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‘Managing for shareholder value’ and ‘shareholder value creation’ have become the widely
accepted corporate objectives since the last decade. Most of the companies in India are
still in the dark about what exactly they are supposed to do for managing shareholder
value, though virtually they all say that they are doing it. For the real key to create wealth,
a business enterprise has to earn economic returns to its owners for its economic survival.
In a market-driven economy, there are a number of firms that create wealth, whereas
others certainly destroy it. Economic Value Added (EVA), being a value-based measure,
assists investors with wealth discovery and company-selection processes. In the present
study, an attempt has been made to explain the application of EVA principles for the
evaluation of companies and industries. It highlights and explains all the elements that
find place in EVA computations like calculations of Return on Invested Capital (ROIC),
Weighted Average Cost of Capital (WACC), cost of debt, cost of equity as per Capital Asset
Pricing Model (CAPM), cost of preference capital, and finally of EVA. Taking a sample from
India’s most valuable companies, the study shows that on an average, about 48% of the
companies are actually wealth destroyers. It is quite shocking that of the 12 years study
period, from 1996-2007, the sample registered negative EVA for eight years consecutively
(1996-2002). Hence, the study raises a question as to whether this is a sufficient
achievement for India’s so-called most valuable companies or not. Finally, the study
provides the implications of the findings on corporate business strategies of Indian

companies and advocates a few suggestions.
|

Introduction

The common misconception in today’s corporate world is that most owners and managers
believe that shareholder wealth increases with an increase in a company’s standard accounting
measures like profits, Earnings Per Share (EPS), Dividend Per Share (DPS), etc. But, these
Generally Accepted Accounting Practices (GAAP)-based accounting measures just reflect
accounting numbers which can be easily manipulated to reflect the company as more profitable
than what it actually is in reality. This may present at first, misleading information to the
company’s shareholders, and secondly, may create a sense of complacency among managers
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that keep them away from looking for further opportunities to add value. Hence, the true
reality of a company’s success or failure is not exhibited by its accounting reality, but rather
through its economic reality that deals with the intrinsic values being added or destroyed by
the company.

Economic Value Added (EVA) is the financial measure developed by Stern Stewart & Co.
that emphasizes on the economic profits and values being created or eroded by a company.
EVA is similar to the conventional accounting measures of profits, but with two important
differences—it considers the cost of ‘all’ capital and is not constrained by GAAP. The net
income figures reported in the profit and loss accounts consider only the most visible type of
capital cost, i.e., interest, while completely ignoring the cost of equity capital as reflected by
shareholders’ required return on common stock. Proponents of EVA argue that measures of
performance that overlook such costs cannot reveal the actual view of a company’s value
creation/addition. Further, to measure real economic profits, EVA proponents have also
recommended a series of adjustments to eliminate distortions arising from GAAP. These have
been discussed later in this paper.

EVA: Concept and Calculation

EVA is based on the Residual Income (RI) concept which states that wealth is created when
revenues are sufficient to cover a firm’s operating costs and cost of capital. “As a concept,
EVA starts simple, but in practice can be made as comprehensive as needed to
accommodate management’s needs and preferences” (Stewart, 1994). The concept of EVA is
measured as:

NOPAT - Capital Charge
NOPAT - WACC x Economic Capital (1)

EVA

Hence, in its unadjusted form, EVA is nothing but equivalent to Marshall’s RI, i.e., Net
Operating Profit After Tax (NOPAT) minus capital charge. EVA is one step ahead of the Rl
concept because it also incorporates the GAAP-based accounting adjustments that are required
to be made in a firm’s NOPAT and invested capital to convert these accounting numbers into
economic numbers. Actually, Stewart identified a number of potential distortions present in
GAAP-based accounting and developed around 164 adjustments to be made in the financial
statements to reflect economic profits and economic capital. In practice, however, most EVA
proponents have found 8-10 adjustments, also known as ‘equity equivalents’, as truly significant
from the viewpoint of Indian companies. The logic is to strike a balance between simplicity,
precision, consistency and materiality of the adjustments being made. For the purpose of the
study, NOPAT has been defined as net operating profits after adjusting for non-operating
items, non-recurring events and other economic adjustments, to compute economic profits
from accounting profits. In other words,

