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Value Creation in the New Economy

Working Paper – May 23,2000(
To members of the panel: The purpose of this working paper is to facilitate the discussion at our first meeting on May 23,2000.  Accordingly, it focuses only  on issues related to information disclosure that we would like to discuss at the meeting.  We have included only a brief summary of the longer discussion of the changes in the economy and implications for valuation which appeared in the last paper we distributed.  We are still working on this (incorporating panel member comments) and include it in the final paper.

Introduction

SEC Chairman Arthur Levitt has asked this panel to assess the capital market’s understanding of the recent changes in the economy attributable to technology innovation and globalization.  The panel was asked whether the investment community and the financial markets can adequately assess the values of companies based on the information currently made available to the marketplace.  Further, if the information needs of the market are not being met, what changes should be considered to help meet those needs?

The panel was asked specifically not to address technical accounting issues, such as rules related to business combinations, revenue recognition principles, accounting for employee stock options, and other such issues that are being handled in other forums.  The panel is also not addressing the current high levels of volatility in the stock markets or whether the markets are experiencing a “bubble.”

While all successful companies have already or will embrace internet-related technologies, this document will focus primarily on the issues involved in valuing newer companies growing at very high rates, without an earnings track record and where there is substantial uncertainty about the success of their business model.

Since the panel was established, we have seen a substantial market correction in technology stocks generally and internet stocks in particular.  Nevertheless, the future course of the market is still highly uncertain.  Many internet companies are still valued at very high levels, companies are still coming to market at early stages and, now, attention seems to be focused on B-to-B companies and infrastructure companies.  Accordingly, the issue of how to provide investors with the best possible information on new companies remains as relevant as ever.

Summary analysis of changes in the economy

We are living in a time of extraordinary technological change and the rapid creation of new products and markets.  The current wave of innovation centered around the internet and telecommunications has three critical dimensions which make it unique:  (1) The pace of technology development and diffusion is much faster than in the past.  (2) Because the new technologies are about linking businesses to each other and to consumers, they are fundamentally changing the way business is conducted, not just automating the back office or the factory floor.  (3) In a limited set of cases, new information related products are being developed where “demand side” economies of scale (or “network effects”) result in “winner take all” economic models.

The willingness of the stock market to finance new companies with limited track records has further accelerated the growth of early stage companies, turning highly valued shares into an important currency for acquisitions and for employee compensation.

There is no doubt that these technological changes and resulting new products and services will create substantial value for the economy.  Not surprisingly,  however,  there is tremendous uncertainty about which business models, companies, and industries will capture a large share of the value for their shareholders.  As in the past, many will fail all together, and many survivors will pass on most of the benefits of the new products and markets to consumers.  This uncertainty is also reflected in the record high levels of volatility in the stock market, particularly the NASDAQ.

Valuing companies in this environment is extremely difficult, but that does not mean that the fundamental principles of valuation have changed.  Over time, a company’s value is still driven by its perceived potential to generate profits and cash flow over the long term.  However, in the short-term a host of dynamics can drive valuations to extreme levels, such as supply/demand imbalances, the increase in momentum and other short-term trading strategies and the increasing role of individual investors relative to institutional investors.

In this uncertain environment, historical financial performance is a less relevant indicator of a company’s ability to create value in the future.  In response, investors have focused their attention on key operating and strategic indicators and qualitative factors, such as management strength, to differentiate winning and losing companies.  The companies themselves have voluntarily provided important non-financial information to help investors assess their value.

approaches to disclosure and reporting 

We expect and encourage managers and investors to continue the search for innovative information that will help the capital market improve the valuation of companies.  Furthermore, we recognize that the rapid evolution of the best techniques and the diversity of relevant measures across industries make it difficult to prescribe specific measures that would be useful to investors.  However, we do believe that steps can be taken to improve the quality of information provided to investors.

