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Praise for Wealth Creation

“Bart effectively illustrates that neither unprincipled opportunism nor

endless regulation can lead to business success and societal well-being.

Instead, such universal benefits can derive only from a relentless focus on

creating real long-term value.”

—Charles G. Koch, Chairman of the Board and CEO,

Koch Industries, Inc.

 

“This book is for investors, but public policy makers take note. Its message

for both is that wealth is created from within, not top down or outside in.

For investors there are practical guidelines to identify firms early in their

life cycle that demonstrate a high capacity for innovation and integrity, and

that listen to and serve their customers. Policy makers must nurture this

business environment for all to prosper.”

—Vernon L. Smith, Economic Science Institute,

Chapman University, Nobel Laureate in

Economics 2002

 

“We use the life-cycle framework explained in Bart Madden’s book as the

linchpin for analyzing companies and diversifying clients’ portfolios. A

lifecycle lens by which to better understand how business firms create

wealth also leads to much-needed insights about the benefits to society

from free-market capitalism. Such understanding is an essential pillar for

preserving individual freedom and promoting progress. Before voting for

leaders in Washington, we should quiz them on how well they understand

the principles laid out in Wealth Creation.”

—Christopher C. Faber, Founder, IronBridge Capital

Management LLC

 

“An imaginative manuscript that integrates a dynamic approach to business

systems with the fundamentals of wealth creation.”

—Douglass C. North, Nobel Laureate in Economics 1993



 

“This enlightening book helps the reader understand what is needed to get

a free-market economy to function ideally, and identifies significant

shortcomings in current arrangements. Particularly illuminating is the

emphasis on absence of incentives for management to focus on long-term

performance of the firm, and failure of directors to provide effective

oversight.”

 

—William J. Baumol, Academic Director, Berkley Center 

for Entrepreneurial Studies, New York University; author 

of The Free-Market Innovation Machine: Analyzing the 

Growth Miracle of Capitalism

 

“Bart Madden has packed this work with nuggets of brilliant insight. In

particular, his incisive critique of modern corporate governance and his

urgent call for a new governance paradigm focused on long-term wealth

creation strike at the heart of what ails corporate America. Unlike the

typical business commentator, Madden doesn’t stop at describing the

disease; he offers a provocative and powerfully compelling antidote in his

prescription of board-led Shareholder Value Reviews. Madden’s talent for

describing abstract valuation concepts with simple elegance makes this

book at once enlightening to seasoned investment professionals, yet

readily accessible to curious individual investors.”

 

—Ralph V. Whitworth, Principal, Relational Investors LLC

 

“Beginning with the intriguing question of how we know what we think we

know, Bart Madden builds an impressive framework in Wealth Creation for

helping us understand how economic wealth is created over time. He

accomplishes this by viewing our business landscape from a systems

mindset that illustrates the benefits of competition focused on delivering

the highest value to consumers. His competitive life-cycle model provides

extraordinary insight into the successes and failures of companies. Among

his solutions for boosting business productivity are lean management

practices and improvements in corporate governance. In the end, Madden’s

integrative work is a skillfully written book, full of interesting and often

unexpected ideas for building wealth.”

—Keith M. Howe, Scholl Professor of Finance, Kellstadt

Graduate School of Business, DePaul University



 

“An important point in Wealth Creation is that knowledge growth and

wealth creation are two sides of the same coin. Madden’s focus on a

systems mindset shows the value of a firm’s culture geared to fast and

effective thinking processes. As the many company examples demonstrate,

the extent to which a firm’s employees join together for continual learning

as to how best to serve customers and stakeholders ultimately determines

how well shareholders do over the long term.”

 

—Ikujiro Nonaka, Professor Emeritus, Hitotsubashi

University

 

“Just like any living organism, a firm too will die for sure, although when

and under what conditions will be difficult to predict. Bart Madden’s book is

a must read for those who are interested in making that prediction.

Madden’s competitive life-cycle framework will provide interesting insights

into the historical record of wealth creation of a firm, insights that will help

forecast future life-cycle patterns of economic returns that the firm will

generate for its investors. I recommend this book to every long term value

investor.”

 

—Ravi Jagannathan, Chicago Mercantile Exchange/ John

F. Sander Professor of Finance, Kellogg School of

Management, Northwestern University

 

“Bart Madden begins his book by explaining how a PAK (Perceiving-Acting-

Knowing ) Loop can help us to understand the fundamental process for

building knowledge. This in turn leads to a systems view of the firm as an

organization for building knowledge and creating wealth. His life-cycle

valuation model orchestrates the handling of a firm’s financial results to

reveal the interplay of competition and skill, while overcoming the

shortcomings of earnings-per-share growth rates and PE multiples. Over

many years, I have personally witnessed how the life-cycle valuation model

has helped money managers and corporate executives deliver value-added

performance that has led to substantial rewards for their clients and long-

term shareholders.”

