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AS MOST investors are aware, the profit 

figure reported in a company’s income 

statement is very subjective. It depends 

on how revenue, expenses, gains and losses are 

measured and recognised. Despite the sub-

jectivity and controversy, we do have account-

ing standards that govern how these income 

statement items are measured and recognised, 

and we also have experts (for examples, account-

ants, auditors and valuers) to ensure that these 

items are properly accounted for in accordance 

with the requirements of the accounting stand-

ards. There is, however, one very major cost 

item that is not covered by extant accounting 

standards and therefore has not been accoun-

ted for in determining the profit figure.

The item is “cost of equity financing”. As a 

consequence, the reported profit figure may 

not be a good reflection of the wealth created by 

companies. To illustrate, assume the following 

case:

Mr ABC has $100, and he has two investment 

alternatives:

■ To deposit the money with a bank and re-

ceive an interest income of $3 per year, or

■ To hand his money to his manager to run a

company business. 

Assume that Mr ABC decides to hand the 

money to his manager, and assume that the 

manager makes $2 profit for the company. It is 

quite obvious, in this case, that the manager is a 

bad manager because he is not creating wealth 

for the company shareholder. Mr ABC should 
have instead deposited the money with the 

bank and earned $3. 

However, because the cost of equity finan-
cing is not accounted for under the extant ac-

counting standards, the manager’s income state-

ment will show a profit of $2, which may mis-
lead the shareholder Mr ABC into believing that 

the manager is a good manager, creating wealth 

for him. 
In this case, it may be noted that if the cost of 

equity financing of $3 is charged against the 

company income statement, the income state-
ment will show a loss of $1, which will arguably 

give a more accurate measure of the manager’s 

performance. 
Based on this “profit after cost of equity fin-

ancing” figure, Mr ABC will then be able to make 

a more informed decision on his investment al-
ternatives.

So, do “profitable” companies always create 

wealth for their shareholders? Could there be 
companies that report profits, but are not actu-

ally creating wealth for the shareholders, like in 

the case above?
As discussed above, companies’ reported 

“profit” figures are arrived at before taking into 

account the cost of equity financing, and there-
fore are not good measures of wealth creation 

for shareholders. To measure wealth creation, 

the cost of equity financing should be deducted 

from the reported profit figures. 

To determine whether a company creates 

wealth for its shareholders, one strategy is there-

fore to compute the cost of equity financing of 

the company and deduct it from the reported 

profit to arrive at “profit after cost of equity fin-

ancing” (a concept similar to “economic value-

added”). A company that has positive “profit 

after cost of equity financing” does create 

wealth for its shareholders, and a company that 

has negative figure, does not.

AN EMPIRICAL TEST 

For the purpose of our empirical test, we identi-

fied the Straits Times Index (STI) constituents 

and examined their financial statements for the 

financial year ended in 2019 (to avoid the im-

pact of Covid-19). We first estimated each STI 

company’s cost of equity financing (per cent) us-

ing the widely-used Capital Asset Pricing Model 

(CAPM) model. Next, we calculated the cost of 

equity financing ($) by multiplying the cost of 

equity financing by the sum of share capital and 

retained earnings (the other reserves were ex-

cluded to mitigate the impact of inconsistency 

in some accounting policies, for example, cost 

vs revaluation for fixed assets). 

Thereafter, we deduct the cost of equity fin-

ancing from the reported profit figure to arrive 
at the “profit after cost of equity financing” fig-
ure for each STI company. 

The results of our empirical test can be sum-
marised below:

■ All STI companies reported profit in their
2019 financial year-end income statements;

■ More than a third (37 per cent) of the STI com-
panies actually had negative “profit after cost of 
equity financing”, indicating that they were not 
creating wealth for their shareholders; and

■ Of the companies that showed positive 
“profit after cost of equity financing”, this profit 
was, on average, 57.8 per cent lower than the re-
ported profit figure.

This study shows that many STI companies 
reported profits, but did not actually create 
wealth for the shareholders. Of those firms that 
created wealth for shareholders, the amounts of 
wealth created were significantly lower than the 
reported profit figures. 

One implication of our study is that compan-
ies may consider using the “profit after cost of 
equity financing” figures, rather than the repor-
ted profit figures, in some policy matters, for ex-
ample, as an input in determining executive re-
muneration. 

❚ Jian Ming is associate professor in accounting 
at Nanyang Technological University.
Ng Eng Juan is professor in accounting at 
Singapore University of Social Sciences.