Although we are recommending improvements in the information provided to investors, we recognize that the underlying uncertainty about how these new markets and companies will develop will not go away.  Consequently, even with better investor information, high volatility in the shares of these companies will continue for some time.

In the following sections, we begin a discussion of the possible changes to current disclosure.  The topics are primarily based on comments from panel members during our individual discussions.  To ensure that all ideas are reviewed and debated we have attempted to include all suggestions by panel members to date.  The ideas that follow should be viewed as a discussion starter and organizing framework to facilitate debate by the panel.  In some cases, the disclosures suggested below are not totally absent today, but either the quality of the information is lacking or the information is not presented with sufficient regularity.

General Principles

During our discussions, it became clear that, in addition to specific information disclosures, several broad principles merited discussion:

· Providing simultaneous and equal access to all investors

· Using third parties to verify or support non-financial information

· Selecting a regulatory versus market driven approach to disclosure

· Creating an environment that encourages quality disclosure.

Simultaneous and equal access for all investors.  The internet has radically changed the way companies can communicate with investors.  It is now possible to provide information to all investors almost simultaneously and at very low cost.  Given that cost is no longer a consideration, it is hard to see why some investors and analysts are given more information than others.  Therefore, a case can be made that all formal communications should be equally and simultaneously made available to all investors through a company’s web site.  This would include annual and quarterly reports, SEC filings, press releases, investor conference calls transcripts or recordings, and any written documents, transcripts or recordings from presentations to groups of analysts and investors.  Companies could be asked to go further, as well, by broadcasting investor/analyst presentations live on their web sites.  Several companies already provide much of this information to all investors and some allow access for any interested party to its quarterly conference calls by broadcasting them on its web site.  These disclosures need not include informal discussions with individual investors or analysts, so the additional burden on companies would be minimal.  

It might be argued that many individual investors will not understand all the information that they would be provided under this proposal or that they would be overwhelmed with data.  Individual investors already have access to a large amount of technical, hard to interpret, information that is filed with the SEC.  Surely, the information in analysts presentations is more relevant and less confusing than many SEC filings.

Third party verification.  Some panel members suggested that investors could benefit from some form of third party verification of non-financial information, similar to the way auditing firm provide opinions on financial statements.  Currently, information on key operating metrics or market size data is provided voluntarily by companies based on their own internal definitions, with no external verification.  While companies today cannot provide fraudulent information to investors, operating data is subject to some manipulation and interpretation.  In addition, market research and survey firms already collect and report some important operating information, although it is not clear that they would want to get into the verification business.

Clearly, investors would benefit from third party verification, but the panel should address the benefits to investors relative to the costs that would be introduced.  The panel might consider the following questions:

· Is there any evidence that non-audited operating information currently provided to investors is misleading and could be corrected with third party verification?

· Would a requirement for third party verification reduce the amount of information companies provide to investors as companies try to reduce the cost of verifying too much data and would be concerned about reporting non-verified data?

· Would it be possible to define exactly what information would require verification or could companies choose?  What role would industry groups play in defining information to be verified?

· Are the benefits likely to outweigh the substantial costs of verification?  Would the requirement for verification introduce unacceptable time delays in reporting information?

Regulatory versus market driven approach to disclosure.  While we detect little support on the panel for more regulation, the group should develop a view on whether the specific ideas discussed below – to the extent they are supported by the panel – should be considered guidance as to what constitutes best practice and should be adopted voluntarily or whether they should be required disclosures.  For now, we are assuming that most of our recommendations would be positioned as best practice guidance.

Supporting this assumption is the argument that the market moves too fast for regulation to keep up with the needs of the market.  We are already seeing how companies and the market learn together and adapt information tailored to the needs of investors.  In other words, the interaction of companies and investors works better than outside regulation.  Others would argue, however, that without regulation, companies would not disclose any information whatsoever.  They would contend that everything disclosed in today’s marketplace has somehow been forced out by governing bodies.

