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A CEO Survey of U.S. Companies’

Time Horizons and Hurdle Rates

James M. Poterba ® Lawrence H. Summers

ASURVEY OF CEOs AT FORTUNE 1,000 FIRMS ASKED ABOUT THEIR FIRMS' HURDLE
RATES AND TIME HORIZONS. SURVEY RESULIS SUGGEST THAT MOST U.S. FIRMS
use hurdle rates that are higher than standard cost-of-capital analyses would suggest.
The average discount rate applied to constant-dollar cash flows was 12.2 percent, dis-
tinctly higher than equity holders’ average rates of return and much higher than the
return on debt during the past half-century. At the time of the survey, the fall of
1990, U.S. CEOs believed that their firms had systematically shorter time horizons
than their major competitors in Europe and (especially) Asia. U.S. CEOs also thought
that government policy is a powerful agent affecting corporate planning horizons.
They saw several policy reforms, including a cut in corporate tax rates, a permanent
R&D tax credit, a corporate tax deduction for dividend payments, and a credible
commitment to a stable tax policy for the next decade, as policies that could lengthen
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he competitiveness of U.S. corporations, partic-

ularly manufacturing firms, declined during the

1980s. The decade witnessed serious inroads by
foreign firms into traditional domestic markets. In capi-
tal goods, for example, the import penetration ratio rose
from less than 15 percent to nearly 40 percent. Some in-
dicators of U.S. competitiveness have stabilized or shown
some improvement in the first half of the 1990s, largely
as a result of exchange rate movements and a strong
U.S. macroeconomy. However, the productivity of for-
eign manufacturers, notably those in Japan, has grown
faster than that of U.S. firms for more than two decades.'
This trend suggests that foreign corporations will con-
tinue to present stiff challenges to U.S. firms in the years
ahead.

Many explanations have been advanced for the decline
in U.S. industrial competitiveness during the 1980s.
They frequently assign a central role to differences in the
willingness of U.S. and foreign firms to forgo short-term
returns in favor of long-term rewards. These differences
in “time horizons” can manifest themselves in differ-
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ences in R&D, plant, and equipment investment; train-
ing for workers with firm-specific skills; and willingness
to undertake long-term market development programs.
The interest in corporate time horizons has generated a
lively academic and policy debate about the cost of capi-
tal facing firms in different nations. The cost of capital
is an important component of the discount rate used in
evaluating long-term projects and is increasingly viewed
as a source of competitive advantage or disadvantage in
world markets.?

Although the time horizons of U.S. firms have been
implicitly at issue throughout the debates on competi-
tiveness policy, there is litde direct evidence on corpo-
rate planning horizons or on their changes during the
1980s.* In this study, we attempt to bridge the gap be-
tween analytical studies of corporate capital budgeting
and the policy debate on corporate competitiveness.

To investigate corporate time horizons and hurdle
rates, we surveyed the CEOs of all firms in the Fortune
1,000. We asked them to describe their capital budget-

ing practices, provide information about hurdle rates
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and other determinants of their firms’ time horizons,
and evaluate the effects of a number of different policies
on their firms’ investment planning horizons. Here we
report our survey findings, which focus on hurdle rates,
the capital budgeting process, and the effects of various
factors on investment in R&D and physical assets.

First, we describe the survey and summarize informa-
tion on the firms whose CEOs responded. Next we ana-
lyze the responses on current discount rates and other
indicators of corporate time horizons and compare the
situation at the end of the 1980s with previous years. In
the third section, we investigate the relative time hori-
zons of U.S. and foreign firms, providing clear evidence
that U.S. CEOs view their companies as more short-
sighted than their foreign competitors. The small sam-
ple of foreign CEOs we surveyed shares this opinion.
Finally, we evaluate the CEOs’ responses to the effects
of hypothetical changes in the economic and policy envi-
ronment, including taxes, corporate control regulations,
interest rates, and stock prices, on their firms’ time hori-
zons.

