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SUMMARY AND CONCLUSIONS 
 

INTRODUCTION  

            Today, Economic Value Added is gaining an increased attention as a periodic 

measure of business performance. It is strictly related to the concept of Market Value 

Added. The difference between the market value of the firm’s equity and the amount 

of equity capital that was supplied by the shareholders is called Market Value Added. 

The present study examines different financial performance measures to ensure the 

achievement of the ultimate objective of shareholder value creation. The widely used 

performance measures are: Return on Capital Employed, Return on Investment, 

Return on Equity, Return on Net Worth, Profit before Depreciation Interest and 

Taxes, Profit before Interest and Taxes, Earning per share, Residual Income, 

Operating Cash Flows etc.  

      These traditional performance measures do not reflect risk, and therefore, 

promote behaviour that aims to maximize earnings or prevent the dilution of returns. 

These measures fail to reflect the real picture of the company performance because 

they ignore time value of money and moreover, investments in working capital are 

excluded from the earnings calculations. As a result, the use of traditional 

performance measures has often led to the conflict between management and 

shareholders’ interest. Sometimes, it leads to rejection of economically profitable 

project or acceptance of unprofitable project. For example, a company’s current 

ROCE is 20% and its overall cost of capital is 16% with an estimated ROCE of 18%. 

To maximize ROCE one will reject the said opportunity. But actually, if accepted, it 

would have added two per cent economic surplus to the shareholders’ wealth. Thus, 

EVA as a modern performance measure in banks gives recognition to the cost of 

equity in all managerial decisions and provides a yardstick to measure the 

shareholders’ wealth creation by business entity. 

           Due to some drawbacks of traditional performance measures, Stern Stewart & 

Company has evolved their trademark concept called Economic Value Added, as a 

performance measure. This measure is claimed to be the best internal financial 

performance measure of shareholders’ wealth creation. Till now, EVA is the only 

measure which got maximum attention of the academicians and the practitioners. 

Corporate India is slowly adopting EVA as a performance measure. Several 
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companies like Godrej, TCS, Marico, Infosys, etc. adopted EVA for different 

purposes. The banks like HDFC Bank, ICICI Bank, UTI Bank, GTB etc. also apply 

EVA for measuring their financial performance. EVA is not a new phenomenon, it is 

one of the variant of the old existing concept known as Residual Income. It differs 

from Residual Income in terms of the accounting adjustments, which have been 

recommended by Stern Stewart & Company. These adjustments are required for 

converting the accounting figures into economic values. EVA is calculated by 

deducting the weighted average cost of capital (includes both the cost of debt and 

equity) from the earnings. 

          The superiority of Economic Value Added over the traditional financial 

performance measures in association with shareholder wealth creation is still 

debatable. The present study was undertaken to address these issues. The current 

research is an endeavour to find out whether the Economic Value Added outperforms 

the traditional financial performance measures. Is Economic Value Added a better 

measure than the traditional financial performance measures in creating shareholder 

wealth? This question has been examined with the help of empirical analysis of the 

relationship between the Market Value Added (an external measure of shareholder 

wealth creation) with the Economic Value Added and traditional financial 

performance measures like Return on Capital Employed, Return on Net Worth, 

Earning per Share, Profit before Depreciation, Interest and Taxes, and Profit before 

Interest and Taxes. 

           In this research work, the relationship between dependent variable(s) and 

various selected independent variables has been studied through multiple correlations 

and backward regression analysis. The comparison has been made between EVA vis-

à-vis traditional performance measures for the sample banks which include both 

public and private sector banks taken together for a period of six years from the year 

ending 2003 to 2008. 

 

REVIEW OF LITERATURE 

          The chapter puts forward the review of literature done in the area of Economic 

Value Added. Most of the research on Economic Value Added has been conducted 

abroad, whereas only a small number of studies have been conducted on the subject in 

India. The studies have been conducted on banks as well as other organizations. 
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Economic Value Added was developed by a New York Consulting firm, Stern 

Stewart in 1982 in order to promote value added measures for analyzing performance 

of the companies. EVA is said to be a superior performance measure as it conveys 

additional information to investors over conventional performance measures. The 

formal evaluation of Economic Value Added in India as a performance measure 

started with economic reforms.  