Environment that encourages quality disclosure.  Regardless of the specific recommendations of the panel, there is also a sense that the SEC should be encouraged to create the right balance of incentives to companies to disclose high quality information.  This might include “safe harbor” provisions (protection against legal liability) for forward looking or other non-audited information.  At the same time, there would need to be penalties for information that deliberately misleads investors.  We would look to the panel for suggestions on ways to create the right incentives for companies to provide quality disclosure.

SPECIFIC REPORTING/DISCLOSURE ISSUES

Members of the panel suggested a number of specific information disclosure improvements, which we have organized into the following seven categories to facilitate the discussion:

· Historical financial statements/accounting

· Forward looking financial statements/business plans

· Strategic assessment of the company

· Technology and intangible assets

· Operational performance metrics

· Management

· Founding investors.

Historical financial statements/accounting.  This panel was asked specifically not to address technical accounting issues.  Yet a number of panel members mentioned that certain topical accounting issues are particularly important to high growth technology and internet companies.  These include:  recognition of barter revenues, recognition of total revenues versus commissions only, writedowns of in-process R&D when a company is acquired, frequent restructuring charges, purchase versus pooling accounting for acquisitions, and accounting for employee stock options.

While it is beyond the scope of this panel to make specific recommendations on these technical issues, it has been suggested that the panel make a general recommendation in favor of transparency and simplicity in these matters.  For example, in these case of employee stock options, it is probably more important that the number, terms and potential value of employee stock options be clearly explained and highlighted regardless of whether the value of option grants is deducted from income in the period issued.   If the information is transparent and simply presented, investors will be able to assess the impact on the company’s value themselves.

Perhaps the panel could also discuss whether or not the company or auditors should be required to highlight or bring to the attention of investors potentially important accounting issues that affect the value of a company so that investors do not have to search to separate material from immaterial items.

Forward looking financial statements/business plans.  No venture capitalist would invest in a company without a business plan that lays out the potential long term economics of the company.  Why should the public market be given much less information?  It can’t be that public market investors are taking more risk when companies are going public within months of their latest venture funding.

Ideally, investors would like to know the following:

· Potential revenues, margins and capital requirements (fixed assets and working capital) once the company begins to mature.

· When the company will become self-financing and how much capital will it need to get there?  When is the next round of financing likely to be needed?

· What intermediate milestones has the company established for itself and what has been its progress in meeting those milestones so far?

Under the current legal framework companies are naturally reluctant to share projections with the public for fear of not meeting the projections and being sued by investors.  Even if this obstacle could be removed, additional arguments against public disclosure could include the following:

· Disclosure of business plans to the public would also mean disclosure to competitors, creating a competitive disadvantage to publicly listed companies.

· Public market investors, particularly individuals, might be less sophisticated than venture capitalists and, therefore, less able to analyze and interpret the projections.

· It is impossible to predict the future with any accuracy, especially the financial performance of new companies in new markets, thereby rendering projections wild quesses at best.

Strategic assessment of the company.  Investors will typically develop a strategic assessment of a company they are evaluating as a foundation for their financial analysis and valuation.  Would it make sense for the company to provide its own assessment to investors as well?  It could include the following:

· The definition, current and projected size of the relevant markets in which the company participates.

· The competitive dynamics of the industry, including number and size of competitors, entry/exit barriers, basis of competition (eg., price, innovation, quality, different business models), and other factors.

· The company’s competitive position, including quality of products, strength of business model, cost base, relationships with suppliers, customers and key partners.

Some of this information is currently disclosed in SEC filings, but often in a way that reduces the value of the information to investors.

The challenges in making such an assessment would include specifying exactly what companies must disclose, deciding whether only facts should be disclosed or whether companies would be able to present an opinion on qualitative factors, and ensuring that the quality of disclosure is high.