The Survey Design

In the fall of 1990, we mailed a four-page questionnaire
to Fortune 1,000 firms with a cover letter from John
Young, chairman of Hewlett-Packard and the Council
on Competitiveness, and Dean John MacArthur of the
Harvard Business School.* Four months after the initial
mailing, we sent a follow-up questionnaire and cover

ost CEOs indicated that
hurdle rates play an
important part in their

firm's capital budgeting process.

letter to firms that had not responded.” The question-
naire consisted primarily of multiple choice and fill-in-
the-blank questions but also allowed CEOs to write es-
says. Few chose to do so, so our analysis focuses on the
structured questions.

Of 263 responses, thirty-five indicated that the firm
does not answer surveys. Four surveys were returned as
undeliverable. We received 228 surveys with responses
to some questions, and most were quite complete.
Unfortunately, sixty-eight CEOs who returned surveys
did not identify their firms, so we could only match
data on operating and financial characteristics to re-
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Table 1 Industry Composition of Identifiable ‘
Sample Firms

Industry Number of Responses
Manufacturing 97
Transportation, communication, and utilities 20
Finance, insurance, and real estate 20

Wholesale and retail trade 1

Services 5
Construction 4
Mining 3
Total 60 |

spondents for 160 surveys. We nevertheless include the
unidentified responses in our overall tabulations of sur-
vey responses. Difficulty in finding some characteristics
of certain firms that we could identify limited our data
yield even further.

The Fortune 1,000 includes industrial and other
companies. Because most international trade involves
manufactured goods, many discussions of competitive-
ness focus on manufacturing firms. Table 1 shows the
industry mix of responding firms. We received ninety-
seven identifiable responses from manufacturing com-
panies. In our analysis, we present results for three sets
of firms: all respondents, all nonfinancial firms, and all
manufacturing firms.

The low response rate calls for caution in interpret-
ing the findings. One dangerous type of bias, which we
have no way to evaluate, is the possibility that CEOs
who are particularly concerned about shortsightedness
in U.S. companies were more likely to return the ques-
tionnaires. This bias could mean that our sample does
not represent the corporate population at large. There is
no way to judge this possible bias without further infor-
mation on nonresponding firms.

Time Horizons and Discount Rates

Most CEOs indicated that hurdle rates play an impor-
tant part in their firm’s capital budgeting process. The
average response placed hurdle rates between “very” and
“somewhat” important. Only 10.3 percent of manufac-
turers and 8.8 percent of all sample firms rated hurdle rates
as unimportant. We found no strong correlations between
firm characteristics, including financial structure as well as
CEO background, and the importance of hurdle rates.
We asked CEOs what fractions of their firms’ R&D
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budgets were devoted to projects with
no expected payoffs in the next five Table2 Summary Measures of Corporate Time Horizons
ears. We allowed respondents to select i . . . . .
¥ Rk P Indicator of Time Horizon All Nonfinancial Manufacturing
from a range of intervals, such as 0 per- _ . , ,
Fraction of R&D in long-term 21.1% 21.7% 22.6%
cent to 10 percent or 10 percent to 30 projects
percent. To summarize these interval
responses Wlt.h means an.d similar mea- Importance of hurdle rates in 16 16 16
sures, we assigned each interval’s mid- capital budgeting process
point to each response and calculated
. Real hurdle rate 12.2% 12.2% 11.6%
standard summary statistics. Table 2 |
shows the results of these calculations.  Percent that would increase 20.7% 19.3% 19.0%
The mean share of R&D devoted to investment if stock market
long-term projects was 21.1 percent. cametiy valued fong-term
K Investments
For manufacturers, the average fraction
was 22.6 percent. (Figure 1 shows the Time horizon relative to:
distribution of responses to this ques- LS. sompefitos £ 24 24
. d disol ‘derable h European competitors 3.2 3.1 3.1
tion and dispidys constderable hetero- Asian competitors 38 37 38
geneity.) Less than half of respondents
. . Note: For time horizon, 1 =longer; 5 = shorter. Responses to the “importance of hurdle rates” question were
mdlcated a long_term R&D Share be' coded O if the respondent indicated hurdle rates were “unimportant,” 1 if “somewhat important,” and 2 if “very
tween 10 percent and 30 percent, the | important”
\

interval that includes our estimate of
the sample average value.

