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ABSTRACT

Research Paper Finance

EVA: An Innovative Parameter for Shareholders’
Wealth Measurement

* Shri. Arvind A. Dhond

* Associate Professor in Commerce, St. Xavier’s College, Mumbai.

The current study is an attempt to know which financial performance measurement tool in the light of its objectives has more
relationship with shareholders’ wealth creation. Further, this study is also done with special reference to various traditional
performance measurement tools and a comparative study with one of the modern performance measurement tool EVA.

Keywords : EVA, Shareholders Wealth, Market Value, Wealth Creation

Introduction:

Corporate firms exist to create wealth and maximize wealth
for its shareholders. Most corporates are today geared to
understand and act upon the concept of shareholders value
creation in order to stay competitive in the dynamic busi-
ness environment. Maximizing shareholder’s wealth has
thus become the new corporate paradigm. Managers and re-
searchers have traditionally recognized shareholders wealth
maximization as the ultimate corporate goal. The owners of
the company i.e. the shareholders are more interested in
maximizing their wealth. Maximizing the shareholders wealth
means maximizing the net worth of the company for its share-
holders. This is reflected in the market price of the shares
held by them. Therefore wealth maximization means creation
of maximum value for company’s shareholders which means
maximizing the market price of the shares.

Objectives of the Study:

1. To study the awareness about the concepts of EVA and
shareholders wealth in the market from the target re-
spondents.

2. To provide suggestions based on the primary survey find-
ings.

Salient Observations of Literature Review:

Economic Value Added has a very narrow approach since it
does not focus on the larger aspect of societal benefit but only
on the shareholders wealth. The observations from certain
empirical studies undertaken by the researchers correlates
with the purpose of the review of literature highlighting the sig-
nificance of EVA as a strong measure of shareholders’ wealth
creation and measurement parameter. On the basis of review
of above mentioned studies the following inferences in the
knowledge and understanding can be drawn:

(a) Harris and Ohlson, Stewart and Bennett, Rice and Ray
pointed out that Economic Value Added (EVA) is one of
the strong and modern as well as best measure of share-
holders’ wealth creation.

Bao and Bao’s study revealed that the EVA is positively
and significantly correlated with the firm value.

(c) Saxena and Saini’s study revealed that traditional meas-
ures do not reflect the real value of shareholders, hence
EVA should be measured to have a better idea about the
shareholders value.

Singh and Garg’s study revealed that only about two-third
of the sample companies had been able to generate the
positive EVA for its shareholders.

A review of research to date on the relationship between tra-
ditional performance measures and EVA has shown mixed
results. Some initial studies indicated that EVA does indeed

(b

~

(

-~

have greater power to explain market value than other tradi-
tional accounting measures do. However, subsequent studies
have contradicted these findings and have produced findings
that support the claim that traditional accounting indicators
are superior to EVA in explaining changes in market value.

Research Methodology:
Both primary and secondary sources of data is used for col-
lecting the necessary information.

Primary Data:

To obtain information on the indicators considered most im-
portant by companies, the primary data is collected through
a well-structured questionnaire. The questionnaire is specifi-
cally designed to obtain information on the preferred financial
performance measures on the awareness and adaptability
of new value-based performance measures, as well as on
the conditions and scope of adaptability of the new perform-
ance measures. Primary data is obtained through personal
interview, telephonic/ mobile phones interview, clarifications
from finance executives and corporate executives/ officers.
Further, views and opinions of finance professionals such
as Chartered Accountants, Stock Brokers, etc. is taken into
consideration. The actual net sample size is 364 and the re-
spondents are selected through stratified random sampling
technique.

Location:
Areas covered for the purpose of collecting primary informa-
tion were in and nearby Mumbai.

Results of Research:
The findings of the survey are analysed and presented as
follows:

Research Findings:

Q. - Do you believe that company should have an equity
dominant capital structure?

Source: Field Survey
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Interpretation: 82.22% of the respondents felt that a company
should have an equity dominant capital structure.

why do you feel a equity dominant
capital structure is a better option?

ks
lessinberemos by _
Cutsiders o by b wou el o eguity

bois burdgn of dominart capital

sorvicirgthe debts T structure s a better
option?

B b |

gk Ranids ol

o Fler 0% BLr

Source: Field Survey

Interpretation: 50% of the respondents felt that an equity
dominant capital structure is required since it helps to retain
the control in the hands of shareholders.

Oz 21 ks maximising shareholders
wealth a better goal than maximizing
compary's profit?

Source: Field Survey

Interpretation: Maximizing shareholders wealth was accepted
by 50% of the respondents as a better goal than just maximiz-
ing the companies profits.

: 13 Do you think that the real objective of
financial management of the company is to add
to wealth of the shareholders?
100 D0
o
0m

Source: Field Survey
Interpretation: 86.67% of the respondents felt that the real ob-
jective of financial management of the company is to add to

the shareholders wealth.

0 7% D you hink tha tharsscidery supect & cortiam
ménimuam re of returea?

Source: Field Survey

Interpretation: 93% of the respondents felt that shareholders
expect a minimum return on their investments in a company.

Q.- What are the parameters to judge shareholders
wealth?

ranks

 Righy o o sy
Shares

W Profinin Relation (0
Rl

= Prody in Retation 1o

Source: Field Survey

Interpretation: Of the various parameters used to judge share-
holders wealth 22% of the respondents felt that Net Worth is
the most important parameter to judge shareholders wealth.
Here, EVA ranked second after Net Worth. EVA was accepted
by 19% of the respondents.

Findings:

1. Equity dominant capital structure supports wealth crea-
tion for equity shareholders.

2. EVAis preferred by the respondents as an innovative pa-
rameter for measuring shareholders’ wealth.

3. From investor’s point of view, EVA is the best external
measure of a company’s performance on the grounds
that it accounts for the full cost of capital, including the
cost of equity.

4. EVAs an internal measure of performance which can be
used to maximize the external measure of performance
i.e. MVA. EVA shows best correlation with MVA.

General Suggestions and Recommendations:

1. There is a need for revision and reforms required in the
parameters of measuring shareholders wealth creation
due to the superiority of the modern parameters over the
traditional parameters of measuring shareholders wealth
creation.

2. The corporates have to view shareholders not merely as
a part-owner, who is a supplier of finance and share capi-
tal as merely a source of finance but have to shift their
paradigm towards shareholders being the true owner of
a corporate firm and to run the corporate firm with an ulti-
mate objective of achieving shareholders wealth creation.

3. Today EVA is not a mandatory part of financial reporting
in India and hence it does not form a part of annual re-
ports. Due to the increasing importance of EVA in future
it should form a part of mandatory accounting information
reported through annual reports.

Conclusion:

Maximising shareholders’ value is fast becoming a corpo-
rate standard in India. Companies use several methods for
measuring the shareholders’ value. Most of the methods are
traditional/ old methods, which are considered less effective
in measuring shareholders value creation. This can partly
be attributed to their conservative practices and partly to the
complexity involved in the calculation of EVA.
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