Technology and intangible assets.  Intangible assets, such as specific technologies, intellectual property, or technological capabilities, brands, business processes, customer information and alliances, are the means by which companies create attractive products or services for customers.  These are particularly important for technology based companies.  It has been suggested that companies be required to disclose important information about their key intangible assets, particularly technologies and technological capabilities.

Key issues that would need to be resolved regarding disclosure of intangible assets include:

· What intangibles should be disclosed or who should decide what is disclosed?  In many cases, only the company itself knows what are its most important intangible assets.  Often, the most important intangible is the company’s ability to bring together and exploit an entire set of intangibles, not the intangibles themselves.  For example, the most important intangibles for a drug company may not be its specific patents, but rather its organizational ability to generate new drug ideas, and to successfully bring those ideas to market.

· Should intangibles be valued as separate assets or just described?

· Should only quantifiable intangibles be disclosed, eg., number of patents, number of PhD researchers, number of alliances, brand recognition measures?

Operating performance metrics.   Historical financial performance has traditionally provided a strong indication of future financial performance.  Investors could use historical performance as a base for building their expectations of future performance.  The financial statements of newer companies, however, provide little guidance about their long-term potential.  While non-financial measures have always been used by investors, their importance has been magnified by the reduced relevance of financial statements.

For the most part, as investors have asked for more operational information, companies have responded well.  You now see many technology and internet companies providing all sorts of operational data on a regular basis (such as number of new customers, customer retention, revenues per customer, and on).  Certainly such disclosures should be encouraged.  The primary question for this panel, however, is whether there should be some more systematic disclosure requirements or whether market forces should drive these disclosures.

One approach would be to suggest the reporting of predefined operating measures.   The primary difficulty with suggesting specific measures is that relevant measures will vary considerably by industry and even subsegments of industries.  Even within an industry, the importance of various measures changes.  For example, at an early stage of a company’s life, customer attraction may be important, while customer retention may be more important for later stage companies in the same industry.  Perhaps, industry groups could be encouraged to define relevant performance measures.  Even then, performance measures are constantly evolving, as investors, analysts, and companies learn more about what drives performance and as industry structures and products change.  Any mandated set of measures runs the risk of being outdated even before they are introduced.

An alternative would be to suggest regular (say quarterly) reporting of key operating measures, with the specific measures to be determined by the company.  Companies could be directed to regularly report key operating measures and be required to explain clearly when any measures are dropped or modified.  (Would even this be too burdensome for highly diversified companies?)

Management.  For most investors and venture capitalists, the quality of management is often the most important determinant for investment decisions.  Yet, some panel members suggested that disclosures about management were insufficient.  In addition to the typical biographical information already disclosed, additional disclosures for discussion could include:

· Record of past successes and failures

· How much of their time will be devoted to this company

· A summary of employment contracts

· How much of key managers’ net worth is tied up in the company (would be highly controversial but worthy of discussion).

Founding investors.  For younger companies, the background and intentions of the founding investors is extremely important to new investors.  The founding investors often help management develop the company.  Venture capitalists and other founding investors also develop reputations for spotting attractive investments.  However, the interests of the founding investors are not always in line with those of the public market investors.  Accordingly, the following disclosure could be considered:

· Track record of founding investors.

· How long do founding investors typically hold shares after an IPO?

· What are founding investors’ intentions with respect to selling shares in this company?

The above information could be disclosed in the IPO prospectus and updated in annual and quarterly reports.  It was also suggested that share transactions by founding investors should be disclosed earlier than current requirements.

* * *

We hope you find this document helpful in structuring the panel’s thinking on the issues and we look forward to an engaging meeting with you on May 23.

( This working paper is solely for purposes of discussion by the panel members.  It does not purport to reflect the views of any panel member or the panel as a whole.





� A related comment from a panel member was whether IPO lock-up restrictions were good for public market investors.  It could be argued that if there were no lock-up provisions for insiders, the IPO price and subsequent short-term trading would more accurately reflect the value of a company because the short-term supply-demand imbalance would be reduced.
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