When we asked CEOs about the proportion of the
R&D budget devoted to long-term projects ten years
carlier, their average response was 18.6 percent (22 per-
cent for manufacturing companies). These results do
not suggest that corporate time horizons became shorter
during the 1980s.

We asked CEO:s to report their firms’ hurdle rates and
whether the particular rate applied to nominal or con-
stant-dollar cash flows. The question asked for the hur-
dle rate that the firm would use to discount after-tax
earnings from a typical investment project in the firm’s
largest division. Two-thirds, 66.2 percent, reported nom-

inal values. We converted nominal to real rates by as-
suming a long-term expected inflation rate of 5 percent
per year, which seems approximately consistent with pre-
vailing wisdom at the time of the survey. This calcula-
tion yields an average real hurdle rate of 12.2 percent for
the full sample and 11.6 percent for manufacturers.®

The real discount rate implied by the responses is well
above the historical real return on either debt or equity
in U.S. financial markets. Since the mid-1920s, the aver-
age annual real return on corporate bonds has been less
than 2 percent, and that on corporate equities has been
approximately 7 percent.” The average real discount rate
in our sample also exceeds most estimates of the pretax
profit rate of U.S. nonfinancial firms?

Figure 1 Fraction of R&D Devoted to Long-Term Projects

All Firms

Manufacturing Firms Only

Share of Firms
N
T
Share of Firms
N
T

These disparities raise an important
question about the link between the
variables that financial economists
focus on when measuring the cost of
capital and actual corporate practices.
It is important to recognize that,
while changes in the cost of capital and
related factors that affect the artractive-
ness of long-term versus short-term in-

vestment will affect hurdle rates, these
factors are not the only determinants
of hurdle rates. Risk considerations

EllEm
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50 70% also affect the cost of capital, and one

factor that could contribute to interna-
| tional differences in hurdle rates is dif-
| ferential investment risk.
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Some managers may set hurdle rates above their re-
quired returns as a way to correct for overly optimistic
cash flow projections in the projects they are asked to
consider. This practice will inadvertently shorten corpo-
rate investment horizons. For example, consider a firm
that has two projects, one lasting five years, the other
ten years, with equal net present values when their cash
flows are truthfully reported and they are discounted at
the firm’s cost of capital. Assume that each project in-
volves an up-front cost and then generates a stream of
positive cash flows. If project proponents overstate the
cash flows for each project by 10 percent in each year,
and if senior management responds by raising the hur-
dle rate instead of scaling back cash flow projections,
then the five-year project will appear to dominate the
ten-year project when the managers compute their pre-
sent values.

Most firms have more than one hurdle rate and vary it
as a function of the type of project being considered. We
asked the CEQs for the range of hurdle rates they use for
sundry projects. The average difference between the high-
est and lowest hurdle rate is 11.2 percent (12.4 percent in
manufacturing). (Figure 2 shows the distribution of the
differences between the high and low rates.) Almost half
the firms reported differences of more than 10 percentage
points. To explore the source of such differences, we
asked an open-ended question about the types of projects
that are evaluared with high and low hurdle rates. The
relatively few responses to this question suggested that
strategic projects, such as entering new markets or de-
fending market share, have low hurdle rates.

While about two-fifths of all firms and nearly half of
the manufacturers use real hurdle rates between 10 and
15 percent, there are many with values substantially
outside this range (see Figure 3). One-third use hurdle
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rates below 10 percent, while more than 10 percent
have real hurdle rates in excess of 15 percent. The most
common rate, reported by one-fifth of the respondents,
is 10 percent. This could reflect either a response of a
real hurdle rate of 10 percent, or a nominal hurdle rate
of 15 percent.

