shows that Danaher outperformed the S&P and itsind Through product line simplibcation, and by focusing
peers in all years except 1995, 1999, and 200@mhean on the 20% that represents its most critical custoand
has accomplished this marvelous record by apjtt/ovan products, ITW typically doubles the operating margin of
lean thinking culture, known as the Danaher Businesshe acquired businesses within 5 years of acquisition. It
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renews those businesses that cannot renew thesysselve diversibcation strategy put stereo headphone onend

produces high returns for ITW shareholders while doinginnovator Koss Corporation into bankruptcy in thelm

so. ITW is one of the few companies that have managed 980s. Koss changed management, survived a Chhpter

to produce value as well as sales growth through acquidbankruptcy, and today continues to be a suppligigtbox

tion. Numerous studies show that over 50% of acquisi+etailers, while earning real cash 3ow returntssamest-

tions fail to create value for the acquirer, but not at ITW ment that exceed its cost of capital. Althouglyrigsvth

or Danaher. The difference is that renewal at ITW andrates have been somewhat erratic as shown in Exhibi

Danaher is part of the culture, a disciplined syste its cash returns have strongly exceed its coapitélicin

acquiring and transforming smaller manufacturing busievery year beginning in 1993. Koss has dramaticaily

nesses into more probtable ones. performed other consumer electronics peers aasbie
Exhibit 4 (bottom) probles Apple Computer. Due S&P500 Index since 2000. Koss provides an insightfu

to AppleOs high real cash Row returns through 1992 arekample of continuous renewal and helps provetsaall

4 years of losses between 1996 and 2000, long-fgpla A company can remain probtable in a world of globaid-c

shareholders have been on a wild ride. Over tippj@Os  petitors and big box retailers. It too focusesanvation

relative wealth performance has swung wildly ostale.  and marketing while outsourcing most of its manufac
Apple Computer has created value and reneweduring to Asian sources. Michael Koss, son of fauludhen

itself through periodic dramatic innovations anddCE Koss, summarized its turnaround and continuousyved

change. This has led to volatile performance for stockstrategies with these four basic principles.

holders, as strategic missteps and internal strife have been

part of the ongoing process. 1. Make money every month. DonOt be fooled by
Founder Steven Jobs was pushed out of his man-  seasonal trends. Find a way to be Rexible and staff

agement roles in 1985 as returns dropped and the board  correctly.

of directors felt he was no longer capable of magan 2. Promote from the inside. With a narrow product
operation of AppleOs size and complexity. Johiy Ses! focus and company culture, company veterans can
at the helm until 1993 when he was ousted by the board, provide most of the necessary resources for growth.
at a time when the companyOs bnancial performance was3. DonOt manage by accounting probt and loss state-
falteing. ments. Product managers are often confused by
Further turmoil ensued through the tenure of two accounting statements. It is cash every month and

more CEOs. In 1997, Jobs was brought back into the every day that matters.
Apple family as interim CEO, when Apple bought NeXT 4. Be disciplined about cash. Cash discipline is a

Computer, which Jobs had founded upon his earljgarde carryover from the turnaround.

ture from Apple. Jobs blended NeXTOs technology with

that of Apple and developed the successful iMddasar Mike Koss continues to sign all checks persomally t
the iPod. keep track of operations.

Jobs assumed the full CEO title once again in 2000 If Koss can learn to renew and survive in a highly
with a salary of $1 per year, plus millions inkstgtions. competitive global consumer electronics industanym
His renewal plan helped return Apple to probtability and other manufacturing companies can also renew arneesu

high growth through product innovations. Those that canOt are destined to be acquired byl-conso
AppleOs core competency is innovation. Its manuidators such as Danaher and ITW, or eventuallyntall
facturing is outsourced to various highly compeateant- bankruptcyNa one-wa trip for many companies.

ufacturing specialists. Steve Jobs has been antonsta

innovator, both inside and outside of Apple. Algaving EVEN HIGH RETURN COMPANIES

Apple in 1985, he purchased the computer graphiessd NEED RENEWAL

sion of LucaskIm for $10 million and turned it iRi@ar,

creating another multibillion dollar company thasgiey Proctor & GambleOs performance is summarized in

recently agreed to acquire for over $7 billion,avethat Exhibit 5181n the late 1990s P&G failed to meet investor

will make Steve Jobs DisneyOs largest sharéholder.  expectations for growth. Its share price tumbléulastors
While Danaher and ITW create value through lost confidence in the management of this marketing

acquisitions, others may stumble. An acquisition angowerhouse.
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ExHIBIT b5

GILLETTE CO VALUE ANALYSIS PROCTER & GAMBLE CO VALUE ANALYSIS
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Even great companies need a change to improve, 1. Management must have the integrity to see the

and it frequently begins with a new CEO: OAt Procter & world as it really is.

Gamble, for example, chief executive A.G. Lafley ha 2. Management must inspire enthusiasm to build con-
brought new rigor and creativity to the company since Pdence inside and out.

