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Abstract
Estimates of the effective investment horizon of global stock markets generally fall between
six months and three years. Many view this as myopic, with policy makers and consultants
arguing that adopting longer-term investment horizons would be a Good Thing. McKinsey
(2017) finds that firms classified as 'long-term' in their approach "outperform their shorterterm peers on a range of key economic and financial metrics." However, Lawrence Summers,
among others, has taken issue with these findings. This presentation argues that the global
trend toward ESG integration pushes investors into a longer term outlook. Key exclusions
move the portfolio away from potential long-tail liabilities, and better ESG practices appear
to be associated with wide business moats, which in a DCF framework increases the value of
the perpetuity term, as shown in diBartolomeo (2010), Kurtz (2016), and Hale (2017).
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Topics
• The short-termism debate
• Time horizon of the market
• ESG and long-termism
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The short-termism debate

4

In 1971 George Allen was
hired by the Washington, D.C.
football team, and he led
them to the championship
game in 1972.
But the team’s performance
subsequently deteriorated,
and he was fired in 1977.
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An ongoing concern in the U.S.
Hayes and Abernathy (1980): “Managing Our Way to Economic Decline”
Our managers still earn generally high marks for their skill in improving short-term
efficiency, but their counterparts in Europe and Japan have started to question
America’s entrepreneurial imagination and willingness to make risky long-term
competitive investments. As one such observer remarked to us, “The U.S.
companies in my industry act like banks. All they are interested in is return on
investment and getting their money back. Sometimes they act as though they are more
interested in buying other companies than they are in selling products to customers.”

Porter (1992): “Capital Disadvantage: America’s Failing Capital Investment
System”
The U.S. system first and foremost advances the goals of shareholders interested in
near-term appreciation of their shares—even at the expense of the long-term
performance of American companies. It is flexible, capable of rapidly shifting
resources among sectors—even if this is not the path to innovation, dynamism, and
improved productivity.
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Evidence of management myopia
Graham Harvey, and Rajgopal (2005)
•

We find that the majority of [U.S. financial] managers would avoid initiating a
positive NPV project if it meant falling short of the current quarter’s consensus
earnings [forecast].

Edmans, Fang, and Huang (2017)
•

When vesting equity increases, stock returns are more positive in the two
quarters surrounding both repurchases and M&A, but more negative in the two
years following repurchases and four years following M&A.

•

These results are inconsistent with CEOs buying underpriced stocks or
companies to maximize long-run shareholder value, but consistent with these
actions being used to boost the short-term stock price and improve the conditions
for equity sales.
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Now McKinsey says corporate short-termism is on the rise...

Source: Barton et al (2017)
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...and that firms with a long-term view do better

Source: Barton et al (2017)
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Characteristics of long- and short-term firms (McKinsey)

Source: Barton et al (2017)
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Policymakers getting involved

Source:: Twitter
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Kaplan critique (1) - things are going very well
“By any measure, today is the long-term that U.S. companies supposedly have underinvested
in since the 1980s. Accordingly, the short-term logic implies that U.S. business should be
performing poorly today. But that is unequivocally not the case.”

Source: Kaplan (2017), chart via Yardeni.com
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Kaplan critique (2) - the market expects good things
“The short-term argument that U.S. companies are underinvesting in the future implies
that future expected growth should be lower today than in the past... [T]herefore, P/E
ratios should be historically low... [but] P/E ratios today are historically high. “

Source: Kplan (2016), chart lk modification of CAPE chart from Robert Shiller, Yale University
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Kaplan critique (3) - Amazon etc.
“Companies like Amazon and Tesla have been rewarded by the stock market with
very high valuations despite going through long periods of negative cash flow.”

Source: Kaplan (201), chart source: bigcharts.com
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Time horizon of the market
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“

[T]oday shares are held, on average, less than 10 months. Should
managers really regard such investors, whose investment
horizons are shorter than the most nearsighted of managers, as
stakeholders whose value they ought to maximize? Perhaps it is
time for companies to adjust the paradigm...

Source: Christensen and Anthony (2007)

”
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UK ‘Kay Review’: short termism undermines confidence

“ Financial intermediation depends on trust and confidence... Trust and
confidence are the product of long-term commercial and personal
relationships: trust and confidence are not generally created by
trading between anonymous agents attempting to make short term
gains at each other’s expense.