Obviously, there is no reason to expect all firms to
have the same hurdle rate; differences in the risk of typi-
cal projects or in access to capital markets could explain
the variances. Do interindustry differences account for
most of them? We estimated average hurdle rates for
each of the two-digit SIC code manufacturing indus-
tries in our sample but found no statistically significant
differences. In part, this conformity reflects the small
number of firms in our data set for many two-digit in-
dustries. Industry affiliation explains only 12 percent of
the variation in hurdle rates within manufacturing,

Even if industry affiliation does not predict a firm’s
hurdle rate, other observable variables may. By merging
our survey responses on hurdle rates with data from
Standard and Poor’s Compustat database, we were able
to explore the association between hurdle rates and a
number of financial and related variables. The variables
we tested for effects on hurdle rates included the P/E
ratio, beta, the dividend-price ratio, the current ratio as
a measure of leverage, the market-to-book ratio, and
Tobin’s q ratio (the market value of the firm’s outstand-
ing financial claims divided by the replacement cost of
its assets). We also studied the link between time hori-
zons and the fraction of institutional holdings or the an-
nual turnover rate of the company’s stock. Including
these variables allowed us to test the proposition that in-
stitutional investors, which trade more frequently than
other investors, tend to shorten a firm’s time horizon.
Finally, we broadened our search for correlates of firm
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Figure 3 Real Hurdle Rates
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horizons by collecting several characteristics of the CEOs,
including tenure and MBA or finance background, and
tested whether they could explain corporate hurdle rates.

Table 3 shows bivariate regression coefficients from
simple linear regressions of the real hurdle rate on vari-
ous firms’ financial or management characteristics. The
results suggest that the set of variables can explain re-
markably little of the interfirm variation in hurdle rates.
The only variable for which we can reject the null hy-
pothesis of zero correlation at standard statistical confi-
dence levels is the current ratio, which has a high posi-
tive correlation. Firms with more current assets relative
to liabilities tend to exhibit higher real hurdle rates, and
an increase in the current ratio from one to two is asso-
ciated with a change of nearly 300 basis points in the
real hurdle rate.

We also found some evidence suggesting that firms
whose CEOs have a finance background exhibit hurdle
rates between 150 and 200 basis points higher than
those with CEOs from other backgrounds. Not surpris-
ingly, it is difficult to draw strong inferences from this
finding. It could reflect a tendency for finance-based
CEO:s to adopt high discount rates. On the other hand,
individuals with finance backgrounds may be attracted
to industries with shorter-term projects. The evidence
for a link between CEO background and firm horizons
is weakened by studying the correlations with the share
of long-term R&D, where there is a very weak negative
relationship, particularly among manufacturing firms.

A striking conclusion is that none of the traditional
financial variables that might proxy for risk, like the
firm’s stock market beta, correlates with hurdle rates (see
Table 3). That the price-earnings ratio, a standard input
to most cost-of-capital calculations, does not seem to af-
fect the firm’s discount rate is particularly surprising, al-
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though it is well understood that the P/E ratio depends
not just on the discount rate applied to corporate earn-
ings, but on the expected growth rate of those earnings
as well. Tt is also surprising that Tobin’s q does not ap-
pear correlated with corporate hurdle rates, since a firm
that consistently applied too low a discount rate in proj-
ect evaluation would likely experience a decline in the q
ratio.

Many allegations that U.S. firms have short planning
horizons identify certain aspects of financial markets,
such as some analysts’ short-term earnings focus, as key
contributing factors. This view implies that the stock
market may incorrectly value firms that are engaged in
long-term R&D or other projects. To assess this possi-
bility, we asked CEOs whether they regard their firms as
undervalued. Nearly three-quarters of them think so.
(One CEO told us that any respondent who answered
that the firm is overvalued should be fired.) When asked
to compare the undervaluation today and five years ago,
42 percent indicated that their firms are more underval-
ued today, 29 percent responded that the undervalua-
tion was roughly equal then and now, and the remain-
der think they are more properly valued today.

We also investigated whether these perceptions were
related to the characteristics of the CEOs or their firms.
The results, which we briefly summarize but do not re-
port in detail, suggested that the market-to-book ratio
and Tobin’s q ratio are negatively associated with the
probability that the manager views the firm as underval-
ued. However, none of the other variables we explored
and, in particular, none of the variables about CEO
background was associated with the probability of the
CEO’s views of undervaluation.

