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Abstract 

EVA is a practical refinement of economists’ concept of residual income - the value remaining after a company’s 

stockholders and all the other providers of capital have been compensated. EVA is a performance measure and, when 

linked to management pay, provides a strong incentive for managers to select and implement value-creating investments. 

Investors are currently demanding Shareholder value more strongly than ever. In the1980s, shareholder activism 

reached unforeseen levels with the companies. 

Currently the most popular Value based measure is Economic Value Added, EVA& trade. There has been a vivid debate 

for and against EVA in academic and management literature. Unfortunately most EVA advocates and adapters have not 

acknowledged or discussed the faults of EVA, while they have praised the concept as a management tool. On the other 

hand most criticism against EVA has kept to fairly insignificant topics from the viewpoint of corporate control. There are 

various measures in terms of Traditional and Modern Performance measures for Economic Value Added.  

 

I. Introduction 

1.1. BackgroundtotheResearch 

Traditional performance measures have existed since the early 1900s and have been used since then, in various 

forms, to measure the financial performance of companies. However, a new concept, the shareholder value 

(SHV) approach appeared in early 1980s (Rappaport, 1986; Stewart, 1991). As a consequence, value-based 

performance measures, such as Shareholder Value Added (SVA), Economic Value Added (EVA®), Economic 

Profit (EP), and cash flow return on investment (CFROI), based on SHV approach gained increasing popularity 

in recent years.     

 Several empirical studies have been conducted in the last two decades, first in the US and 

later in the rest of the international market community, to answer questions such as: is it really better to use 

value-based measures than traditional accounting performance measures to measure the financial performance 

of corporations?, or which performance measure best explains corporations‟ change of market value?. 

However, the reported results are quite mixed and controversial. This study is motivated by the controversial 

results of the previous research and aims to conduct a research for the ASE to assess (a) the investment 

behaviors of different market participants and (b) the use of traditional performance measures and the value-

based ones to evaluate companies‟ implemented and future strategies related to the financial performance of the 

market participants in the ASE. Since performance measures (traditional and value-based ones) are many and 

appeared in different variations, this study firstly examines all the measures of each category as one entity and 

secondly examines the most popular mentioned in the literature. Those are, from the traditional performance 

measures, EPS, and from the modern value-based ones, EVA®.    

EVA® is a representative measure of modern value-based performance measurement. It has been introduced in 

the corporate world accompanied by assertions such as: „Forget EPS, ROE and ROI. EVA® is what drives 

stock prices‟ (Stewart 1991; 1999; Stern et al. 1995). However, results from the empirical research to date are 
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not consistent with those assertions. They are in fact mixed and controversial. This study is stimulated by both 

the EVA® proponents‟assertions and by the mixed empirical results for its value relevance reported up until 

now.   The structure of the paper is as follows: Section two presents a summary of the related literature review, 

section three describes the methodology followed, section four presents and discusses the results of the 

statistical analysis, and section five concludes the paper with the most important findings.    

 Theoretical background : 

During the last three decades there has been a global momentum in the economy. Capital markets became more 

and more global in outlook. Investors are more sophisticated than ever and want to be informed on all possible 

details about each company. What the company has been paying for dividends in the past is not enough for 

investors. Financial statements, such as the balance sheet and profit and loss account, prepared in the traditional 

way, are no longer enough. Cash flow has become a more important measure. Many consulting firms, 

academics and practitioners observe such global trends. They are moving forward from the traditional audit, on 

which they were focused for so many years, in order to keep pace with the new trends. Indeed the essential 

purpose for many companies has become the maximisation of their value so as to keep their shareholders 

satisfied as well as their employees, customers, suppliers, and their communities (Black, Wright and Bachman, 

1998).   

II} Problem of the Statement: 

Stock based performance (e.g. increases in share prices and dividend pay-outs) of companies is the most 

important type of performance for shareholders of these companies. Therefore it is important to measures this 

stock based performance of companies in the best possible way. In this study we want to examine which 

financial performance measure has the highest information content on stock based performance of companies 

in Europe. In this thesis the main research question is:    

This thesis will examine the information content of financial performance measures on stock based 

performance. 