NOPAT = (PAT + Non-Recurring Expenses + Revenue Expenditure on R&D + Interest
Expense + Goodwill Written Off + Provision for Taxes) — Non-Recurring
Income — R&D Amortization — Cash Operating Taxes
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Further, economic capital has been calculated as:

Economic Capital = Net Fixed Assets + Investments + Current Assets — [Non-Interest
Bearing Current Liabilities (NIBCLs) + Miscellaneous Expenditure
Not Written Off + Intangible Assets] + (Cumulative Non-Recurring
Losses + Capitalized Expenditure on R&D + Gross Goodwill) —
Revaluation Reserve — Cumulative Non-Recurring Gains

The present study is based on the following specific objectives:
e To discuss in detail the major issues involved in the computation of EVA, i.e.
— Calculation of NOPAT,

— Calculation of Weighted Average Cost of Capital (WACC) with special reference
to cost of equity as per Capital Asset Pricing Model (CAPM), and

— Calculation of EVA;

* To apply the theory of EVA principles in practice to reflect the true economic
performance of the selected Indian companies; and

e Todiscuss the implications of the results on the strategies of Indian companies.

This paper discusses the database and methodology; gives an overview of the Return on
Invested Capital (ROIC) computations as per the theory of EVA, as well as the ROIC earned by
sample companies; discusses the WACC in detail where cost of equity capital is computed as
per CAPM; depicts the computed WACC of sample companies; reflects the true EVA calculations
and the computed economic profitability of the selected Indian companies; discusses the
implications of the findings on the corporate business strategies; and finally, summarizes the
findings.

Database and Methodology

For the underlying objectives of the research work, a sample of top 205 companies has been
selected from BT-500 India’s most valuable companies. The rationale behind selecting BT-500
(year 2006 rankings), as the sample base is that these companies are ranked on the basis of
market capitalization in the Indian securities market. The performance of these companies
may be observed as broadly summing the performance of the entire corporate sector in the
country. Thus, this sample may be projected to be a true representative of the EVA domino
effects of the corporate sector in the country. Further, of the 205 companies, banks, financial
institutions and Non-Banking Financial Companies (NBFCs) are excluded from the list to
prevent distortions in the comparisons. Companies for which complete financial information
is not available have also been excluded, resulting in a final sample of 104 companies. The
study is based on secondary data and covers a period of 12 years ranging from 1995-1996 to
2006-2007. All the financial information required for the study has been sourced from the
Centre for Monitoring Indian Economy (CMIE)’s corporate database ‘Prowess’ and the data
regarding share prices has been taken from the ‘Capitacharts’ of Capital Market Publishers of
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India Ltd. The risk-free rates are obtained from RBI’s annual reports. Further, Mumbai-based
Stern Stewart & Co. emphasized eight accounting adjustments as significant from the perspective
of Indian companies, while conducting Business-Today’s survey for EVA analysis in June
1999. The present study carries out all these adjustments in the financial statements of the
sampled companies in order to convert the book profits and book capital into operating profits
and economic capital. Such accounting adjustments provided by Dubey (2000) are briefly
explained as follows:

e Non-Recurring Income and Expenditure: Non-recurring items are excluded from NOPAT,
and are capitalized after tax. Non-recurring losses or expenditures are taken as additions
to capital while non-recurring incomes or gains are deemed to be reductions from it.
For instance, Tata Motors’ net non-recurring transactions amounting to Rs. —=5.82 cr
(excess of non-recurring expenditure over non-recurring income) for the year 2003 was
at first added to its profit after taxes amounting to Rs. 300.11 cr and were capitalized
over afive-year period ranging from 2003 to 2007.