One manifestation of the managers’ concern with
market valuation is their close attention to investors.
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Table 3 Hurdle Rates and Financial Characteristics

Real Long-Term
Hurdle Rate R&D Fraction
Independent
Variable All Firms Manufacturing All Firms Manufacturing
P/E ratio -0.008 -0.018 -0.022 -0.096
(0.031) (0.036) (0.157) (0.181)
| Dividend -0.002 -0.002 0.010 0.007
payout ratio (0.002) (0.002) (0.010) (0.009)
Current ratio 1.889 1.891 -2.275 0.089
(0.633) (0.746) (3.155) (0.363)
Percentage change in EPS, 0.062 0.072 -0.222 -0.018
1979-1989 {0.057) (0.055) (0.274) (0.271)
Total equity return, -0.052 -0.039 0.025 0.040
1979-1989 (0.052) (0.057) (0.259) (0.259)
Beta -0.102 -0.067 3.905 -2.706
(1.411) (2.038) (6.765) (8.962)
| Market-to-book ratio -0.187 -0.287 -1.098 0.300
(0.170) (0.307) (0.845) (1.444)
Tobin's q ratio -0.043 -0.336 3.022 2.254
(0.622) (0.777) (3.072) (3.684)
Stock turnover rate 0.003 0.008 0.048 0.074
{0.007) (0.008) (0.041) (0.039)
Fraction of institutional holding -0.027 -0.055 -0.083 0.052
(0.024) (0.036) (0.122) (0.168)
CEQ tenure 0.081 0.118 0.305 0.120
(0.068) (0.084) (0.299) (0.333)
CEO finance background 1.471 1.904 -5.074 -0.085
(0.841) (1.099) (4.071) (5.077)
CEQ MBA 0.291 0.790 3.600 5.288
(0.838) (0.997) (3.991) (4.408)

Note: Each coefficient is estimated from a bivariate regression, and standard errors are shown in parentheses. To improve readability, we do not report the intercept terms from the
various regression equations. The first twa columns show the estimates of beta for the whole sample, as well as for manufacturing companies. We also estimate regression equa-
tions with the share of R&D devoted to long-term projects as the dependent variable. The estimation results for all firms and for the manufacturing subsample are shown in the third

and fourth columns
[

The average CEO reported 1.4 meetings per week with
money managers and market analysts, and estimated
that the firm’s CFO averaged 3.2 meetings with these
groups.

Undervaluation may or may not be of interest per se,
but it is of central concern with respect to investment
decisions. We therefore asked how much the firm
would increase its long-term investments if the stock
market properly valued those investments. The average
response, a 20.7 percent increase, suggests a nontrivial
effect from perceived misvaluation. There was substan-

48 POTERBA & SUMMERS

|
|

tial dispersion in the answers to this question. While 7.3
percent of the responding CEOs indicated that they
would bolster long-term investment by more than 50
percent if the market valued their stock accurately, 45 per-
cent responded that they would raise long-term invest-
ment by less than 10 percent.

When asked whether their firms had ever decided
not to undertake profitable investment opportunities be-
cause the stock market might penalize the decision, more
than three-quarters (81 percent) of the respondents said
that they had never passed up such opportunities, and
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fewer than 1 percent replied that they
passed them up frequendy. The appar- Figure 4 Comparison of Planning Horizons
ent inconsistency o.f thf.:se two.resu'lts U.S. vs. European
suggests some caution in making in- All Firms Manufacturing Firms Only
ferences about the effect of perceived & B
misvaluation on corporate investment.
A Ar

International and £ 3t E 3
Intertemporal Differences = 5 ,|
. . . g - @
in Time Horizons b= 2

2 AF 2 dF
Most of the past decades policy de-
bate about corporate time horizons 0 1 2 3 4 5 0 1 2 3 a4 5

has been stimulated by concern that
U.S. firms have horizons systematical-
ly shorter than firms in other coun-
tries. This is a difficult issue to re-

Longer

. U.S. vs. Asian
solve with a survey of U.S..managers Al s Manfacturing Eirs Oy
because they may have limited infor- . -
mation about foreign competitors’ ' '
planning practices. The alternative, Ar 4

surveying both U.S. and foreign man-

Planning Horizon of U.S. Firms

Shorter Longer Shorter

Planning Horizon of U.S. Firms

agers, also has drawbacks, since the
same question might be interpreted
differently. Nevertheless, we adopted
both approaches.