 

2. Explanatory value of financial performance measures on stock prices:  

2.1 Introduction:  

Financial performance measures are an often discussed subject in economic papers,  

furthermore in almost every study book on management accounting a big part is reserved for  

performance measures. The amount of available information on the subject states the importance of 

performance measures for the field of management accounting. The selection of the correct performance 

measures is often one of the most critical challenges managers and companies have to make (Knight, 1998). 

Performance measures that do not correctly and objectively reflect the actual performance of the company will 

result in a constant supply of misleading information that might result in poor decision making and control 

(Ferguson &Leistikow, 1998).  With the credit crunch of end 2008 the subject of bonuses rewarded to top-level 

managers of well-known firms is often found in the headlines of newspapers. Almost all these bonuses are 

rewarded upon performance measure basis. For example big companies like Coca Cola,  

2.2 Financial performance measures: 

New financial performance measures have been introduced throughout the years, each of them bringing new or 

adjusted elements and factors to the calculation and monitoring of financial performance. Starting with 

financial performance measures based on absolute values  

of earnings or profit, adjustments have been introduced to calculate financial performance more accurately, 

resulting in new performance measures like Return on Investment (ROI) and  

1. Residual Income (RI).  

Traditional performance measures like earnings or profit were used in times when the decision making of the 

company was top-down and the responsibilities were largely focussed upon budget control and the following of 

orders from above (Knight, 1998).  
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In the last decades however the focus changed from financial accounting measures to more realistic economic 

value creation measures. 

2. Profit (after tax)  

The evolution of financial performance measures can be started by introducing a fairly straightforward but 

important adjustment to earnings; including operating taxes and interest expenses. The financial performance 

measure Profit (after tax) can be better described as net  

operating profit after tax (NOPAT). NOPAT is also used as basis for the calculation of even  

more sophisticated financial performance measures, including RI and EVA. NOPAT can be generally 

described as the net operating profit minus cash operating taxes (Bacidore et al., 

1997). NOPAT includes the after tax costs of book interest expenses and can therefore be described as a 

financial performance measures based upon earnings but with the introduction of after tax costs for the 

calculation of financial performance. In formula form: NOPAT = Earnings – cashoperating taxes. 

2.3Financial performance measures in relation with stock prices and  

1.  Shareholder value creation:  

  The information revolution combined with the rapid evolution in the industry due to technology 

improvements and the increased globalization of the world economy has resulted in major change in the field of 

internal control systems of organisations (Stewart et al., 1996). Starting in the 1980s, shareholders demanded 

increases in company‟s values, which should lead to increased shareholder wealth. Furthermore they put the 

pressure on company managers to increase the emphasis on shareholder wealth (Bacidore et al., 1997).  “Angry 

investors closed out the Decade of Greed with demands that executive compensation should be tied to company 

performance” (Smolowe, 1996). The previous quote illustrates that shareholders wanted the company‟s 

executives to be rewarded based on company performance linked with the creation of shareholder value.   

  This is where modern financial performance measures gained in popularity (Stewart, 1991; Madden, 

1999). For example in 1997 a survey revealed that 25% of the 153 randomly chosen companies covered in a 

study in the United States and Canada were using EVA (Young, 1997). The role of the manager should be 

pointed towards the perception that the wealth of the shareholders should be maximised by optimally allocating 

the resources of the company. This has resulted in an increasing emphasis on devising new measuring systems 

for financial erformance of companies and focussed rewarding for managers (Young, 1997).    

The most logical way to achieve this increased shareholder emphasis is to reward executives by basing their 

rewards on the stock prices and dividend pay-outs of the company. But thereare some problems with stock 

prices as basis for rewarding because there are factors that drive stock prices that are out of control of the 

executives, like macro- and microeconomic news (Cutler et al. 1988). Because of the problems with the use of 

compensation based on stock prices most companies fell back to rewards based on financial performance 

measures. To get the financial performance measure to function as a “stock-price based” compensation the 

measure should be highly correlated with stock prices, this should satisfy the shareholders demands for 

executive compensation based on stock performance.  