❚❚ THE BOTTOM LINE

Profit figures in income statements don’t tell  the whole story

D
URING the Cold War between the 

United States and the former So-

viet  Union,  strategic  thinkers  

sketched out the frightening di-

lemma facing policy-makers in 

Washington.

According to the commitments made by the 

US as the leader of the North Atlantic Treaty Or-

ganization (Nato), and later in similar defence 

treaties with Japan and South Korea, the Americ-

ans were expected to rush to the defence of 

their security allies if and when they were at-

tacked by a foreign aggressor.

Both the US and the Soviet Union were nuc-

lear military powers and it was assumed that if 

the Soviets would strike the US by dropping nuc-

lear weapons on New York, the Americans 

would then retaliate by nuking Moscow, and 

vice-versa.

Indeed, during the 1962 Cuban missile 

crisis, then US President John Kennedy stated 

that the deployment of Soviet nuclear missiles 

in the neighbouring island of Cuba amounted to 

a direct existential threat against his country 

and insisted that the Soviets withdraw them as 

soon as possible. A scenario involving a nuclear 

war between the two superpowers seemed to be 

realistic at the time.

But then came the Big Question: What would 

happen if the Soviets threatened to strike 

France, or Britain, or Japan or South Korea, with 

nuclear weapons? Would the Americans under 

that scenario be ready to come to the defence of 

their allies even though that would mean sacrifi-

cing Washington, New York, Chicago and Los 

Angeles in order to defend Paris, London, 

Tokyo and Seoul?

Thankfully, we would never know the an-

swer to that question. The Cold War ended 

without a nuclear exchange between the two su-

perpowers, and Washington never had to test 

the assumption that it would risk a nuclear ex-

change with the Soviets in order to defend lands 

across the Atlantic and the Pacific.

But then, the entire viability of American mil-

itary and diplomatic commitments rested on 

the credibility of the US. The Americans had 

won an impressive military victory during the 

Second World War, went to war to defend their 

South Korean and South Vietnamese allies and 

maintained massive military presence around 

the world.

Even more significant was the sense that the 

Americans and their leaders from President 

Harry Truman to President Ronald Reagan 

could be relied upon to fulfil their defence com-

mitments. The nation’s political institutions 

and economic system were models to be imit-

ated, and when an American president said 

something, everyone listened and took note. Do 

not mess with the Americans, and, by exten-

sion, with their allies!

Indeed, much of our personal interactions 

with family members, friends and co-workers is 

based on our perception of their intentions and 

conduct. Your father was never forced to swim 

to save you from drowning, but you always as-

sumed that that was what he would do if you 

were fighting for your life.

This is the way the US’ allies have continued 

to perceive its political-military commitments 

even after the end of the Cold War – as the 

world’s only remaining superpower and the 

leader of the free world that they could trust.

If anything, in the aftermath of the collapse 

of the Soviet Union, it seemed for a while that 

Washington had achieved the status of a global 

strategic hegemon. American presidents stated 

their intention to continue maintaining that 

power and to prevent aggressors from challen-

ging US dominance, while pledging to spread its 

liberal democratic values and its free market 

system around the world.

THINGS GO WRONG IN 2001 

But something started to go wrong along the 

way. First, the world’s only remaining super-

power failed to avert devastating and deadly at-

tacks on major sites in its political and business 

centres in 2001, launched by a bunch of ama-

teurs from the Middle East.

The American response to those attacks, in 

the form of major military interventions in the 

Greater Middle East, resulted in costly strategic

fiascos, including a military quagmire in Iraq 

and what has become a never-ending war in 

Afghanistan. That only helped to destabilise the 

Middle East and strengthen the power of Iran 

and its regional proxies. It was as though your 

dad did try but failed to save you from drown-

ing.

At the same time, the global financial crisis 

of 2008 that demonstrated the failure of its le-

gendary banking system and the ensuing Great 

Recession that highlighted the growing level of 

social-economic inequality in the country tar-

nished the image of America as a global eco-

nomic colossus led by competent political and 

business leaders.

The growing social-economic gap between 

the Haves and Have Nots, coupled with an emer-

ging political polarisation, also helped draw at-

tention to the long-term problems confronting 
any great power: A failure to preserve its eco-
nomic foundations and to maintain the unity of 
its people will eventually erode its ability to up-
hold its global hegemonic position and its role 

as a political-economic model to the rest of the 
world.

Indeed, for more than a decade, it has 
seemed as though the political stalemate has 
paralysed US policy-making. At times, the White 

House and Congress were not able to approve 
federal budgets – which forced the shutdown of 
the government – and were close to allowing 
Washington to default on its debt.