Share of Firms
o
T

Share of Firms
o
I

We asked U.S. CEOs how their
firms' time horizons compare with
those of their principal European
and Asian competitors. Not all re-
spondents answered both questions,
which presumably reflected the ab-

1 2
Longer

Planning Horizon of U.S. Firms

Note: A response of “5” indicates the U.S. firm's horizon is much shorter than that of competitiors, while a “1”
indicates a much longer harizon at the U.S. firm

o [
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Planning Horizon of U.S. Firms

sence of competition. (Table 2 shows
the average responses; Figure 4 displays their distribution.)

Most U.S. CEOs think their Asian competitors have
longer time horizons than they do. The average response
was 3.77 (3.80 in manufacturing), and all but 6 percent
of the respondents indicated that Asian competitors have
horizons ar least as long as their firms. The results for
European competiters are less striking: the average re-
sponse of 3.2 suggests slightly longer horizons at the
European firms, but 21 percent of the respondents be-
lieve their firm has a longer horizon than the European
competition.” Figure 4 shows that the intensity of CEO
opinion was much stronger with respect to Asian than
European competitors.

We also investigated the differences between U.S. and
foreign firms by sending our survey to fifty of the largest
firms in Japan, Germany, and the United Kingdom. Our
response rate, even after sending follow-up faxes, was very
low from Germany (4 percent) and low from the United
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Kingdom (16 percent). From Japan, however, the re-
sponse rate of 22 percent was comparable to that of the
U.S. survey. But we must emphasize that, even for Japan,
our sample size is very small and the results must be
viewed as only suggestive (see Table 4 for these responses).

The foreign firms devote much larger shares of their
R&D budgets to long-term projects than their U.S. com-
petitors do. The differences are marked — a factor of two
relative to U.S. firms and a factor of three for European
firms. Some apparent differences prevail in the impor-
tance of hurdle rates in capital budgeting: U.S. firms re-
port an average value midway between “very important”
and “somewhat important,” while European respondents
are closer to “very important” and Japanese respondents are
closer to “somewhat important.”

Comparing the real hurdle rates of U.S. and foreign
firms is difficult, because most firms report nominal hur-
dle rates and inflation rates differ among countries. It is
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nevertheless possible to learn something
about relative hurdle rates from the re-
ported nominal values. In Japan, two-
thirds of the firms that reported hurdle
rates use nominal discount rates of less |
than 10 percent. Even if inflationary ex-
pectations were zero, these firms would |
be discounting future projects at real
hurdle rates below the average for the
U.S. firms in our sample.

The pattern differs in Europe, where
the only firms indicating hurdle rates ‘
below 10 percent were reporting in real
terms. The average real hurdle rate for ‘
the European firms, assuming an expect-
ed inflation rate of 5 percent, is 12.9 per- ‘
cent, slightly higher than the average
value for U.S. firms.

We asked the European and Japanese
CEOs to compare their firms’ time hori-

Fraction of R&D

if stock market
correctly valued

Sample size

Indicator of Time Horizon

in long-term projects

Importance of hurdle rates in
capital budgeting process

Increase in investment

Table4 Comparison of U.S. and Foreign Firms’ Time Horizons

Time harizon relative to:
U.S. competitors
European competitors 24
Asian competitors

Japan Europe United States ‘
46.8% 60.5% 22.6% ‘

1.8 1.2 1.5

56% 55% 17%

long-term investments
|

19 2.6 24

2.8 3.1

22 34 37

1" 10 139

Note: Shows average response. For time horizon, 1 = longer; 5 = shorter. Responses to the “importance of hurdle
rates” question were coded 0 if the respondent indicated hurdle rates were “unimportant,” 1 if “somewhat im-
portant,” and 2 if “very important.” |

. — 1

zons with those of their principal U.S. ——
competitors. The responses confirmed the answers on the
U.S. surveys. The average response from Japanese firms
was 1.9, compared with an average response of 3.8 in the
survey of Americans about Asian competitors. The
Japanese CEOs also think their firms have longer horizons
than their European competitors, but the disparities are
smaller (2.4). The average responses from European CEOs,
2.6, confirms the U.S. survey evidence of slightly shorter
time horizons at U.S. than at European firms.