 Value creation and value drivers:  

Shareholder value creation, wealth creation, stock market returns and stock prices some of the dependent 

variables that are discussed in empirical research on their correlation with financial performance measures. 

Although their names differ they are all tied to the stock based performance of companies and are highly 

correlated with each other. Overall they all depend on the performance of companies; therefore it is important 

to note what drives company performance and how companies can improve their performance. If companies 

want to create value they need to earn a return on investment that is larger than the opportunity cost of capital 

(Copeland et al., 2000). But how do we create a return on investment that is larger than the opportunity cost of 

capital? According to Rappaport (1986) shareholder value can be created by improving several value drivers of 

the company. Value drivers are operating factors that have significant influence on the financial and operating 

results of a company, furthermore they can also be used to understand non-financial information (Knight, 

1998).  
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Stock market returns:  

Stock market returns are basically the most easily measurable value of a company‟s stock based performance. 

There are two main components that drive the stock market returns;  

dividend pay-out and the price of the share. Furthermore there is a relation between the value 

of the share, an increase in financial results of the company and the dividend pay-out per  

share (Modigliani & Miller, 1961). According to Modigliani and Miller the value of a share can be calculated 

using the following formula1:   

Where:  

Pj(t)  = Return on a share of firm j for period t  

p(t)  =  Price of a share (ex any dividend in t-1) of a firm j at the start of period t  

dj(t)  = Dividend payout per share by company j in period t   

But there are some assumptions to be made for the model of Modigliani & Miller to hold:  Perfect capital 

markets This means that there is no buyer or seller that has so much power that he can influence the price of 

shares when buying or selling. Furthermore all the traders have equal and costless access to information and no 

other types of fees are issued.   People tend to react rational People prefer higher stock prices above low stock 

prices and high dividend pay-out above low dividend pay-out. This is the standard assumption that assumes that 

people are rational and try to maximize their utility by preferring high income above low income. 

Market Value Added:  

  The market value added (MVA) of a company is the difference between the market value of the 

company and the total of invested capital in the firm (Young & O‟Byrne 2001).    

MVA is calculated by:   

MVA   =  market value – invested capital  .The market value is the company value e.g., all capital claims 

against a company at a certain date. It is the value of all debt and equity of a company. Invested capital is the 

amount of capital that is invested in the company by the company‟s capital providers (Young & O‟Byrne 

2001).   

When the company‟s debt and equity is higher than the invested capital, wealth is created according to the 

formula of MVA. Performance measurement based on MVA pushes managers to create wealth instead of 

capital for the company. The goal for managers is no longer to maximize the value of the firm, but to increase 

the value of the firm without using more capital, or the other way around. This way value for the shareholders 

of the company can be created.  One of the major problems with MVA is that the formula neglects the 

opportunity cost of capital. The value created by a firm, based on the MVA formula, should be larger than the 

revenues when that capital would be invested in e.g. a risk free saving account.  

 When an MVA of <5% is realised we might actually assume that value is destroyed because that same 

capital could be invested for an average return of >5% (Young & O‟Byrne 2001). Furthermore the MVA value 

of a company only measures value at a certain date, for example  

previous cash returns to shareholders are neglected in the formula. This makes the comparison of companies 

less objective.    

Economic Value Added (EVA) 

EVAcan be described as a trademark version of the RI concept that is further developed and adjusted by Stern 

Stewart & CO. The development of EVA can be traced back to the book “The Quest for Value” written by 

Stewart in 1991. Since the release of that book a vast amount of literature has put emphasis on the subject 

(Keef& Roush, 2003).  Although EVA is based upon RI (both contain the same basis formula), both the 

calculation of NOPAT and of the cost of capital differ from RI. Stern Stewart & CO suggest over 164 

performance measurement adjustments (Stewart, 1994), these accounting adjustments range from a large 

number of accounting variables and accounting capital that should be valuated. 