           There is an argument on application of Economic Value Added vis-à-vis 

traditional performance measures as a performance indicator. Several studies have 

documented the relationship of EVA with stock performance and other financial 

measures. O’Byrne (1996) and Roztocki (1999) concluded that the EVA outperforms 

earnings in explaining firm values as compared to traditional performance measures. 

Milunovich and Tsuei (1996) reviewed the correlation between Market Value Added 

and several conventional performance measures in U.S. computer industry. Ghanbari 

and Sarlak (2006) also found that the correlation between EVA and stock returns is 

higher than that of other indicators for measuring performance in Indian automobile 

industry. 

             The relationship of modern and traditional performance measures with 

Market Value Added was studied by Uyemura (1996) and Verma (2001) who 

documented a strong relation between EVA and MVA in banks. Parasuraman (2000) 

also used EVA to evaluate the performance of the Indian banks and concluded it as an 

important measure to judge the performance of a bank in view of the current changing 

scenario which proves Economic Value Added as a better predictor for maximization 

of shareholders’ wealth. 

             At the same time, there are studies which do not support the strong relation 

between Economic Value Added and the firm’s Market Value Added than traditional 

performance measures. Chen and Dodd (1997) found that the traditional measures, 

residual income and operating income display a greater ability to explain stock returns 

than EVA. Biddle, Bowen and Wallace (1997) studied the incremental content and 

concluded that earnings reflect stock returns better than EVA.  Anupam (2004) tested 

the supremacy of Economic Value Added over traditional performance measures by 

examining the effectiveness of EVA as performance measure vis-à-vis traditional 

performance measures (Return on Capital Employed, Return on Net Worth, Profit 

before Interest and Taxes and Earning per Share) and found no clear evidence to 

support Stern and Stewart’s claim that the Economic Value Added was superior to 
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other performance measures in its association with the Market Value Added. 

Fogelberg and Griffith (2000) and Kimball (1998) concluded that EVA is not a better 

measure than traditional performance measures in banking sector.  

           Thus, the empirical research on the subject for the value relevance of 

traditional accounting performance measures and modern value based performance 

measures is broad but has controversial results. Economic Value Added has recently 

gained much attention as a tool that takes into consideration many factors which other 

measures do not. The proponents of Economic Value Added show a major 

improvement over the traditional performance measures and report high levels of 

correlation between EVA and share returns.  

            The foregoing review of the existing literature on the subject revealed that 

numerous researchers in India and abroad have made efforts to evaluate different 

performance measure tools. A number of studies containing contradictory results have 

been published. On the basis of these conflicting results it is not clear whether the 

value-based measure, i.e., Economic Value Added is able to outperform the 

traditional financial performance measures in explaining share returns. But it has been 

observed that a number of multinational companies and financial institutions are 

considering Economic Value Added as a strong financial tool. Thus, its application in 

India for assessing corporate performance can not be ignored. It can be concluded 

from the above review that only a few studies have been conducted on banks 

regarding the evaluation of Economic Value Added as a performance measure. It is 

against this background that the need for this study was felt. 

 

NEED FOR THE STUDY 

              The main motive of the new performance evaluation techniques and concepts 

is to bring transparency in the financial and non-financial system of the corporate 

world. These techniques include Activity-based costing, Balanced scorecard, 

Benchmarking, Good corporate governance, Total quality management, Economic 

Value Added and Market Value Added. Among these innovative modern tools, the 

Economic Value Added, above all, exclusively emphasizes on the interest of the real 

owners of a firm. The term ‘Economic Value Added’ is a registered trademark of 

Stern Stewart & Co. of New York City (USA). Corporate India is now catching up the 

adoption of EVA. Moreover, it can be adopted as a corporate philosophy for 
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motivating the employees which helps in differentiating between value creating and 

value destructing activities. 

 Traditionally, shareholder wealth is proxied by either standard accounting 

profits, earnings or ratios and used to predict the current and future performance. The 

empirical literature to date suggests that there is not any single accounting based 

measure upon which one can see the changes in shareholder wealth. Now, EVA acts 

as trademarked variant of residual income in the field of internal and external 

performance measurement. It is the financial performance measure which captures the 

true economic profit of an enterprise. Now, bankers need to focus on shareholders’ 

wealth. Firstly, they must ensure that the funds mobilized by banks generate returns in 

excess of the cost of the capital. Secondly, bankers need to invest in technology that 

increases their reach and also be open to mergers and acquisitions. Thus, bankers 

must understand the concept and relevance of EVA which provides a unique insight 

into value creation.  