It goes without saying that no serious effort 

has been made to tackle America’s structural 
economic-social problems and to fix its decay-
ing national infrastructure. Washington could 
continue spending its way out of potential eco-
nomic catastrophes, thanks to a strong US dol-
lar.

From that perspective, the election of a pro-
tectionist and isolationist President Donald 
Trump was not a political aberration. It was as 
though the chickens were coming home to 
roost, with the world exposed to the depressing 

reality of an eroding American global leader-
ship.

While in the past, US allies were worried that 
the Americans would not fulfil their commit-
ments to come to their defence, they are en-

countering an American president who is brag-
ging about abdicating America’s global leader-
ship position. He is withdrawing from interna-
tional treaties like the Paris climate accord and 
from multilateral organisations like the World 

Health Organization (WHO), and suggesting 
that perhaps the time has come to close down 
Nato and other military alliances.

Add to that the spectre of an incompetent 
government that has failed miserably in its re-
sponse to the outbreak of a global pandemic, 

leaving the country at one point without 
enough face masks and ventilators, and no one
should be surprised if in the capitals of friendly 
nations, the question that is being asked is 
whether its allies can continue to trust America.

There is no doubt that the US remains the 
most powerful nation in the world in military 
and economic terms. But against the backdrop 
of a public-health disaster, an economic crisis 
and growing political unrest, the perception of 

the credibility of US global power – the belief 
that Americans continue to have the will and 
the ability to preserve and use their enormous 
power wisely – is being challenged.

AUSTRALIA’S  2020  Defence  Strategy  Update  comes  
with a stark warning that the country is facing an exist-
ential  threat.  The  global  and  regional  order  has  col-
lapsed, Prime Minister  Scott Morrison  said  last  week.  

The times are reminiscent of the 1930s and 1940s. Thus Canberra 
plans to spend A$270 billion over 10 years acquiring anti-ship missiles, 
cyber capabilities and a high-tech underwater surveillance system. 
There is even a plan to spend up to A$9.3 billion on research and devel-
opment into long-range missiles systems.

Over the last decade, analysts have been warning that Canberra 
should not repose its faith entirely on its alliance with the United States, 
and that China’s military capabilities were being enhanced so fast that 
Beijing was reaching military parity with the US, in the Pacific at least. 
Some have suggested that Australia should consider opting for its own 
nuclear weapons.

Mr Morrison did not go so far last week. He made it clear that the US 
alliance would remain the cornerstone of its defence strategy. The Amer-
ican nuclear umbrella will remain in place. He did not mention any ad-
versary by name but it was clear that the threats he referred to – an “un-
precedented rate” of military modernisation in the region, territorial 
claims in the South China Sea, among others – were at the root of his de-
cision. Relations between Canberra and Beijing have gone downhill 
since a 2018 ban on China’s Huawei from Australia’s nascent 5G broad-
band network.

As a first step, he intends to equip the armed forces with 200 anti-
ship missiles from the US Navy, costing about A$800 million. This 
weapons system is a significant upgrade from Australia’s air-launched 
Harpoon anti-ship missile, introduced in the early 1980s. More in-
triguing was his hint that there may be consideration for developing its 
own hypersonic missiles. That is very ambitious. Only the Russians and 
the Chinese are known to have this capability at the moment. The US is
racing to develop its own hypersonic missiles. As well, Canberra plans 
to spend another A$1.35 billion over the next 10 years to boost its cyber 
defences, with a plan to hire an extra 500 cyber experts for its super-
secret Australian Signals Directorate. This will boost spending to about 
A$15 billion over the next decade on cyber security.

It is one thing to develop and build up its cyber security systems and 
get new military hardware; it is quite another to assume that if Australia 
acquires missiles that can strike directly at a target country that there 
will not be retaliatory counter-moves. As it is, even North Korea can 
strike any major city in Australia directly with nuclear weapons. Target-
ing the major urban centres of Australia will not pose much of a problem 
for any regional power with either nuclear or conventional weapons. So 
at best, Australia’s new defence strategy may only make it a bit costly for 
an enemy to take on the country. Besides, as one security analyst 
warned, others in the region, in particular the security establishment in 
Indonesia, may not be so thrilled at any Australian arms buildup that 
can potentially threaten Jakarta as well.

Even on the matter of Australia’s defence and security, Mr Morrison 
would do well to be mindful of the regional concerns and ensure that 
everyone’s interests are aligned as much as is possible.

US allies used to worry that 
the US would not fulfil its 
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abdicating America’s global 
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