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Abstract

This paper aims to investigate the use of the dadkethat is based on economic value added in theeps of
financial valuation of business, We will review mets of measuring external value creation, still deean
analysis on the economic value added from the mathods of calculation, followed by a study aiméd a
analyzing the advantages and disadvantages of tisisgnethod in the financial valuation of businesaso
trying to outline its limits.
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According to Glossary of Evaluation Terms of the B#aluation Society, evaluation is a in depth gfud
taking place at a particular time and are used igystematic and analytical research recognized
procedures to make a trial on the value of an prisa(http://www.evaluation.org.uk/resources
/glossary.aspx.). Measuring value creation is aguaising simple instruments and static.

1. Extern measuring of value creation

Simplest tools include rates of market capital@ati net situation, MVA (Market Value Added) and
return on shareholder investment.

. Market capitalization / net situatioor Market to Book Ratioepresents a first important indicator
of value creation. It is defined as follows:

MC Marketcapitalization

NE Net situation

Above rate is equal to the ratio of market valusexdurities issued by the company and the boolewaiiu
equity, registered as such in the balance shdgititya It offers investors an assessment of thtuea
(goodwill) clearance over time enterprise. Ratgnsater than 1 if stock exchange value exceeds the
aggregate amount of investment in the company #&fecreation. This indicator allows assessment of
profitability achieved.
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. Market Value Addedr MVA

For a listed company, MVA is the sum of the valtienarket capitalization and net debt which reduces
the carrying amount of economic activity and expeelsby the undertaking in the amount of surplus
capital. The two indicators for making an initi#hssification of firms in growth, with a higher GESN ,
MVA ratio, for which MVA is close to zero or evergative.

. Total Shareholder ReturfT SR)

Total Shareholder Return is calculated based omevatldition made and aggregate dividends received
during the holding of securities. It is about thar€holder return on investment measured ex-post.

TSR = ZtATP-al
By

The measuring instruments of external value creati@ interested in serving as a historical petspec
essential for understanding future analysis andnimnitoring the operation according to this crieri

2. Economic Value Added
2.1. A measure of value creation

Economic value added is measured by the differdrateveen production company and its foreign
consumption (which come from third parties) andcphase of goods and services from outside or fldws o
such elements of the business, which is intermedi@nsumption(Pierre Fl., Besangon E, 2005).

Although derived from national accounts and thestfiew were likely macroeconomic usefulness is
recognized by business managers they use in ctifgulidne rates that allow, in particular, produitsiv
assessment, tracing its development structurejison phenomena. This indicator serves the rieed
information of all partners and provides a grododdialogue between them, especially in relation t
issues of economic distribution of wealth produckkds the source of accumulation of money that a
company can use to pay direct and indirect pagitip in economic activity: employees, creditors,
shareholders, business (Onofrei M., 2007).

Indicator created in the mid-eighties by Joel Sterd Benett Stewart, Economic Value Added (EVA] is
measure of surplus value produced by an enterpriseperiod of time which may cover one or more
years. It provides an objective measure of the lsapgnt improved value. It has seen a remarkablenboo
in the late eighties of the twentieth century ia th.S. and mid-nineties due to worldwide publicatod
rankings of firms 'value creation' in economic jmais in France and USA. Information value of this
indicator increases when compared with the meagd {(EEnsault B., Hoarau Ch., 2004).

Economic value added is a management tool thatvallperformance measurement of a company or
investor. Starting from the relationship of it'sl@#ation we can be obtain an expression of thekatar
value of the company (Béataru D., 2006).

97



FuroEconomica

Issue 2(25)/2010 ISSN: 1582-8859

In its most basic form, EVA corresponds with thsidual income. This notion is based on the idatdh
company should generate a yield higher than thahakly expected by the investor taking into account
the risks assumed. Residual result is indeed fiferelnce between the observed and the expectedhretu
of risk taking into account (Gervais M., 2005).