e R&D:R&D expenditure can make up a large portion of the total expenditure of certain
companies, for instance, high-tech organizations or pharmaceutical companies. GAAP
generally requires most R&D expenditures to be expensed immediately, causing earnings
of that particular company to be understated in the year when such R&D efforts are
made. EVA capitalizes successful R&D efforts and amortizes the amount over the period
benefiting the successful R&D efforts. Thus, in EVA methodology, revenue expenditure
on R&D was charged to the profits in the year in which it was spent. However, R&D is
a strategic investment. So, the after tax R&D expenditure is included in the capital and
added back to NOPAT. The amount included in the capital is amortized over five years.
For example, Astrazeneca Pharma India Ltd.’s R&D on current account for the year
2003 at Rs. 2.33 cr was at first added back to its Profit After Tax (PAT). Then, its R&D
expenditure on capital account, amounting to Rs. 0.44 cr, was amortized over the
five-year period, i.e., Rs. 0.088 cr each year till 2007. Finally, the amount deducted
from PAT as R&D amortization in the year 2003 was Rs. 3.562 cr (Rs. 2.33 cr of R&D
on current account, plus Rs .088 cr as amortized part of R&D on capital account for the
year 2003, plus Rs. 1.144 cr as the portion of R&D on capital account amortized for the
years 1999 to 2003).

e  Goodwill: Goodwill is a permanent investment in businesses on which shareholders
expect returns, and should not be amortized. Thus, goodwill amortization is excluded
from the calculation of NOPAT and gross goodwill is included in capital. For instance,
in case of ACC Ltd., goodwill amortization of Rs. 7.21 cr was added back to profits and
gross goodwill at Rs. 7.59 cr was included in the capital.

e Interest: All interest expenses are added back to profits because interest amounts are
considered as capital charges rather than as operating expenses. The tax benefits of
interests are also removed and the cash operating taxes for a company are adjusted
accordingly. This is done as the tax benefits of interests are considered in the cost of
capital. This adjustment separates the financing and investing activities of businesses.
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For example, Hindustan Unilever’s interest expenditure amountingto Rs. 10.73 cr was
added to profits at first. Further, after tax, the cost of debt was considered for calculating
WACC.

* Non-Interest Bearing Current Liabilities (NIBCLs): The financing costs associated with
paying supplies and employees with some delay are already included in the costs of the
goods sold. Hence, these costs are excluded from capital. Moreover, capital charge is the
charge for equity and debt. That is why the study excludes ‘free capital’, i.e.,
non-interest bearing current liabilities. In Hindustan Unilever Ltd., NIBCLs were found to
vary from a low of Rs. 764.28 crin 1996 to a high of Rs. 3,201.63 crin 2007. Thus, while
calculating economic capital for each year, NIBCLs were excluded from the capital.

e Investments in Marketable Securities: These are included in capital and the income
from these securities, as shown in the books of accounts, is included in NOPAT. For
instance, the marketable securities of ABB Ltd. for the year 2007 at Rs. 346 cr were
included in the capital and the income from these securities was added to the profits.

e (Cash Operating Taxes: Cash taxes actually paid to the tax department are used in the
calculation of NOPAT, rather than in the income tax expenses. Hence, tax adjustment
starts with the provision for taxes, which is restated to reflect taxes paid on operations.
For that purpose, the tax effects of financing and non-recurring items are eliminated.
For the purpose of this study, this figure is taken as such from the database.

e Revaluation Reserve: Revaluation reserve is excluded from capital as this is not the
capital that is contributed by shareholders; its inclusion muddies up the picture of the
returns that a business is achieving on its capital base. For instance, Bombay Dyeing’s
revaluation reserve was as much as Rs. 83.28 cr that was excluded from capital while
calculating economic capital of the company.

Computation of ROIC of the Sample Companies

In the present study, ROIC has been calculated on the basis of economic capital (as discussed
above) instead of invested capital, as disclosed in the financial reports of the companies.
Thus, Equation (1) can be rewritten as:

EVA = (ROIC - WACC) x Economic Capital
where ROIC = NOPAT/Economic Capital.

Here, it is worth mentioning that rates of return of the sample companies are calculated
after providing for all the equity equivalents discussed above. These calculated rates of return
are shown in Table 1. Colgate-Palmolive (India) Ltd. yielded the highest average rate of return
of 71.43% per annum over the period under study. Nestle India Ltd. ranked second with
47.76% average rate of return per annum. Overall, the sample registered a 19.23% average
rate of return on total economic capital, ranging from a high of 24.85% in the year 2007 to a
low of 15.83% in the year 1999.
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Computation of WACC

WACC normally constitutes four
components—cost of equity, cost of
preference shares, cost of debt, and cost
of retained earnings. In this study, retained
earnings form part of the equity capital.
Hence, cost is not calculated separately
for retained earnings.