 

—Robert E. Hendricks, Co-founder and former Managing

Partner, HOLT Value Associates, Retired Managing



Director, Credit Suisse

 

“Bartley J. Madden is not only a successful entrepreneur with a proven

record of developing investment tools, but also a deep thinker intent on

understanding the key principles for entrepreneurial success. In Wealth

Creation, he shares his insights for a systems approach to creating and

transforming knowledge into things people value. Madden recognizes that

wealth is not a fixed pie, the distribution of which produces winners and

losers. Rather it is something that is created—through ideas, knowledge,

and action—providing benefits not only to the entrepreneur, but for

consumers and employees as well.

The book brings together insights from a range of disciplines, from finance

and accounting to behavioral economics and management efficiency, and

will intrigue several different audiences, from budding entrepreneurs to

investors, managers, and boards of directors wanting to fundamentally

improve corporate governance. It should be required reading for

government officials in order to help them meet their responsibilities to

protect investors and consumers while not hampering innovation and

economic growth. Madden presents compelling arguments that appropriate

regulation—which provides for feedback and learning and respects the

efficiencies that emerge when people are free to act to meet their needs—

can help stave off future financial crises.”

—Susan E. Dudley, Director, George Washington

University

Regulatory Studies Program, Research Professor,

Trachtenberg

School of Public Policy and Public Administration, Former

Administrator, Office of Information & Regulatory Affairs,

Office of Management & Budget
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Preface

Investors searching for companies whose future profitability

will far exceed that implied in current stock prices, business

owners and managers seeking to improve their companies’

performance, and politicians crafting legislation to advance

economic growth—all use a wealth-creation conceptual

framework, whether they realize it or not.

This book deals with ways of thinking about the complex

dynamics of wealth generation and demonstrates the

practical benefits to be gained from upgrading one’s wealth

-creation conceptual framework. There are six core ideas:

1. A systems mindset focuses not on pieces of a system,

but on how the pieces work together to achieve the

system’s purpose. The systems way of thinking helps

one to avoid taking actions that bring unintended bad

consequences, and instead encourages taking actions

that produce favorable results.

2. Economic systems—the rules and relationships that

exist to create wealth by delivering value to

customers—are devilishly complex, and therefore

solving economic problems requires extensive

knowledge. Seen in this light, knowledge growth and

wealth creation are two sides of the same coin.

3. A prerequisite to making better investment decisions

and business judgments is an improved understanding

of how wealth is created. The competitive life-cycle

framework is an effective way to better understand

the relationship between business firms’ performance

and stock prices.

4. A deeper understanding of business firms makes it

plain that customers, employees, and shareholders



have mutual, long-term interests. In other words, a

free-market system geared to serving customers

through competition is a system in which participants

(“society”) benefit from the wealth that is jointly

created.

5. There is a huge opportunity for sustained, higher

economic growth through voluntary initiatives by the

private sector. One initiative is to accelerate

implementation of lean management, which was

pioneered by Toyota. This is a systems approach that

continually purges waste and optimizes the use of

resources in delivering value to customers.

6. The other initiative is to improve corporate

governance. The wealth-creation principles discussed

in this book offer a blueprint for boards of directors to

improve firms’ long-term performance and the public’s

trust in, and support for, free-market capitalism.

These ideas have taken shape as a natural outgrowth of

the two areas that occupied my professional career. First,

my research on valuing business firms, which began in 1969

at Callard, Madden & Associates, was instrumental in

producing the CFROI (cash-flow-return-on-investment)

metric and its related life-cycle valuation model.

The work was further advanced at HOLT Value Associates,

which was later acquired by Credit Suisse in 2002. Credit

Suisse HOLT continues the research to improve the

valuation tools and the related global database for analyzing

20,000 companies in over 60 countries. This system is used

by a large number of institutional money management firms

worldwide in order to make better investment decisions.

My second main area of interest was basic issues in

research methodology and the even deeper issue of how

one builds a knowledge base in the first place. For a long

time, I have believed that inquiry into the knowing process



offers promise for improving how to frame problems, select

and analyze data, and formulate conclusions for taking more

successful action.

I thought it useful to craft this book so that others might

quickly learn about important ideas that have taken me a

very long time to develop. These ideas may seem eclectic. A

focus on any one chapter in this book might suggest that

the book should be classified as human

behavior/psychology, business management, economics, or

investments. Note that books in these various disciplines

invariably promote widely different ways of thinking. In

contrast, I explain a knowing process and a systems

mindset in a highly practical way that provides a core

thinking template with universal application.