Observed yield corresponds to operating incomerbdinancial expenses, reduced by tax rate (income
tax benefits that applied). Expected return, givesk, is normally due investors pay equity. This
remuneration is the product of invested capitaln(dunds plus financial liabilities) and the opparity
cost of resources or weighted average cost ofaldpit

EVA is expressed as:
EVA= OR-kCI,
with: - OR, the operating result before financietis after tax, and

- Cl, the amount of capital invested.

Dividing this equation by k to obtain: % = %— Cl.
States as is the calculation of net added valué/fNWhen cash flow is constant in time and numbfer o

periods taken account is high.

Indeed,

—f -0
OR(1+k)™ + -+ OR(1+ ) ™" = OR =

It is noted that tend&l + k)™ to 0 when n increases and results:

1-(1+x " OR
R—— =
The calculation assumes that the consequence iofrastment, the result of operation is stabilizedts
stationary regime. The projects are as profitabimédiately and start-up periods are very small. Whe
the EVA is not constant over time, NPV and EVA ntayflict, NPV may be positive and negative EVA.
Residual result is consistent with an annual irtdicaf the total market value of the company, bseau

» EVA
=1y e’

TMVo=Ci0 + ¥

TMVo is the total market value of the company dgrihe period O.
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It enables better than NPV, distancing themselvas fan internal entity. Every school takes aimdor
waste product to meet. Outputs are calculated dignaad is considered the main source of value
creation: increasing operating income, capital ctida or reducing the opportunity cost of resources

Weighted average cost of capital is the averageé ¢ofst of the undertaking's future funding sourtteis
obtained as:

K=ce[E/(E+D)] + cd[D/(E+D)],
with: - E, amount of equity,

D the sum of financial debt,

ce cost of equity and

cd cost of debt; it represents the minimum rateredfirn that shareholders have to ask the
investment projects in that stock exchange valud®fshares remains unchanged (project allow
payment suppliers and provides rate of return regqi

The cost of equity is calculated as follows:
Ce=Prr+Rp

where: - Prr is the pay risk rate. It corresporaghe public issued securities whose maturity dse€lto
the duration of cash flows of the enterprise;

- Rp is price assumed of risk premium on equity.
Rp is calculated as follows:
Rp= Rpm xj,

where: - Rpm is market risk premium (differerzetween the yield of the market and hoped to pay
risk-free rate);

- P is a coefficient expressing more or less volatitif title in relation to the market (the

additional risk taken by an investor who holds tfité), > 1 corresponds to a firm whose
output fluctuations are amplified in relation tonket , p <1 expresses a situation in which
changes are amortized in relation to the markee. ddefficientp is usually estimated from a

linear regression method of least squares yielelsntiex of market and firm action in the last
period. The cost to obtain such debt cd:

cd= (1-t) Nir,

where: - t is the tax rate on profits, becausdfittancial costs allow a tax saving to be considdo
calculating the cost of debt;
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- Nir is the nominal interest rate debt .
The main adjustments are as follows:

. All costs whose effects are manifested over a [mmipd (several years of accounting), as R &
D expenditure, some advertising and training casts,capitalized and then amortized over a period
appropriate (in principle why that they generateds#s). The capital invested is thus increased by
the net (with deduction of depreciation) of suctpitaized costs, operating result is reduced
payments and period of depreciation costs capit@dlexpenditure;
. Differences between accounting and tax rules carergée tax-deferred payments. Thus, the
use of tax depreciation degressive results ingaganent of tax, provision for future costs recorded
in the accounts tax deductible may have a revezffedt. Changes in deferred taxes during the year
is added to operating income, and deferred taxwatdmalance plus the amount of capital invested (it
increases the weight currently available fundskuah circumstances we will have a more consistent
vision on value creation of business during the;yea
. Provisions are often a source of manipulation. dimeent policy is to provide large provisions
in growth times, in order to have reserves in §iraéneed. To remove this, if there is an increase
reserves at a time, change is the added amourgesfiting income, and if there is a corresponding
reduction in the amount of this variation is brok#éown. Account balance is added to capital
reserves, because it corresponds to the massds fumrently available;
. When a company redeems one another and payinge gxteeding the market value of all
identifiable assets net of debt, this is normataishe bought the latter's goodwill. However, the
driver will not be limited to the purchase pricdess it all remain in balance. Correction is theref
not absorb the difference in the acquisition, talguesponsible to obtain value of goodwill and to
avoid an impulsive purchase or excessively leragsessment at that time;
. Equipment purchased by leasing, are reinstatederbalance sheet. Rents leases are restated
financial expenses and depreciation, in the same that assets acquired are treated as normal
investments financed print a loan equivalent fimtis.
The EVA is a combination of incentive pay. Typigatlis used two ways to pay:
. A bonus plan index. He is the driver pay as a gadad bonus commensurate with the EVA
achieved. These bonuses are accumulated on a plash@ach year is paid a portion of the amount
accumulated;
. A share purchase plan funded by enterprise.
EVA is primarily a tool that allows ex-post measofghe level of wealth created by the companyitor
shareholders. Its principle is to measure the wdiffee between return on assets released from wgteuct
and the rate of return required on capital contiilms needed to finance these assets. This differean
be considered creating a "net wealth”. This analysinot yet so recent. Alfred Marshall, in theslat
nineteenth century, had defined economic profiimgested capital multiplied by the difference beem
capital invested and cost of capital”. Also, thel+wenty of the twentieth century, the Donaldsopvan,
chief financial officer of General Motors said “ negement objective is not necessarily gettingotinst
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return on invested capital but also provide a profi each additional volume which exceed the adst
additional capital”.

2.2. Criticism EVA
Economic analysis based on the known value addighthim the mid 1990s. Describe advantages and

limitations of this tool allows to explain the sition:

Advantages:
EVA results in the creation of wealth in cash amd & percentage. Indeed, to maintain high levels of
economic profitability should not reduced its aage, and managers could waive some value-creating
projects. EVA does not have such a drawback. détwala more just measure of enterprise performance
than indicators such as the stock market, whidmased on matters for which management has the real
power of decision, especially on capital and finahstructure. Assessing performance in terms of
shareholder value creation levers allow analysectibn to improve the outcome. This is possible by
* minimizing the weighted average cost of capita#bDcosts less expensive than equity.
Paying the suppliers is tax deductible, while shalders pay is not. Debt interest rate is
always lower their cost of funds, having claimsuieg a lower risk premium than the
shareholders because the company in difficultyy thave priority over the latter. Debt
repayment deadlines prohibit excessive internatimatf the equity available. Sought is
relevant to increasing debt. One can try to rednceme volatility by reducing fixed costs,
or by lowering the effective tax rate (use of tlesgbilities of deductibility, transfer price);
 seeking a better use of assets by investing irnsaggech yield compared with weighted
average cost of capital is the best, abandon asdmise yield is insufficient and rethink
specializations in business to increase income frv@sted capital consistently;
* reduction of capital assets and the appropriateuatrto fund.
Moreover, high amounts of residual benefit provitbetter access to capital markets, both in terms of
guantity and price, later the company will be ablelevelop several important projects. By using ESA
considered different sources of value creation effidiency lies in the cost of the product (traiital
levers) and in the balance. This finding allows gomstruction of a value tree. Rent is sufficieot f
monitoring the expression of each element of tee by indicators.

Note that variable will get almost the same actidghe rate (operating result after tax / own funsisould
be used and decomposed as follows:

OF _ @R T T4,

oF T TA” OF
with: - OR operating result after tax,

- OF own funds,
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- T turnover and
- TA total assets.

Lever on the profit margin (OR / T) are decreasest<or increasing turnover. Rates T / TA infoha t
possibility of obtaining turnover consuming lessivac Rates TA / OF examines financing assets (use
leverage to increase profitability).