WACC is defined as the total returns
demanded by debt, preference and equity
investors, weighted against the proportion
of their share in the target capital structure
of the company (Ooi and Liow, 2002).
Each of these components are discussed
in some detail below.

Cost of Equity (k)

There are several methods to calculate this
component, including the dividend
discount model, the premium over long-
term debt model, CAPM, etc. Of these,
CAPM uses the market as a benchmark for
estimating k . Itassumes that cost of equity
is simply a risk-free rate of return plus a
premium that investors require to take an
additional market risk (Abdeen, 2000).
Moreover, Stewart also preferred CAPM for
the calculation of k. As per CAPM, k_is
calculated as:

Rj = Rf + (Rm — Rf) * fj

where, Rj = Expected return on securityj;

Rf = Risk-free rate;
Rm = Market rate of return; and
pi = Beta, i.e., sensitivity of the

return on scrip j to the
changes in the market
index.

CAPM states that shareholders require
a return equal to the return on a risk-free
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security (like treasury bills), plus a premium, to compensate them for the additional risk
associated with stock market investing. The risk premium for a given company equals the
market risk premium (the return equity that shareholders expect from investing in the overall
stock market) times a beta coefficient that represents the volatility of that company’s stock
relative to the stock market index (such as BSE Sensex) (Young, 1997). The components of k_
have been discussed below in detail.

Risk-Free Rate (Rf)

In the present study, weighted average of the interest rates on 364 days’ treasury bills (for a
period ranging from 1993 to 2007) has been taken as a proxy for the risk-free rate. For example,
weighted average annual yield on 364 days’ treasury bills has been noticed to be 11.23% in
1993, 11.67% in 1997, 9.76% in 2001, and 7.07% in 2007. By taking the average of these
rates for the period 1993-2007, a single average rate is calculated which comes out to be
8.6323%. This has been taken as a single common risk-free rate for the whole period under
study. Here, it is worth mentioning that treasury bills are issued by the RBI and are considered
as risk-free securities. Misra and Kanwal (2004) also used simple average of returns on the
same security for the period 1993-2003 as a risk-free rate.

Market Return (Rm)

Rm is the average return of the market as a whole, which is normally the return of the security
exchange on which the shares are traded. Damodaran (2000) used the data for the period
1926-1990 for the computation of average premium of US stocks. Further, Misra and Kanwal
(2004) used the simple average of daily return on BSE Sensex for the period January 1, 1990 to
March 31, 2003, for the computation of Rm. The rationale for using such long periods of
measurements is justified on the ground that the various business cycles and stock market
cycles get covered by having a long-term basis of estimation of trend, if any (Misra and Kanwal,
2004). Hence, in the present study, Rm has been calculated as the simple average of daily
return on BSE Sensex for the period April 1990 to March 2007. The formula to calculate Rm is:

_ Closing Value of Sensex on Day t — Closing Value of Sensex on Day t — 1

Rm -
Closing Value of Sensex onDay t — 1

The average daily return for the said period is 0.0887. To identify Rm, this average daily
return of 0.0887% is multiplied by 252, i.e., the average number of transaction days on BSE,
which comes outto be 22.359%. This Rm of 22.359% has been used as a single common rate
representing market return for all the years, in calculating k .

Risk Premium

The market return minus the risk-free rate is the so-called market risk premium that represents
the expectations of the shareholders over and above the Rf. This market premium is then
multiplied by the beta factor and added to Rfto determine k_. In the present study, market risk
premium is calculated as,

Market Risk Premium = Rm - Rf, i.e., 22.3587 — 8.6323 = 13.7264
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This market risk premium of 13.7264% remains same for all the sample companies for the
entire study period.

Beta (p)

Beta, being a systematic risk factor, measures the returns of a company’s shares relative to the
returns of the market. If the returns of a company move in harmony with the market and show
exactly the same volatility as the returns of the market, it is regarded as an average risk company
with 8 = 1, as market beta is always equal to one. A company falls in the above-average risk
category if its returns are more volatile than those of the market, i.e., its beta is greater than
one (8 > 1). On the contrary, acompany is said to be a below-average risk company with beta
less than one (8 < 1) if its returns are less volatile than that of the market. Moreover, negative
beta (8 < 1) is also possible but not likely. It indicates that stock is moving in the opposite
direction from the market.