 

OBJECTIVES OF THE STUDY 

            The main objectives of the study are as follows: 

1.  To examine the framework of Economic Value Added as a measure of 

financial performance. 

2.  To compare and contrast Economic Value Added with traditional performance 

measures as the predictor of financial health of banks under study. 

3.   To evaluate the effectiveness of Economic Value Added vis-à-vis other 

traditional performance measures as predictors of maximization of 

shareholders’ wealth of banks under study. 

 

RESEARCH DESIGN 

 The sample for the present study comprises of 47 banks which include all the 

27 public sector banks, while 20 top private sector banks have been selected on the 

basis of market capitalization as on March 31, 2002. Out of 47 banks, 17 banks are 

not listed on stock exchange. The remaining 30 banks are listed, and hence, selected 

for measuring the relationship of EVA vis-à-vis traditional performance measures as a 
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predictor of financial health and shareholder wealth. The present study covered a 

period of 6 years from 2002-03 to 2007-08. The secondary data has been used to fulfil 

the objectives of the study. The secondary data has been collected from various 

sources like CMIE prowess data base, financial journals, annual reports of the banks 

and statistical tables relating to banks in India( from the RBI website).  

              In the present study, following hypotheses have been taken: 

H01:  Economic Value Added is not a superior measure of performance as compared 

to traditional performance measures. 

H02:  There is no significant relationship between Market Value Added and 

Economic Value Added. 

H03: There is no significant relationship between Market Value Added and other 

traditional performance measures. 

H04:  There is no significant relationship between financial health and Economic 

Value Added.  

H05: There is no significant relationship between financial health and other 

traditional performance measures. 

          The hypothesis is required to evaluate EVA as a superior measure of 

performance as compared to traditional performance measures. It also compares EVA 

with traditional performance measures as predictor of financial health of banks and 

maximization of shareholder’s wealth. In order to test the research hypothesis, 

multiple correlation and backward linear multiple regression have been applied. To 

determine the significance of relation between dependent and independent variables, 

the results have been tested at 5% (Two-tailed test) and 1% (Two-tailed test) level of 

significance. The backward linear regression analysis which gives the most significant 

variable(s) left in the regression equation has been applied to further strengthen the 

results. 

 Multicollinearity refers to the presence of higher correlations among a set of 

independent variables. While conducting multiple regression analysis, if 

multicollinearity exists between variables, it may reduce the precision of the estimated 

regression co-efficient.  In order to remove the problem of multicollinearity, one 

variable out of a pair of inter-correlated independent variables has been removed to 
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ensure that the independent variables are free from inter-correlation among 

themselves. Therefore, different regression equations have been formed after 

removing one variable (independent variable) out of the pair of inter-correlated 

explanatory variables. Similarly, the various multiple regression equations have been 

established; and the final equation has been selected on the basis of highest R2 , lowest 

standard error of estimate and overall strength of the observed equation as conveyed 

by the F-statistics. The t-test results out the most significant variable(s) in the 

regression model. Multicollinearity test has been conducted after elimination of inter-

correlated variables with the help of Variance Inflation Factor (Khullar, 2006; 

Anupam, 2004; Kohli, 1998; Moore and Buzby, 1972; and Singhvi and Desai, 1971).  

 The study also provides a detailed description of the calculation of the 

variables (measures) included in the study, i.e., Financial ratios based on CAMEL 

model, i.e., C- CAR; A- NnNPANA Ratio, GrNPAGA  Ratio;  M - RBTA, RBII ; E- 

ROA, ROE, RNIMTA ; L- CDR, CRDR, Market Value Added/ Economic Capital, 

Economic Value Added/ Economic Capital, Return on Capital Employed, Return on 

Net Worth, Earning Per Share, Profit before Depreciation, Interest and  Taxes, and 

Profit before Interest and Taxes. MVA as a predictor of shareholders’ wealth and 

Financial ratios based on CAMEL model as a predictor of financial health of banks 

has been considered as a dependent variable; and EVA, ROCE, RONW, EPS, PBDIT, 

and PBIT have been taken as independent variables. The calculation of independent 

variables, their components, as well as number of adjustments have also been made. 