Chapter 1 focuses on cause and effect—within the context

of individuals intent on achieving their purposes, perceiving

the world, encountering problems, attempting to make

sense of situations, making mistakes, learning, and

improving their knowledge base. Such study of cause and

effect leads one from a simplistic, linear view to a concern

for the interconnections among multiple variables and to a

systems mindset.

Chapter 2 lays out the key reasons why some people

conclude that free-market capitalism needs to be supervised

by a strong dose of government regulation. This is

counterbalanced by a discussion of the enormous benefits

provided by a market-based economy.

The ideal free-market system does not favor large

corporations, as is often depicted by the media. On the

contrary, such a system has a variety of functions, detailed

in Chapter 3, that support competition in achieving its main

objective—value to consumers.



Chapter 4 deals with the real action in wealth creation,

which takes place at the level of business firms. A

competitive life-cycle framework connects an individual

firm’s financial performance to its historical stock prices in

an insightful and intuitive way. The long-term histories of 10

sample companies are presented with highlights of key

issues from the perspective of this framework. Track records

for IBM, Digital Equipment, Apple, and other companies

illustrate that financial performance translated into life-cycle

variables greatly helps to explain levels and changes in

stock prices over the long term.

Chapter 5 provides an overview of the 40-year

development of the life-cycle valuation model and related

data displays, and contrasts this with mainstream finance

research and thought. Chapter 5 is not for you if you are

unfamiliar with discounted cash flow valuation issues. If so,

it can be skipped because it is not essential for

understanding the other chapters.

The life-cycle model uses a systems approach wherein all

variables are expressed as inflation-adjusted (real) numbers.

The assignment of a cost of capital, or discount rate, is

dependent on the procedures used to forecast a firm’s long-

term, net cash receipt stream. Of paramount importance is

the continual improvement of calculations used to construct

life-cycle track records, including an estimate of firms’

economic returns, which leads to improved estimates of the

rate at which firms’ financial performance “fades” toward

the average level. One measure of progress is closer

tracking of “warranted” values versus actual stock prices,

over time, for a large universe of global companies.

Chapter 6 is certainly for the general reader, and here is

why. The Toyota production system started the “lean”

revolution, the objective of which is the elimination of all

waste in providing greater value to the end customer. Many



firms claim to be lean, but few have made a full

commitment to lean principles at all levels of the firm—from

frontline employees to top management and the board of

directors. A deep probing of lean management shows not

only the difficulty in sustaining a lean organization but also

the competitive advantage of being lean. A knowledge-

building perspective is used in Chapter 6 to explain lean

concepts, including an overview of the remarkable

performance of Danaher, a preeminent lean company.

Clearly, boards of directors have been asleep at the wheel

in many high -profile bankruptcies—Enron, WorldCom, and

Lehman Brothers, to name just three. In my opinion, boards

in general lack an insightful wealth - creation framework for

orchestrating the fulfillment of their oversight

responsibilities. Chapter 7 shows how the life-cycle

framework is ideally suited to be the foundation for a

proposed Shareholder Value Review that boards would

provide to shareholders in firms ’ annual reports. This has

the potential to substantially improve corporate governance,

thereby reducing the clamor for government to further

extend its regulatory reach and grip on the private sector.

Chapter 8 contains summarizing and concluding thoughts

on how a systems mindset can benefit public policymakers,

business managers, and investors. Included are some

predictions of what corporations could expect from

implementation of the Shareholder Value Review.

The overarching lesson in these chapters is that a systems

mindset helps produce insightful answers to important

questions. Here are just a few of the questions answered in

this book:

• Why are institutions and the cultures that create them

important to wealth creation?

• In analyzing business firm performance, what are the

unique advantages of using the competitive life-cycle



view?

• Why has a 40-year commercial research program led

to widely accepted valuation practices (including cost

of capital estimates) that differ sharply from

mainstream finance procedures?

• Lean thinking, epitomized by the Toyota Production

System, has demonstrated extraordinary productivity.

Why is it so effective, and why has this process proven

so difficult to duplicate?

• How might boards, managements, and investors

participate in the evolution of a new accounting

system that incorporates intangible assets, including

human capital?