2.3. Limits

The cost of equity is difficult to determine. Norifgathe calculation should be based on prospeaata
(to determine yield is hoped) into practice usiagtdime series (especially calculating coeffitf@nthe
assumption being that tomorrow will be just likesigrday: a sudden change of context (growth rate) i
likely to question the relevance of financial sttwe defined on the basis of past data. In such
circumstances, the use of EVA to know if the resuttigher yield hoped for shareholders is problgma

Market risk premium may be a consensus as theicieff3, but in this case, it will compare the result
with a subjective element that can be manipulatet/aor unable to understand turbulence. Comparison
of EVA with an objective indicator only has real améng: it always starts by forecasting the marksi r
premium and the coefficiefit But back calculation remains relevant: it putedmrespondence with the
result of a pay equity pay the risk-free rate arark®t risk premium are those of the period and the
coefficientp on average at the last period. This calculatiomesponds to a back control, in terms of
ownership of action and its power is limited:

* uncertainty on the weighted average cost of capitale a significant impact on the
measurement of EVA;

* reprocessing are complex and subject to a certhitrainess;

» use of EVA does not remedy the lack of strategstovi. To create value, you must be
able to imagine innovative strategies;

* EVA is applied quite difficult in sectors where tpterm investment and return on
investment which is not expected before fifteentwoenty years. It is an instantaneous
measure of value creation, the pointer is bad eméa@ccommodate activities that destroy
wealth for many years at the beginning of thek.liSeveral North American groups that
use this approach developed a special strategy: dhient the best skills, manages the
activities in drastic manner, and ensure their iooed development through the
redemption of innovative companies. Their succesgdds, not by ability to innovate, but
the ability to maintain fluid resources and knovgedcquisition integration;

« internal quality performance evaluation using EMAces remain a function of relevance
assignment and key distribution;

» normally, subordinates have greater risk averdian superiors or shareholders, because
they have less room for maneuver than their superar fewer opportunities for
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diversification of assets than shareholders. Angfopmance-related pay variable lead
subordinate to bear some of the risk and cost otisply. The question is then whether the
proposed incentive exceeds the cost that it israkted, as in the case of a negative
situation, the system will not create any motivatimcentive is based on the evolution rate
scholar, who can be considered quite fluctuatirgiteeg and quite risky;

* EVA is based on the implicit assumption that theran identity between value and value
of enterprise ownership because shareholders akedwn risks which may be provided
in the contract (residual risks) created by entseprent can go only to the shareholder.
However, as human capital, managers and employeas dome of these risks and, in
general, all partners: the residual risk is alsposed to business decisions. In case of
difficulty of the undertaking, guarantee privatestimers bear a loss. A management
measure based solely on shareholder value is motrkmo the other partners bear residual
risk.

On the theory shows(Charreaux G., Desbrieres P8 88&d Gervais M., 2005) that EVA is based on a
traditional hypothesis in financial theory that silippliers of inputs, except the shareholderspaie at
their opportunity cost (the minimum price acceptatd them, presumably the same as the factor in a
competitive market). Accordingly, shareholdersthesonly partners related to surplus created (vsdip

of business, namely the difference between prdfitaband achieved the minimum acceptable. By
refusing the obvious part of ideologically and diryvus in measuring the value of partnership is
considered in a customer-supplier relationshipfjevareated is the difference between the oppdstuni
cost of the supplier (the minimum price that appfier this to take and track the transaction), éuad the
value obtained by each of them is the differencaevéen the price explicitly (one resulting from the
negotiation) and their opportunity cost. For custosnto pay less expensive is a valuable sourcthéor
supplier, this is getting at least a higher prizantor equal to the source of hope value.

In this article we have defined and discussed #® af the a method that is based on economic value
added in the process of financial valuation of bess. In addition, we have considered the esseénce o
value and a variety of approaches to the valuatiorbusiness . One can set about defining EVA in a
variety of ways — such as the resources availabiedividuals or organizations to support the pitrsti
goals.
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