  

FINDINGS OF THE STUDY 

Framework of Economic Value Added 

 The concepts related to value added approach, i.e., Economic Value Added, 

Market Value Added and traditional financial performances, i.e., ROCE, RONW, 

EPS, PBDIT and PBIT have been addressed. EVA is an attempt to measure the 

financial performance that promotes the maximization of the firm’s value and is 

considered to be consistent with the objective of shareholder value maximization. 

EVA is considered to be version of Residual Income. It calculates the economic profit 

generated by the firms by comparing the cost of the invested capital with the return 

earned on it. Traditional measures of performance fail to include the firms’ cost of 

capital in their calculations and appear to focus on the use of historical accounting 
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information.  The study links EVA and other modern performance measures with the 

shareholder value it created. This is achieved by including the opportunity cost of 

capital invested in the firm, which enables these measures to evaluate value creation. 

These measures are presented by their proponent as an improvement over the 

traditional financial performance measures. The study also gives comparative 

shareholder value added approaches. 

 From the existing literature, it is, therefore, not always clear whether EVA 

represents an improvement over alternative measures of financial performance and is 

able to outperform the traditional performance measures. The study attempts to 

address the concepts relevant to value maximization and financial performance 

measures. 

Comparison of EVA vis-à-vis Traditional Measures as a Predictor of 

Financial Health of Banks 

 In this section, a comparison of Economic Value Added vis-à-vis Traditional 

performance measures like Economic Value Added, Return on Capital Employed, 

Return on Net Worth, Profit before Depreciation, Interest and Taxes, Profit before 

Interest and Taxes and Earning per Share as a predictor of financial health of banks 

has been made for the period under study, i.e., 2002-03 to 2007-08.   

 The financial health of banks has been evaluated on the parameters of 

CAMEL by the regulators (including RBI) as well as analyst. The significance of 

relation between dependent and independent variables has been tested at 5% (Two-

tailed test) and 1% (Two-tailed test) level of significance. The backward linear 

regression analysis which gives the most significant variable(s) left in the regression 

equation has been applied to further strengthen the results. Broadly, the analysis 

points out that the Economic Value Added/Economic Capital, Return on Net Worth, 

Return on Capital Employed, Profit before Depreciation, Interest and Taxes, Profit 

before Interest and Taxes, and Earning per share are the significant variables under 

different parameters of financial health of banks for the period 2002-03 to 2007-08.  

 In the year 2002-03, the traditional performance measures emerged as better 

predictor of the financial health of banks. After the year 2002-03, Economic Value 

Added started showing significant correlation with different parameters of financial 

health. It can be said that from the year 2004 onwards, some of the banks have been 
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able to establish a clear and positive relation with Economic Value Added together 

with traditional performance measures. Hence, the second null hypothesis is rejected; 

and it shows that EVA/EC has a significant relationship with financial health of 

banks. 

 The regression analysis reveals the fact that EVA/EC is a better method of 

measuring the performance of the banks together with the traditional performance 

measures in terms of relationship with the financial health of banks except the years 

2003 and 2005. The results show Earning per share as the most superior method of 

measuring the financial performance of the banks throughout the period of study 

except the year 2008. The variables, viz Return on Net Worth and Return on Capital 

Employed have generated a significant relationship with the financial health of banks 

during the period 2005-07. EVA/EC has appeared as a significant variable for the 

years 2006-08. Therefore, Economic Value Added should be used together with 

traditional performance measures to predict the financial health of the banks.  

Effectiveness of EVA vis-à-vis Traditional Performance Measures: A 

Bank-wise Analysis 

 In this section, bank-wise correlation and regression analysis of the 

relationship between the dependent variable Market Value added with other 

independent variables have been carried out on the sample banks under study. The 

purpose is to find out the most effective measure among the available measures and 

whether the effectiveness of these independent variables differs across the different 

banks in the sample. The correlation technique has been applied to test the degree to 

which each of the independent variables is related to the dependent variable and also 

to find the correlation within independent variables. The effectiveness of EVA vis-à-

vis traditional performance measures over the banks under study has been tested at 

5% and 1% level of significance. 