Advertising cost : 
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The adjustment for advertising expenses as advised by Stern Stewart & CO is based on the same concept and 

underlying thought as the adjustment for R&D expenses. Advertising costs occur the moment an advertising 

campaign is started and therefore result in direct costs. Revenues that are a result of those advertising 

campaigns, e.g. increased product sales, are often not directly noticeable. To better match the cost and revenues 

of advertising campaigns, Stern Stewart suggest capitalizing advertising costs instead of expensing them. The 

high costs in the starting period of the advertising campaign are then smoothed out among several years and 

might therefore better match the future revenue increases.   

This adjustment is realised by adding up advertising expenses to NOPAT and only subtracting the capitalized 

amount of advertising.    

R&D Expenses: 

According to Young and O‟Byrne (2001) we can describe a general trend of a growing sense that investments 

in intellectual capital (R&D) have become more important than investments in physical assets. This might lead 

to higher emphasis on R&D and higher R&D budgets, resulting in higher costs.   

R&D expenses, where most companies take R&D cost as incurred. The thought behind this is that managers 

might under invest in R&D because of the high costs in the current period (if costs are taken when incurred), 

while with the EVA accounting adjustment the costs are spread over the following years. This adjustment to the 

calculation of EVA is made by adding back R&D costs to NOPAT and only subtracting the capitalized amount 

of R&D expenses.    

 

III} RESEARCH METHODOLOGY : 

HYPOTHESIS: 

To examine whether or not the explanatory performance of Earnings, NOPAT, RI, EVA and EVA without 

accounting adjustments (unadjusted EVA) differs significantly from each other and if they differ more when 

using stock market returns, shareholder value creation or MVA, we need to test three hypotheses:   

Hypothesis 1: The information content of EVA on Stock Market Returns is higher than the information content 

of Earnings, NOPAT, Residual Income and unadjustedEVA . 

We conduct a one-tail test whereby rejection of hypothesis 1 can be viewed as evidence that EVA does not 

provide higher information content on stock prices in comparison with Earnings, NOPAT or RI for our data 

sample.   

Hypothesis 2: The information content of EVA on Shareholder Value Creation is higher than the information 

content of Earnings, NOPAT, Residual Income and unadjustedEVAUsing the same one-tailed test as 

hypothesis 1, this hypothesis is used to test whether EVA has a higher correlation with Shareholder Value 

Creation than Earnings, NOPAT, RI or unadjustedEVA. Rejection of this hypothesis can be viewed as evidence 

that EVA does not provide higher information content on Shareholder Value Creation than Earnings, NOPAT 

or Residual Income for our data sample.     

Hypothesis 3: The information content of EVA on MVA is higher than the information  

content of Earnings, NOPAT, Residual Income and unadjusted EVA. This hypothesis is to test whether EVA 

has higher information content on MVA than Earnings, NOPAT, RI or unadjustedEVA. Again a one-tailed test 

is used because of the claims and previous research (with an R2 of 97%) from Stern Stewart on the correlation 

between EVA and MVA.    

The three previous hypotheses are all used to determine the information content of financial performance 

measures on stocks based performance; they differ on the dependent variable used. This way we can examine 

whether EVA does provide more information on Stock Market Returns, Shareholder Value Creation or MVA 

than other less complicated performance measures.  

 

 

3.1 Dependent variables:  
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Stock market returns: 

The first hypothesis will focus on the correlation between financial performance measures and Stock Market 

Returns. Stock Market Returns are composed by two main components; the share price and the dividend pay-

out per share. We can determine the stock market returns based on  the following Modigliani and Miller (1961) 

equation:   

Where:  

Pj(t)    = Return on a share of firm j for period t  

P(t) = Price of a share (ex any dividend in t-1) of a firm j at the start of period t  

Dj(t)    = Dividend payout per share by company j in period t   

The dependent variable stock market returns tells something about the performance of the company purely 

based on the results determined from the value of a company share. High dividend payout combined with 

increases in share price will result in positive values on this performance measure. 