For the purpose of the study, beta values have been calculated on the basis of daily returns
of both the individual security and the BSE Sensex. Rm is the same as has been discussed
above. The daily returns of individual security on the BSE Sensex has been calculated as:

_ Closing Prices of Security on Day t — Closing Prices of Security on Day t — 1

Ri
Closing Prices of Security on Day t — 1

where Ri is the return on security i on day t.

To arrive at the beta of sample companies, the statistical technique of regression has been
used, where Ri has been taken as the dependent variable and Rm as the independent variable.
Beta, being the x-coefficient in the standard regression equation, has been determined for each
year separately for all the sample companies. The beta coefficient has been calculated as:

Bj = Cov,, o2,

where,
Cov,, is the covariance between security return and market return; and
o’ s the variance of market return.

Cost of Debt (k)

The after-tax cost of debt is simply a bond’s yield to maturity times one minus the firm’s
marginal tax rate. Since interest on debt is tax deductible, this adjustment must be made to
properly reflect the true cost of the debt component (Abdeen, 2000). Hence, cost of debt has
been calculated as:

_ Total Interest Expenses x (1 — Effective Tax Rate)

k,= x 100

Average Total Borrowings

It is worth mentioning here that in the above formula, Effective Tax Rate (ETR) has been
taken instead of Marginal Corporate Tax Rate (MTR). Actually, the Income Tax Act, 1961
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provides a number of exemptions and disallowances to specific industries and companies
which usually results in much difference between the company’s MTR (as prescribed under
the Act), and its ETR. Hence, computation of such ETR makes the financial information more
revealing. Further, total borrowings include both long-term and short-term borrowings.

Cost of Preference Share Capital (k)

Unlike debt, preference dividend is not deductible for tax purpose but is subject to the
appropriation from profits. Therefore, in this case, no tax adjustment is required. The cost of
preference capital is calculated by the simple formula:

Preference Dividend

k

p

- — %100
Average Preference Capital

After calculating all the cost components, finally, the overall cost of capital is calculated
by the formula:

Overall Cost of Capital =WACC x Economic Capital

Further, WACC = (k, x W) + (k, x W) + (kp X Wp)
= ke X(E+£+PJ+kd X(E+g+Pj+kp X(EJrg+PJ

where,

k, = Costof equity shareholders’ funds;

W, = Percentage of equity shareholders’ funds;

k, = Cost of debt;

W, = Percentage of debt;

k, = Costof preference capital;

W, = Percentage of preference capital;

E = Book value proportion of average shareholders’ funds;

D = Bookvalue proportion of average total borrowings; and

P = Book value proportion of average preference capital.

For the purpose of this study, equity shareholders’ funds are calculated as: Average Equity
Capital + Reserves and Surplus — Accumulated Losses — Miscellaneous Expenditure. The logic
behind taking the average of all capitals (i.e., equity, preference capital and debt) is to account
for all additional financing or debt repayments made during the year.
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WACC of the Sample Companies

The overall cost of capital weighted on the basis of companies’ capital structure is tabulated in
Table 2. Ispat Industries Ltd. ranked first with lowest WACC of 8.50%, whereas Asahi India
Glass Ltd. ranked second with WACC of 8.86%. Further, HCL Infosystems Ltd. reported
highest WACC of 41.06%, and hence got the least rank. WACC of all the sample companies
averaged 17.83% over the study period ranging between a low of 16.86% in 2005 and a high
of 19.36% in 1997.

EVA of the Sample Companies

The EVA of a company has been computed by deducting the overall cost of capital from its
adjusted NOPAT figure (as per the formulae given before). If such adjusted profits of a company
are more than its overall cost of capital employed (r > ), the company is said to be successful
in creating shareholders’ wealth (i.e., positive EVA company). On the other hand, a company
is regarded as a wealth destroyer (i.e., negative EVA company) if its overall cost of capital is
more than its adjusted profits (r < c). Though rare, but, if the EVA of a company is zero, it
must be considered as a sufficient achievement as the company has earned a return that is at
least sufficient to cover up its overall cost of capital.