     The results of correlation analysis have revealed that Return on Net Worth, 

Profit before Interest and taxes, and Earning per Share are the best measures in the 

case of both public and private sector banks under study. In comparison to the 

traditional performance measures, Economic Value Added has not emerged as a 

dominant variable but still its relation with Market Value Added has been quite 

stronger than the Return on Capital Employed in terms of number of banks. The 
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results are consistent with the findings by Ismail (2008), Visaltanachoti and Luoz 

(2008), Palliam (2008), Maditinos et al. (2005).  

   The regression analysis has provided mixed results. The results show Return 

on Capital Employed as the most significant variable in more than half (approx 55%) 

of the banks under study. Economic Value Added has emerged to be the second most 

significant variable showing a highly positive relationship in about 45% of the total 

banks under study. It can be said that a few banks which have been using Economic 

Value Added for the past few years are able to establish a clear relation with Market 

Value Added together with other traditional performance measures. Therefore, 

Economic Value Added cannot be regarded as the only performance measure 

influencing Market Value Added. It has to be used along with traditional performance 

measures, i.e., ROCE, RONW, PBDIT, PBIT and EPS. Hence, the null hypothesis 

stands accepted that EVA/EC is not a superior method for measuring the performance 

of banks as compared to traditional performance measures. 

Relationship of MVA with EVA vis-a -vis Traditional  Performance 

Measures 

        This section gives a comprehensive analysis of the relationship of Economic 

Value Added and traditional performance measures with Market Value Added on 

temporal basis, by using both Multiple Correlation and the Backward Multiple 

Regression analysis. On the basis of ownership pattern, the banks have been classified 

as Public and Private sector banks; on the basis of generation, Old(public and private 

Banks) and New(public and private Banks) generation banks; and on the basis of total 

assets size, Small, Medium and Large size banks. The year-wise analysis of the banks 

under study covering a period from 2003-2008 has been undertaken. 

           The analysis of these banks under study reveals the fact that Economic Value 

Added/Economic Capital, Profit before Depreciation, Interest and Taxes, and Profit 

before Interest and Taxes have outperformed uniformly; and have a significant 

positive relationship with Market Value Added/ Economic Capital except in the case 

of Return on Net Worth. In all the banks under study, Return on Net Worth has shown 

a negative correlation with the dependent variable at 5% and 1% level of significance. 

The variable ROCE has shown a negative correlation with MVA/EC at 5% level only 

in the case of public sector banks and old generation banks.  
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 The regression analysis has provided mixed results. It can be said that 

EVA/EC and other traditional performance measures act as a superior measure of 

performance and significantly correlated with the MVA/EC. The results are consistent 

with the findings by Modesti (2007), Irala (2006), Irala (2007), Fraker (2006), Grant 

(2006), Ghani et al. (2005) which supported EVA more than traditional performance 

measures; and the findings by Visaltanachoti and Luoz (2008), Kim (2006), 

Maditinos et al. (2005) which challenged the supremacy of EVA as a performance 

measure. Thus, EVA/EC has not emerged as the only dominant variable but still its 

relation with Market Value Added is quite stronger than the Return on Capital 

Employed and Earning per share in terms of  different classifications of banks.  

 The overall correlation analysis results for the whole period under study 

indicate that EVA acts as a superior measure. It has a highly positive significant 

relation with the dependent variable, MVA after the year 2003-04. It can be said that 

from the year 2004-05 onwards, some of the banks have been able to establish a clear 

and positive relation with EVA/EC.  

 The backward regression analysis results show that the independent variable 

called EVA is found to be a superior method of measuring the performance of the 

banks over the traditional performance measures in terms of relationship with the 

dependent variable, i.e., MVA during the period 2004-05 to 2007-08. The results of 

the main findings are similar to those provided by Lee and Kim (2009), Chari (2009), 

Shil (2009), Pal and Kumar (2008), Modesti (2007), Irala (2007), Irala (2006), Fraker 

(2006), and Grant (2006), which supported EVA more than traditional performance 

measures. Hence, the null hypothesis is rejected, and it proves that EVA/EC is a 

superior method of measuring the performance as it has a significant relationship with 

MVA/EC. 