While the survey results discussed so far suggest that
U.S. corporations have shorter time horizons than their
German or Japanese competitors, they do not provide any
evidence on whether shortened time horizons are related
to shifting U.S. competitiveness in the 1980s. To learn
more about this issue, we asked CEOs to compare their
firms’ time horizons at the time of the survey with those
five and ten years ago. Unfortunately, these responses are
likely to be among the least reliable in our survey because
they require comparisons of corporate behavior over rela-
tively long time periods. Most of the CEOs in our sample
were probably not in their current jobs ten years before
the survey.

Most respondents indicated that their firms’ horizons
had, if anything, lengthened during the 1980s. Only 24
percent of the respondents (22 percent of those at manufac-
turing firms) viewed their firms as having shorter horizons
on the survey date than ten years earlier. The results from
the question about the past five years are similar, and they
cast doubt on the common claim that changes in financial
markets during the 1980s shortened corporate horizons.
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We tested the robustness of our questions by asking
CEOs to compare their firms horizons with those of
their principal domestic competitors. Most CEOs think
their firms take a longer view than their rivals. The aver-
age response, 2.4 on a scale between 1 (their firm takes a
much longer view) and 5 (their firm is much more short-
sighted than competitors) may suggest a tendency to un-
derestimate competitors’ horizons."

How Public Policies Affect Time Horizons

To explore how various public policies affect corporate
hurdle rates and time horizons, we asked our survey re-
spondents to describe the effect of seventeen changes in
the economic, financial, or policy environment on their
firm’s planning horizons. The responses are coded between
1 (would significandy shorten horizons) and 5 (would sig-
nificantly lengthen horizons)." (Table 5 shows the average
responses for each hypothetical situation and the complete
distribution for each change.) One immediate conclusion
that emerges is that CEOs think thart relatively few
changes would have serious effects on planning horizons.
Tax policies received the highest marks as policies that
could lengthen time horizons. A cut in the corporate tax
rate from 34 percent to 25 percent, a permanent R&D
tax credit, and allowing half of corporate dividend pay-
ments to be deductible from corporate tax were the three
policies with the greatest effect in lengthening corporate
time horizons. The next two horizon-lengthening policies
were a 20 percent increase in corporate earnings and a

SLOAN MANAGEMENT REVIEW/FALL 1995

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



Table 5 Public Policy Shocks and Corporate Time Horizons

Financial and Economic Environment

A 20% increase in your earnings due to a strong economy.

A 100 basis point inflation-induced rise in interest rates.

A 20% rise in your share price because several major investors
decide that you are undervalued relative to the market.

A 20% rise in your stock price due to a general share price rise.
Tax Policy

A reduction in the corporate tax rate from 34% to 25%.
Allowing 50% of dividends to be deductible from corporate tax.
Allowing 50% of dividends to be shareholder tax-exempt.

An investment tax credit of 5% on new equipment.

A capital gains tax cut from 28% to 20% for all gains.

A permanent R&D tax credit.

A tax on short-term trading by institutional shareholders
that reduced turnover in your stock by 20%.

A credible commitment to no changes in the tax system for
the next decade.

Corporate Control

Requiring shareholders to hold stock for six months before they become

eligible to vote for directors.
A national antitakeover statute like Pennsylvania's new law.

A large friendly shareholder buys 10% of your stock and commits to
hold it for three years.

Note: 1 = "would significantly shorten horizons”; 5 = “would significantly lengthen horizons.”

A 100 basis point rise in interest rates due to Federal Reserve tightening.

A capital gains tax cut from 28% to 20% for gains only on common stock.