2000. In the past two years alone, P&G has raised its new 3. Everyone must have a strong bias for action te ove
product hit rateNthe percentage of new productst tha come inertia.

deliver a return above the cost of capitalNfrom 70 to 90 4. Everyone must understand the consumer fully and
percent. And thatOs in an industry where half of all new completely.
products fail within 12 months of launci.O
Exhibit 5, the Shareholder Wealth Index for Gitett Highly probtable Gillette was sold to P&G in 2005
shows the tremendous wealth creation and destnuctio in an effort to realize GilletteOs true higher tirpaten-
that occurred in the mid-1990s as Gillette bPrspeut  tial and increase GilletteOs market power. Thet6itlase
formed and then underperformed the S&P Index. Man- proves that continuous renewal is needed in exemtist
agement frequently missed quarterly earningsgatget probtable companies. Continuous renewal requiras ma
failed to live up to investor expectations for growth, asagement to help the organization balance the conflicting
both asset growth and sales\gh declined from 1997 to  needs of investors, customers, and employees.
2000. Turnaround CEO Jim Kilts was hired to chatinge
culture and enew the organization. KiltsOs strategy folsUMMARY OF KEY POINTS
breaking GilletteOs circle of doom was repeatpafriy
and communicated thoroughly within the company: Successful renewal and turnaround efforts are com-
OEveryone working to satisfy customers and consumeplex and typically require dramatic changes. Managem
better, faster and more completely than the cotigre®® usually needs to change financial targets, mattiss,
This requires four basic steps: tomer focus, levels of productivity, culture, and internal
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processes to sufbciently improve probtability. The goal ifo refocus on a more probtable business model ralggy m
to provide cash returns acceptable to investor#miemg the difference between success and failure. On a corpo-
term. All too often, a turnaround falters when growth is rate level, undisciplined growth may lead to complexity
resumed before a probtable business model is Prmly imeyond the managementOs ability.
place. Probtable products or divisions may givieiea The graphic tour has shown the pathways that man-
false security and divert attention from the dfagprof- agers and boards have taken to turnaround and renewal
itable units. Changes must be dramatic enough to maksuccess and failure. We hope this graphic review of rela-
a difference in the business unit model and move the redive performance sheds light on plotting your corporate
cash Bow return OneedleO for all key business units abdugure.
the cost of capital.

Successful renewal efforts result in a new businegs\pNOTES
model that can earn cash Rows at or above the compa-
nyOs cost of capital and then resume growth thvialiile. !See William J. Hass and Shepherd Pryor 1V, Building
Alert managers and board members will install board Value Through Strategy, Risk Assessment and Renewal, CCH

Ievel early Warr"ng Systems to ensure that aﬂmnns Incorporated, Ch|CagO, 2006. HaSS, Pl’yor, and Broders con-
are pulling their weight. sult to boards and CEOs providing value-based insights, under

Value-building turnaiund and renewal efforts for the auspices of CharterMast Partners LLC, which specializes

. . - in monitoring and managing corporate and busingssgalue
underperforming units are usually a combination of dra eation. The authors also gratefully acknowledueriu-

. . . C
matic change, executed through refocusing business ur“{)ns from Dennis Aust, managing director of Chiist

models, to align Partners LLC., and Scott Tober, retail consultant.
2Cash Row return frameworks are based on the practice

¥ the right leadership and people of transforming accounting information to cash Bod making

¥ the ight strategy a series of adjustments to GAAP bnancial statements to put all
¥ communication and execution companies on a level playing beld. This approacbeid by

¥ the right products and services institutions such as Fidelity, Merrill Lynch, UBSFB, Oppen-

¥ focus on the right markets heimer, and Bank of America. The approach was rallyi

¥ effectie processes developed at Callard, Madden & Associates, Inc., during the

¥ the right incentives 1970s. See Bart Madden, OCFROI Valuation,0 for a complete
¥ both a long- and short-term view. description. See also links to www.CharterMast.cord

www.AtivoResearch.com.

S ful Linvol this | list of & 3See Hass and Pryor, 2006, pp. 1099110, 237238.
uccessiul renewal Involves this long list of érecu 4Unlike more traditional performance measures such as

almost everything right. Miss one or more factal an gpg ang ROE, the framework for real cash flow nesis
failure may be assured. Choosing the right, grquirog- backed by extensive empirical research that veriPes a high cor-
itable markets generally requires a disciplined customegation with actual market prices. Major institngl investors
focus rather than a product- or asset-based focus. use similar frameworks to decide which stocks to buy or sell.
Maintaining the proper balance between growth Corporate executives and boards use this approach to analyze
and probtability in a changing world is clearly critical to acquisitions, make capital spending decisions, and set objective
survival and renewal, regardless of industry. Making draand measure performance for executive compensaiidousi-
matic strategic decisions, such as deciding tof§pion- ness units. _ N
core assets to focus on a niche or core capability, is the 1arget attempted to sell its MervynOs stores for several
key in some of these examples. Maintaining this balancbears without success. In 2004 MervynOs was Pnally acquired
and outperforming the S& P500 Index over 10 or more y a group of distressed equ_lty investors including Sun Capital
. . Partners, Inc., Cerberus Capital Management,dné.l ubert-
yearsis very difbcult foven the best and most probtable Adler and Klaff Partners, L.P.
companies. _ _ _ SCFO MagazineDecember 1, 2004, OA Penny Saved O
Itis emphasized time and again that growth at thea geft turnaround buys time, but what®s in store long term for
wrong time is the wrong strategy and can destroy valughe venerable retailer?
and renewal efforts. Retaining or building market share Note: if viewed on a larger scale, the story of PenneyOs
has proven costly for more than one company searchingznewal becomes clearer. PenneyOs sharehol @& loktel-
for renewal. Surgically shrinking, knowing how aviten ative wealth on their investment in the years 19088. There-
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a‘teaneW investors were rewarded, as investmextts m Pen-
neyOs stock in 2000 have appreciated sixfoldedlatihe
S&P500 Index.