Readers who quickly skim the following eight chapters

might well conclude that an especially diverse group of

topics is presented. To clarify, the common thread is a

systems mindset for understanding the complexities of

market systems and the role of business firms in creating

wealth. Such a mindset focuses one’s attention on the

underlying processes and related incentives that drive the

overall system results, and most especially, on the

importance of continual firm-wide learning to improve those

processes.
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CHAPTER 1

A Systems Mindset

Like all systems, the complex system is an interlocking

structure of feedback loops . . . . This loop structure

surrounds all decisions public or private, conscious or

unconscious. The processes of man and nature, of

psychology and physics, of medicine and engineering all fall

within this structure.

—Jay W. Forrester, Urban Dynamics

 

Each transaction of living involves numerous capacities and

aspects of man’s nature which operate together. Each

occasion of life can occur only through an environment, is

imbued with some purpose, requires action of some kind,

and the registration of the consequences of action. Every

action is based upon some awareness or perception which in

turn is determined by the assumptions brought to the

occasion. These assumptions are in turn determined by past

experience. All of these processes are interdependent. No

one process could function without the others.

—Hadley Cantril, The “Why” of Man’s Experience

 

 

 

 

 

A systems mindset is the connecting thread for the wealth-

creation issues covered in this book. This chapter briefly

covers the intellectual foundation underlying the systems

mindset. We begin with an examination of the knowing

process, the foundation for the systems mindset. Normally,



we give no thought to how we know what we think we know.

That is because in much of everyday life we take for granted

the knowledge we use to guide our actions in order to

achieve our purposes. A lot of the time we work on

autopilot, as when we drive to work or tie our shoes. We

don’t have to think it through each time. So why invest time

in exploring the esoteric topic of how we know what we

think we know? Because there can be a big payoff from

learning how a systems mindset helps one to develop better

solutions to important complex problems (Sterman, 2000).

HOW WE KNOW WHAT WE THINK WE KNOW

To a large extent, life consists of overcoming the problems

we encounter in our attempts to achieve our purposes.

Along with the easy problems in life are many enormously

complex and difficult ones. These would be considerably

less difficult if our notions about how the world works were

more reliable.

It is comforting to have reliable knowledge to deal with

problem situations that have straightforward, linear cause-

and-effect relationships. For example, fixing a flashlight that

no longer works by replacing the batteries poses little

challenge to our knowledge of cause and effect. But,

approaching complex problems with an overly simplistic

linear mindset often makes matters worse instead of better.

Based on an analysis of the work of people, especially

scientists, who have been extremely successful in solving

complex problems, I have learned three lessons that are

important to a better understanding of knowing:

1. Reality as we know it is just our perception of it—a

kind of map of reality, not the true territory of reality.



2. Action is an integral part of cause-and-effect loops,

with purpose playing a critical and often-overlooked

role.

3. Identifying the strongly held assumptions (beliefs)

that influence what we perceive and how we

determine our actions in the world is vitally important

to opening us up to perceiving new feedback

information and to faster knowledge improvement.

Putting these lessons into practice takes conscious effort,

because much of our life experience has been dealing with

the outside world as independent components of reality for

which one-way, or linear, cause-and-effect thinking is

adequate.

THE PAK (PERCEIVING-ACTING-KNOWING) LOOP

The perceiving-acting-knowing system can be visualized as

a loop of intimately related components. Figure 1.1

illustrates the components of this system, which I refer to as

the PAK Loop. A useful understanding of how this system

functions requires a focus on the loop as a whole and not on

the components in isolation.

As noted by the psychologist Hadley Cantril in the

quotation at the beginning of this chapter, perceiving,

acting, and knowing is an interdependent process.

Nevertheless, a discussion of the PAK Loop requires some

starting point. For convenience, we will begin at the point

where an individual is trying to achieve a purpose within the

context of the perceived world “out there.”

Purposes



Purposes are personal. They are the outcomes we, as

individuals, seek from the actions we take. (This is not to

say we always get what we seek.) The great bulk of our

purposes are mundane. Consider all the specific, detailed

purposes and related actions taken in driving to work—from

as small, or low-level an action as moving the steering

wheel a little to the left or right to counteract a crosswind so

the car stays on our intended course. Some larger, or

higher-level, purposes of driving to work would include: why

you work (survival? self-fulfillment? enjoyment?) and why

you have a particular job (steppingstone to a better job?

prestige? power?). It quickly becomes evident that we

function within a hierarchy of purposes, with higher

purposes guiding, or setting, lower purposes.

FIGURE 1.1 PAK Loop

Source: Madden (2008b).

Being cognizant of higher-level purposes is especially

relevant to business wealth creation. For example, in

Chapter 7 I describe the decision of a Japanese

pharmaceutical company’s top management to align the

firm ’s mission statement (purpose) with the higher-order

purpose of genuinely helping patients that was widely