Table 3 depicts the average EVA created/eroded by the sample as a whole during the entire
study period. It also shows the average EVA of each company along with the trend being
followed by each of them during the study period. Further, it also signals the years where EVA
was being created or eroded by the sample as a whole. Since the average rate of return of
19.23% per annum on the economic capital (as per Table 1), is more than the average WACC
of 17.83% per annum (as per Table 2), it is apparent that the sample as a whole registered a
positive EVA of Rs. 9.07 cr (as per Table 3) over the entire period under study.

Table 3 depicts that on an average, only 53 out of the 104 companies have reported a
positive EVA, that too only for four out of the 12 years of the study period. The sample as a
whole reported a positive EVA (from March, 2004 to March, 2007), ranging between
Rs. 34.96 crin 2004 and Rs. 185.80 cr in 2007. Otherwise, from 1996 to 2003, the sample
registered a negative EVA on an average, ranging between a high of Rs. —49.56 crin 1996 and a
low of Rs. —=2.62 cr in 2003.

Preview of the Wealth Creators and the Wealth Destroyers

The EVA trends of top-five wealth creators, including Hindustan Unilever Ltd., Tata Steel Ltd.,
ITC Ltd., Wipro Ltd., and Hindalco Industries Ltd., for the 12 years period covering 1996 to
2007, are shown in Figure 1. Except Tata Steel Ltd., all the four companies registered a positive
EVA in each year of the study period but with fluctuations in their trend lines. Figure 2 depicts
the EVA experiences of the top-five wealth destroyers, including Reliance Infrastructure Ltd.,
CESC Ltd., Reliance Industries Ltd., Ispat Industries Ltd., and Moser Baer India Ltd. These large
wealth creators had 10 to 12 years of negative EVA, which collectively destroyed wealth upto
Rs. 2107.82 cr per annum during the period under study.
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India’s top-most valuable companies
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Figure 1: EVA of Top-Five Wealth Creators
in Performance Universe, 1996-2007
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Figure 2: EVA of Bottom-Five Wealth Destroyers
in Performance Universe, 1996-2007
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S el BN N I N S for India’s most valuable companies?
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< ! most valuable companies’ list or which
o o o n o o [N (@) (=) . .
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is linked to economic performance of a company, it can have a significant impact on the
business strategies of the corporate sector (Ooi and Liow, 2002). Bonuses and incentive pay
schemes should be built around the managers’ ability (or lack thereof) to generate positive
EVA within their own areas of responsibility. Positive payments should be accrued to managers
whose divisional profits are more than the divisional costs, whereas negative incentive plans
should be used if long-term divisional profits fall short of divisional costs. Thus, in this way,
EVA can provide an incentive to corporate managers to act like shareholders, and investment
decisions would be made on the basis of whether they would yield positive EVA or not.

Conclusion

Since creating shareholder value has become the widely accepted corporate objective nowadays,
EVA deals with accounting for the cost of capital and determines the sufficiency or insufficiency
of earnings generated by a firm to cover the cost of capital, i.e., whether a firm is a value
generator or a value diluter. But, despite being touted as ‘today’s hottest financial idea and
getting hotter’, it is being ignored by the corporates, professionals and government bodies in
India. Annual published reports still lack transparency and adequate disclosures. Investors’
hard-earned money is still being misused in unprofitable projects, resulting in shareholders’
wealth destruction. This is the reason why more than 48% of the most valuable companies in
the Indian corporate sector are actually registering negative economic profitability. Singh (2004)
stated that no enterprise survives or grows if it fails to generate wealth for the ultimate
stakeholders. An enterprise can exist without making profits but it cannot survive without
adding value. An enterprise not making profits shall turn into poor health (like several companies
in the public sector), but not adding up value may cause its termination over a period of time.
Hence, EVA should be taken as a challenge thrown on the Indian corporate sector and corporate
leaders should respond in a way so as to develop confidence among all the stakeholders.
Companies must try hard to maximize shareholder value without which their stocks can never
be fancied by the market. Moreover, EVA statements should form part of the audited annual
published accounts of the Indian companies so as to bring more transparency and better
disclosure practices to catch the faith of the world business community on the Indian stock
market in the long run.m
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