Source: John Kay. The Kay Review of UK Equiy Markets and Long-Term Decision-Making, July 2012

”
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Global market turnover has fallen since the crisis...
Turnover - value of shares traded divided by their market capitalization
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Source: World Federation of Exchanges database via World Bank

...but still looks high
Implied U.S. horizon in years (1 / Turnover %)
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Source: World Federation of Exchanges database via World Bank, lk analysis

Investors’ self-reported horizons

Source: Krüger, Sautner, and Starks (2018) – survey of attendees at three institutional investment conferences, 2017-18
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Most of the value in a DCF model is beyond five years

Simple DCF based on 6% growth in
free cash flows, 8% discount rate.
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Cisco example
Percent of enterprise value of $197.8 bn accounted for by first five years’ free cash flow
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Source: Morningstar DCF model for Cisco, 1021/18 and lk analyssi

Near-term earnings account for just 15% of market price
Present value of FY0, FY1, and FY2 earnings / current stock price for all S&P 500 stocks

Median: 15%

23
Source: Bloomberg, lk analysis

The market values a long-term orientation

Source: Flammer and Bansal (2016)
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4-factor alpha of stocks by investor time horizon
Five year holding periods, 1980-2012

Source: lk chart based on Table 3 in Lan, Moneta, and Wermers (2018)
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Cremers and Pareek: traders subsidize investors
Equal Weighted Five‐Factor Alpha of Net Returns for U.S. mutual funds, 1990-2013

find that among high Active Share portfolios only those with patient investment
“ [W]e
strategies are able to outperform their benchmarks on average. Funds which trade
frequently generally underperform their benchmarks, regardless of Active Share.

Source: Cremers and Pareek (2016), lk chart from data presented in Table 3, Panel B

”
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ESG and long termism
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“

[Calpers] is in it for the long term — it has an investing horizon of
forever. And if the world is increasingly a bad place, the companies
in it will be, too. Consequently, in a world it hopes to be in forever,
Calpers has an incentive to consider the broad picture.

Source: Steven Davidoff Solomon, “The Thorny Task of Advocating God Corporate Behavior.” New York Times, March 24, 2015.

”
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Responsible stocks have longer expected lives
Starting with Merton (1974), financial researchers have long understood the theoretical links between
equity risk and credit risk. While “structural models” of credit risk such as Moody’s-KMV have been
available for some time, we have developed a new approach for the use of such models. In our
approach, we derive the market-implied expected life of a firm based on the firm’s stock price,
balance sheet leverage and the equity risk forecast from our models...
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Source: DiBartolomeo (2010)

Morningstar: sustainable firms are financially stronger

Source: Jon Hale, “Sustainability and Quality Go Hand-in-Hand”, Morningstar, March 2017.
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Subramanian: ESG signals bankruptcy risk

“

An investor who only bought stocks with above-average Thomson
Reuters’ Environmental and Social scores five years ahead of a
company’s bankruptcy would have avoided 90+% of the bankruptcies
that occurred in the S&P 500 since 2005.

Source: Subramanian et al (2018)

”
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Responsible indexes have more wide moat firms *
Large cap U.S. stocks covered by M’star, by moat status and inclusion in MSCI KLD 400 iShare

Source: lk analysis based on Morningstar and Blackrock data, 10/21/18
* As defined by Morningstar – see Brilliant and Collins (2014)
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Morningstar: sustainable firms have wider moats

Source: Jon Hale, “Sustainability and Quality Go Hand-in-Hand”, Morningstar, March 2017.

33

Built to Last companies, ca. 1994

Source: Graves and Waddock (2002) – see Appendix for characteristics of these companies
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Graves and Waddock employee relations comparison

Source: Graves and Waddock (2002)
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The Built to Last companies have lasted

Source: Collines (1994), Graves and Waddock (2002), lk analysis
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Source: Sustainability Accounting Standards Board – materiality.sasb.org. See also Lydenberg, Wood, and Rogers (2010)
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Concluding thoughts
I.

There’s a lot of myopia.
 Both the markets and corporate managers appear to be focused
on results over the next few years, even though for most firms the
majority of value will be realized long after that.

II. There are opportunities...but the toolkit is not well-developed.
 Incentives are an important clue as to management’s intentions
(Flammer, Edmans).
 ESG factors could play an important role in identifying firms with
superior long-term prospects.
 ESG standards and metrics are improving, e.g., SASB standards.
III. Focus should be on characteristics predicting resiliency – the
ability to deliver over the long term in a variety of different
scenarios.
 This might sometimes look suboptimal
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Appendix: Characteristics of Built to Last companies
•

Not dependent on a single leader. “[C]an prosper far beyond the presence of any
single leader and through multiple product life cycles.”

•

“[E]xplicitly and prominently articulates a consistent set of high ideals.”

•

“[A]n organization... must be prepared to change everything about itself except [its
basic] beliefs... The only sacred cow in an organization should be its basic
philosophy of doing business.” - Thomas Watson, IBM

•

Ambitious goal setting - BHAG: Big Hairy Audacious Goals

•

“Cult-like cultures.”

•

“Try a lot of stuff and keep what works.”

•

“Home-grown management.”

•

“Good enough never is.”

•

“[T]ranslation of its core ideology... into goals, strategies, tactics, policies,
processes, cultural practices, management behaviors, building layouts, pay
systems, accounting systems, job design—into everything that the company
does.”

Source: lk selected quoteations from Collins and Porras (1994)
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