Shareholder Wealth Index (Relative t0 S&Pjmm———= Company = = = Industry
(Index Year 2000 = 100)
10009
9009 /\
8009 / \\
7009 /\ / N\
I \ / ~
5009 — \ /
4009 \ /
300% \ 4\/
2009 \ / —
1009 _ S
R T L R

0% C87 o8B ©80 A0 T©o1  ©92 ©93 ©04 095 ©06 ©97 ©b5 099 '©00 ~ ©0I ©0

8lbid.
For additional probles on other retailers incluiingd-

Share, and Japanese Competition,O November 29, 2005 on the
Internet at: http://www2.standardandpoors.com/setile
Satellite?pagename=sp/sp_article/ArticleTemplatsg.carticle
&cid=1132188586821&b=5

HAlfred P. SloaneMy Years with General Motsew
York: McFadden, 1963.

12Chicago Tribunknuary 27, sec. 3, p. 4.

Lhttp://www.toyota.com/about/careers/tmmtx/index.
html

14Chicago Tribunianuary 24, 2006, sec. 1, p. 1.

Barry Jaruzelski, Kevin Dehoff, and Rakesh Bordia,
OMoney IsnOt Everything,0 December 5, 2005, &waitab
http:/lwww.strategy-business.com/resiliencerepatilience/
rr00027?pg=all

strom®s, Sears, and Kmart, and specialty retailers such as Home *Carlos Ghosn and Philippe RisShift: Inside NissanOs

Depot, Lowes, and Crate and Barrel,Be#ding Value Through
Strategy, Risk Assessment and Renklass and Pryor, 2006,
CCH Incorporated, Chicago, 2006. Additional information is
available on the web at http://onlinestarch.com/defult.asp?
SessionlD=2474808&8ductiD=3643&WBID={633817B7-
864D-4CCC-80C4-BFF@C3032B9}

Historic Reviy&urrency Doubleday, New York, 2005 (trans-
lated from French edition of 2003).

17f viewed on a full scale, the dramatic story of AppleOs
renewal comes into high relief. Apple shareholders lost 85% of
relative wealth on their investment from 1987 to 2000. There-
after, new investors would have been rewarded, as investments

107 peek at market share statistics shows how Asian promade in Apple stock in 2000 have appreciated tenfold relative
ducers have advanced against the Big 3 U.S. manufacturers:to the S&P500 Index.

25%

16%

T LY Nissan
2001 ey  Hyundai

2005
% US Market Share

(Source: Board Resources graphic, Standard & Bata@®m
WardsAutolink.)

U.S. Light-Vehicle Market Share
YTD Oct
2001 2002 2003 2004 2005
Automaker % Share| % Share| % Share | % Share | % Share
General Motors Corp. 28.3 28.6 28.3 27.6 26.5
Ford Motor Co. 22.9 213 20.7 19.4 185
DaimlerChrysler AG 145 14.4 14.1 14.4 14.9
Tot Big 3 65.7 64.3 63.1 61.4 59.9
Toyota Motor Corp. 10.2 104 11.2 12.2 13.2
Honda Motor Co. Ltd. 7.1 7.4 8.1 8.3 8.6
Nissan Motor Co. Ltd. 4.1 4.4 4.8 5.8 6.3
Hyundai Motor Co. 3.3 3.6 3.8 4.1 4.3
Tot Asian Big 4 24.7 25.8 27.9 30.4 32.4
Other 9.6 9.8 9 8.2 7.7
Total all U.S. light-vehicle sales 100 100 100 100 100

Sharcholder Wealth Index (Relative 1o S&P) Cosmpany = = =Industry

(Index Year 2000 = 100-.)

18An expanded scale on the Oreal cash Row returnO chart
was necessary to allow room to show P&GOs recent success in
renewal.

1%Johannes Bussmann, Gregor Harter, and Evan Hirsh,
OResults-Driven Marketing: A Guide to Growth and Probts O
January 31, 2006, http://www.strategy-business.quass/
enewsarticle/enews013106

20Jim Kilts, presentation on May 18, 2001 at the Uni-
versity of Chicago GSB Management Conference.
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