3.2: Independent variables:  

The four independent variables used for measuring financial performance, Earnings, NOPAT,  

RI and EVA are defined below:   

Earnings  

Earnings before interest and taxes (Thomson one banker database item EBIT) will be used for measuring the 

financial performance based on Earnings before adjustments.   

NOPAT  

Net operating profits after tax (NOPAT) will be defined as Earnings minus operating taxes and interest 

expenses.   

NOPAT   = Earnings – Taxes and interest expenses. 

 

IV} Answers to the problem statement:  

In this thesis we tried to find the answer to the following research question:   

What is the financial performance measure with the highest information content on stock based performance in 

VashiArea. 

GAAP accounting numbers? 

The first part of the question is answered by testing hypothesis 1 to 3. As discussed we can not find any 

evidence for the superiority of the EVA performance measure compared with Earnings, NOPAT and RI. None 

of these performance measures dominate the others in every test. Therefore we can not give a direct answer to 

the first part of our research question, all of the performance measures perform randomly stronger or weaker 

then the others for different countries or dependent variables. This might be due to the fact that stock based 

performance is a very volatile measure that largely depends on external factors. Overall movement of the stock 

exchange index or rumours about a company can drastically decrease or increase stock based performance 

while basic earningsdo not differ much from previous years.   

Furthermore the results as discussed  show us that the differences between the best and worst performing 

measure per dependent variable is very low. Therefore financial performance measures do have information 

content on stock based performance, but adjustments to basic Earnings do only marginally influence the scores. 

We can assume that Earnings is the main component that has information content on stock based performance, 

and adding components to basic Earnings does not necessarily benefit the information content. This in 

combination with the higher costs of using more sophisticated performance measures like RI and EVA lead to 

the conclusion that companies are better of using basic earnings as performance measure.  

 

Furthermore we see low values of information content of performance measures on both Stock Market Returns 
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and Shareholder Value Creation, while we see relatively high values of information content on MVA. Although 

Stock Market Returns and Shareholder Value Creation hold a direct correlation with the demands of 

shareholders the overall usefulness of improving company performance based on these performance measures 

for satisfying shareholder demands is far to low. This leads to a conclusion where financial performance 

measures might not be the right indicator for Stock Market Returns and Shareholder Value Creation, especially 

in volatile and dynamic markets as the stock market is now a day, but other possibilities for measuring stock 

based performance fall outside of the scope of this thesis.   

While Stock Market Returns and Shareholder Value Creation do only marginally benefit from increases in 

financial performance measure scores, MVA does have a far higher benefit from increasing those scores. This 

is where most of Stern Stewart EVA superiority claims are based upon. But we have shown in this research that 

high information content on MVA does not necessarily mean there is high information content on the direct 

demands of shareholders; higher stock prices and dividend pay-outs.    

Because the costs of the EVA performance measure are higher than those of RI, due to sophistication and costs 

of implementation (Young, 1999), the choice between RI and EVA might fallout of favour of EVA when the 

added-value of accounting adjustments have decreased because of IFRS. Although the choice in favour of RI 

over EVA seems rational after the decrease in addedvalue of this measure, the choice for basic Earnings over 

RI might be even better. This is because the results from our hypotheses show that even in this modern time of 

world wide markets and technology, basic, and therefore cheapest, Earnings does not lose out to more 

sophisticated performance measures like RI and EVA when compared on information content on stock based 

performance.    

 

V}Limitations:  

For this study the values for EVA are calculated using the standard EVA formula commonly used in 

schoolbooks and we used publicly available information,. Furthermore we only applied the five accounting 

adjustments as suggested by Anderson and Bey (2004) and we did not make any company specific accounting 

adjustments that Stern Stewart makes for their clients.  

   Cost of capital using CAPM values and self calculation of accounting adjustments, because we 

did not have internal company specific information for the calculation of those adjustments and cost of 

capital.Also the data sample used in this research was taken from the period 2010-2014 during which a major 

stock crash occurred. Therefore the results from this sample might be more volatile than for periods of stable 

markets. But bubbles and market crashes do happen in real life and good results based on performance 

measures should still be reflected in some way on stock based performance.    
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