Average Distribution of Responses
Response 1 2 3 4 5
|

3.56 1.9% 5.2% 406% 387% 13.5%
2.66 1.7 353 436 9.6 38
2.65 7.7 353 50.6 6.4 0.0
313 40 8.6 55.6 285 3.3
3.15 0.7 47 71.3 20.7 2.7
3.76 32 52 27.1 51.0 129
3.64 3.2 58 33.1 448 13.0
3.44 2.6 6.5 52.6 28.6 9.7
3.32 13 7.1 50.0 39.0 26
3.28 1.3 7.1 62.6 26.5 26
314 20 8.6 70.4 15.8 3.3
3.63 2.0 79 395 38.8 11.8
3.14 27 121 63.8 17.4 40
3.50 0.6 5.8 46.8 312 15.6
3.18 13 46 71.0 18.4 38
3.28 2.0 47 69.8 16.1 7.4 |
3.14 2.0 1.2 ni 15.8 33

]

credible commitment to no changes in the tax system for
a decade.

While interpreting the /evel of the responses to the pol-
icy questions in Table 5 is difficult, comparing relazive re-
sponses to different hypotheses is less problematic. The
five policies noted above are therefore of interest because
they are viewed as having sharper effects than an invest-
ment tax credit of 5 percent on equipment or a reduction
in the capital gains tax from 28 percent to 20 percent.
With respect to capital gains, the responses suggest that a
targeted policy of reducing the tax rate for gains on com-
mon stock would have a smaller effect on time horizons
than an across-the-board capital gains rate cut.”

Corporate respondents view an increase in their com-
panies share prices as one shock that would lengthen time
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horizons but see little difference between the effect of a
marketwide increase in prices and a firm-specific price in-
crease. A 100 basis-point decline in interest rates, however,
had a much larger perceived effect on corporate horizons
than a 20 percent rise in share prices. Respondents see lit-
tle difference between the effect of a change in interest
rates caused by rising inflationary expectations and one
caused by the Federal Reserve’s monetary tightening, even
though the former could shift nominal interest rates with
no effect on real interest rates, while the latter would pre-
sumably shift real rates.

We asked how several changes in corporate control
rules would affect time horizons. The CEQOs indicated
that a national antitakeover statute like the one Pennsyl-
vania adopted in 1990, which made it much more diffi-
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cult for a raider to take control of a firm and change its
operating characteristics or sell existing assets, would
lengthen horizons. The two other changes in control
structure we asked about — a block purchase of common
stock by a friendly sharcholder and the institution of
minimum holding periods before common stock could
be voted — had slight effects in lengthening corporate
horizons.

The correlation between a given CEO’s view on one
policy and his or her view on a different matter was
quite low. Some patterns do emerge, however. There is a
strong positive correlation between horizon-lengthening
responses to cutting the corporate tax rate, restoring the
investment tax credit, and introducing a permanent
R&D tax credit. Replies to pairs of suggested hypotheti-
cal change — for example, the pair on allowing share-
holders (firms) to receive a tax credit for dividends re-
ceived (paid) — correlated well.

Conclusion

Our analysis suggests several conclusions about the time
horizons and hurdle rates of U.S. corporations and their
international competitors. First, the hurdle rates most
U.S. firms use in their capital budgeting procedures are
higher than standard cost-of-capital analyses would sug-
gest. The average discount rate applied to constant-
dollar cash flows was 12.2 percent, distinctly higher than
equity holders’ average rates of return and much higher
than the return on debt during the last half-century. If
firms are actually using the hurdle rates they reported to
make decisions, they may be turning down projects that
would be profitable from the shareholders” perspective.

Second, U.S. CEOs believe that their firms had sys-
tematically shorter time horizons than their major com-
petitors in Europe and, especially, Asia. This result does
not seem to reflect some form of “managerial paranoia,”
since the same CEOs think that their firms have longer
horizons than their typical domestic competitors. More-
over, the beliefs of U.S. CEOs appear to be shared by
their foreign counterparts. Our limited survey of man-
agers in Japan, Germany, and the United Kingdom
shows that foreign CEOs agree that their firms take a
longer view than their U.S. competitors.

Third, CEOs believe that government policy is a
powerful agent affecting corporate planning horizons.
Several policy reforms, including a cut in corporate tax
rates, a permanent R&D tax credit, a corporate tax de-
duction for dividend payments, and a credible commit-
ment to a stable tax policy for the next decade, could
lengthen planning horizons. CEOs see these policies as
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more attractive than restoration of the investment tax
credit for equipment, a capital gains tax cut, various anti-
takeover changes in corporate control regulations, or a
tax on short-term trading.
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