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Dear Vince,

I enjoyed our conversation in Houston very much. I look forward to working with you on an article with John Martin and I will be sending out a summary of topics we could address.

I want first to address an issue you raised in our meeting, though. I have read the Fortune piece “Is Enron Overpriced?” and reviewed our data regarding “current operations value” (COV) and “future growth value” (FGV). The data shows that while investors expect Enron’s performance to be higher in the future (thereby justifying higher share prices now) these expectations are not proportionately as high as they are for other large capitalization companies and comparable energy firms. 

Much of Bethany McLean’s confusion stems from the use of inadequate measures in general and “multiples” in particular.  Accounting-based multiples are not based on economic concepts. McLean really should know better. Her colleague Geoff Colvin has explained why such multiples are misleading in several articles over the years. For example, companies with less debt and more equity on their balance sheet tend to trade for lower P/Es. Accounting charges for the use of debt (i.e. interest costs) but does not charge for the use of equity. More debt and less equity means that there will be lower reported accounting profits but does not mean that the enterprise will be worth less (in fact, the contrary is usually the case because of the interest tax shield). 

Colvin’s article in the December 18, 2000 issue of Fortune presents companies in terms of their EVA performance (which does include a charge for the use of equity capital) and employs the important concepts of COV and FGV.  I have attached that article as pdf file.  COV and FGV are technical terms we at Stern Stewart use to discern what current share prices imply about what EVA improvement investors expect to see over time.

COV + FGV = Market Value (MV of Equity +Debt)

COV is what a company would be worth if its EVA never changed in the future. It is computed by taking a company’s invested capital and adding the capitalized value of EVA generated over the last year. The capitalized value of EVA is the level of EVA divided by the company’s cost of capital (usually in the 7-12% range). If a company were generating an after-tax return just sufficient to cover the cost of capital, its EVA would be zero and its COV would therefore just equal its invested capital.

Very few companies fail to be valued at more than their COV, however. The market places an additional value premium, which we call FGV, on the vast majority of firms. This reflects investor’s reasonable expectations that managers will improve on their current situations. 

How does Enron’s FGV as a proportion of total market value compare with other leading companies? There appears nothing remarkable about it. Our preliminary year 2000 figures indicate it is about 73%. This is higher than it was a few years ago, but much less than almost all the highest market capitalization companies in the Stern Stewart Performance 1000 that Fortune publishes annually. 

I have included some of these figures in a PowerPoint presentation attached to this email as well.  I would very much like to discuss the implications of this with you. I think they substantially refute the claims that Enron’s valuation is excessive in comparison with similar firms. Please call me at 212-261-0740 or my assistant Melissa Jose at 212-261-0724.  I will actually be in Houston Wednesday afternoon and could drop in to see you again.

Best regards,

John L. McCormack
Stern Stewart & Co. Here
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