 

LIMITATIONS OF THE STUDY  

1. The book value of capital invested was used as a measure of capital invested. 

Book value reflects accounting choices made over time and hence the calculation 

may not be absolutely accurate. 

2. While determining the cost of capital, discounted cash flow valuation assumes that 

the cost of capital is calculated using market value of debt and equity. This 

calculation posed a major problem. However, the WACC was calculated by 



12 

multiplying the cost of each capital component by its proportional weight. The 

common errors made in the estimation and uses of the capital may affect the 

study. 

3. The study ignores the impact of inflation. 

4. In the study, linear methods have been used for analysis, although a non-linear 

relationship between stock returns and earnings may exist. 

5. The numerous accounting adjustments can make calculation of EVA complicated. 

In the absence of generally accepted rules, it is difficult to mention which of the 

adjustments have to be made. Thus, the results may differ and the EVA of one 

bank might not be comparable to another. 

 

SUGGESTIONS 

 On the basis of present study, the following suggestions with regard to EVA 

vis-à-vis traditional performance measures are made which can go a long way to 

improve the financial performance measurement of the Indian banks through EVA as 

a modern measure which is found to be a predictor of maximization of shareholders’ 

wealth:  

1. As per results of the study, EVA has emerged as the most effective performance 

measure along with traditional measures, viz. ROCE and RONW. Considering the 

popularity and fundamental contribution of EVA, in terms of its consideration of 

all the capital charges including equity cost, it cannot be ignored as far as the 

Indian banks are concerned. As the use of EVA increases the managerial 

awareness of the capital cost of running a business, the Indian banks need to apply 

EVA in its true sense. Its application can be equally useful for other institutions as 

well. 

2. In this age of globalization and privatization, the survival of the banks highly 

depends upon their being competitive in the market. Thus, the bankers now will 

have to constantly seek to invest in technology and also be open to strategic 

alliances, mergers and acquisitions, restructuring and other exercises for adding 

EVA to shareholders’ wealth all the time. 

3. RBI should use wide-ranging guiding principles for the computation of EVA and 

its practices in financial reporting and accounting disclosures by the banking 
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sector. It should issue necessary guidelines making it mandatory for all the banks 

to disclose EVA as a performance measure in their financial statements. 

4. As the traditional performance measures do not consider cost of equity employed, 

fail to reflect risk, and ignore the time value of money, EVA is considered as a 

better performance measure to maximize the shareholders’ wealth in the Indian 

banking sector. 

5.  EVA as a performance measure is the basis on which the banks should take 

appropriate decisions related to the choice of strategy, capital allocation, divesting 

business and goal setting. While deciding resource allocation it becomes 

necessary to appreciate the impact of EVA on such decisions. 

6. The financial experts, consultants and academicians with the help of modern 

financial management tools can guide the banks in their restructuring mission for 

value creation. In order to be successful in transforming traditional measurement 

system into a value-based measurement system, EVA has a greater role to play. 

 

SCOPE FOR FUTURE RESEARCH 

 Every researcher has its own point regarding the usefulness of EVA as a 

measure of performance appraisal. The study examines the relationship of EVA vis-à-

vis traditional performance measures. The results indicate that EVA has emerged to 

be the second most significant variable showing a highly positive relationship in about 

45% of the total banks under study. Moreover, the banks should not discontinue the 

traditional performance measures entirely, especially RONW and ROCE as these 

measures have shown a very strong relationship with MVA. The scope of this study 

was limited to the Indian banks. However, there is scope of further study on the 

subject covering the following areas: 

1. To test the practical applicability and awareness of EVA in Indian companies and 

also, the public disclosure of EVA use in corporate financial reports by different 

companies, further research can be done.  

2. Due to non- availability of data, it has not been possible to include all adjustments 

in the calculation of EVA as recommended by Stern and Stewart. Thus, further 

research can be done by considering the value of EVA including all adjustments. 
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3. Further research can also be conducted to see which component of EVA 

(Operating Cash Flow, Earnings, and RI), if any, contributes to the association 

between EVA and stock returns and firm values than accrual earnings. 

4. EVA is widely recognized parameter of corporate success. Thus, it can be applied 

in various areas like education, hospital, agricultural business and tourism etc.In 

future, researchers could explore how EVA be applied to other industries and 

comparison of results made to validate the applicability of the concept.   


