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Abstract

Economic Value Added [EVA] is a performance measudeveloped by Stern Steward & that attempt to
measure the true economic profit produced by a emppA metric is useful for investors who wish &temine
how well a company has produced value for its itorss Market Value Added [MVA] as set by the mar&aatl
expected future economic profits. MVA is a wealtktrit. The main objective of this study is to findt the
impact of Economic Value Added on Market Value Addie selected private banks in Sri Lanka. To atthia
objective, distinctive methodologies which are dstent with the previous research studies have hesea.
Convenience sampling technique is used to drawséimeple from the private banks. Such as Hatton Natio
bank, Commercial bank, Sampath bank, Nations Tyask, Development Finance Corporation of Ceylon and
Seylan bank. Secondary data are collected forttidy svhich consisted annual reports of said bankiéng the
period of 2006-2012 (7 years). Operational hypaheme formulated which have been tested usinglation
and regression analysis. The results revealedhibat is a significant relationship between EVA afdA. In
addition Economic Value Added [EVA] has a signifitémpact on Market Value Added [MVA]. This study i
beneficial to the academicians, policymakers, jifraners and researchers to formulate the suitpbliey in Sri
Lanka as well as other similar countries.
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Background of the Study

Banks occupy a dominant position in the developnodra country. Banks cater to the needs of agricislis,

industrialists, traders and to all other sectiohthe society. It facilitates to accelerate theremuic growth of a
country and steer the wheels of the economy towitsdpal of self reliance in all fields. Presentd banks are
facing steep competition, technological changesiamavation. So effective management helps to pi@tietter
services and expand their activities. The manageate strategic planning for bank performance. Toeeethey

need creativity, innovation and intuition. Bankisgctor is considered to be important source oifiiray for

most businesses. Financial performance will leadnoroved functions and activities. Banks theiremntal as
well as external environments are becoming morepbexn In this dynamic society the managers musthde to

anticipate changes and their impact and take apptepneasures to deal with these changes.

Advancement of the nature of business and managgpeeiormance has pushed the need of people td buil
more effective and structured financial measuremaAntording to the article of The Chartered Ins&twf
Management Accountants (CIMA), Late$rendsin CorporatePerformanceMeasurement(1992), many
companies experienced difficulties in implementingasurement frameworks. The issues from the 1980s a
still relevant today related to variables to measways to access data, and so on. Effective paaioce
measurement is believed to be of key importana@nsuring the successful implementation of an omgditin’'s
strategy. The result of the performance measuremhthelp the managers to produce effective decisi
making processes whether at the operational degicalevel.

Recent years have developed a new approach torperfice assessment of banks. That is Economic Value
Added (EVA) Market Value Added (MVA). The term EVf@&conomic Value Added) initially raised by Stern
Stewart Management Service in 1989. Later this ephwas popularized by G. Bannet Steward, IIl, Mgamg
Partner of Stern Stewart & CO. in 1991. Since tmeore than 300 companies were adopted these dimsph

the world.

De Kluyver & Pearce (2006) stated that EVA is aueabased financial performance measure that foouses
economic value creation, which comes from its Useost of capital that is generally, refers to final wealth
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used to start or maintain the business. On therdihad, Market Value Added (MVA) is defined as the
difference between the equity market valuation disted/quoted company and the sum of the adjulsteak
value of debt and equity invested in the compatnig. équal to the present value of future expeEie¢d.

The concept of EVA and MVA is a relatively new apach to assessing corporate performance. Unlike
conventional corporate performance measures tlgaiiree comparative analysis with similar companieghie
industry, while the EVA and MVA can stand on its mwEVA and MVA method is successfully created
company is the most relevant factor in the formmatid the company that eventually will affect thadincial
performance. This study evaluates the impact atatioaship between Economic Value Added and Market
Value Added (MVA) of banks which are the modern @gpts introduced for the purpose of evaluate the
performance of banks.

Objectives
The main objective of the study is to find out tigpact of Economic Value Added on Market Value Adde
Secondary objectives are:

. To reveal the relationship between Economic Valdded and Market Value Added.
. To suggest the banking institutions to enhancentheket value added through economic value added
context.

Review of Literature

Stern Stewart Co. (1989) investigated that the b@80 industrial and services companies in theddnBtates of
America in “EVA versus traditional accounting measu of performance as drivers of shareholder
value”(Stewart, 1989), after he had become disdlusd with the company rankings of the magazineiriass
Week at the time. These rankings were based onahnaalpitalization and not on performance. Stermv&te&

Co. began to rank companies based on MVA. As they éxpected, the new rankings were dramatically
different from the Business Week rankings. Theystiche research on the EVA and MVA of 613 compaimes
the USA. The companies were ranked in terms ohtlerage EVA for 1987 and 1988. The research fohad t
for companies with a positive EVA, there was a Veigh level of correlation between the level of E¥Ad the
level of MVA, both for the average values used #mel changes in values. The relationship for thengha in
values was even better than that for the averalyesaFor the groups of companies with a negatvé,Ehe
correlation between the EVA and MVA levels was asigood.

Stewart (1990) identified that MVA is identical lbyeaning with the market-to-book ratio. The differers only
that MVA is an absolute measure and market-to-bratik is a relative measure. If MVA is positive timeans
that market-to-book ratio is more than one. NegafiVA means market-to-book ratio less than onea If
company’s rate of return exceeds its cost of chpite company will sell on the stock markets wittemium
compared to the original capital (has positive MY@®n the other hand, companies that have rate tofrre
smaller than their cost of capital sell with disabwompared to the original capital invested in pany.
Whether a company has positive or negative MVA ddpan the level of rate of return compared tocibst of
capital. All this applies to EVA also. Thus pos#ti£VA means also positive MVA and vice versa. BIVA is
not a performance metric like EVA, rather it is aalth metric, measuring the level of value a complaas
accumulated over time.

Stewart (1991) intended that in which the authgromed his views about the usefulness of EVA adbésés of
performance measurement of a company and its marageat a total or a divisional level. In his ergat
research he examined the informational content\bA Eanvassing 613 American companies comparing two
periods, namely 1984-85 and 1987-88. He foundomgtcorrelation between EVA and MVA, which becomes
more apparent when the changes in EVA and MVA arsidered giving about 97%. However, for companies
with a negative EVA the association becomes les®ob, because of the increased probability ofidigtion or
acquisition, which sets a lower limit on the markalue of these companies.

Stern (1996) argued that the key operating measfurerporate performance is not popular accountiegsures
such as earnings, earnings growth, dividends, eiddgrowth, ROE, or even cash flow, but in fact EVAe
changes in the market value of a selected groupofpanies (specifically their MVAS) have been shawn
have a relatively low correlation with the above@mting measures.

Lehn and Makhija (1996) conducted a study to find bow well EVA and MVA relate to share price
performance and to see whether chief executiveaff{CEO) turnover is related to EVA and MVA. They
selected 241 large US companies and computedesfarmance measures per company for four years7(198
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1988, 1992, 1993), namely three accounting ratestafn (ROA, ROE and return on sales [ROS]), shettens
(dividends and changes in share price), EVA and MY six measures correlated positively with share
returns. EVA correlated slightly better with theashreturns than the other measures did. The savaaled that
the CEOs of companies with high EVAs and MVAs hadchlower rates of dismissal than CEOs responsible
for low EVAs and MVAs. As expected, a strong ineerslationship was found between share prices &f@ C
turnover. The study prove that a greater focusuminess activities leads to higher levels of EVA 8VA and
concluded that EVA and MVA are effective performameasures that contain information about the tyuadi
strategic decisions and that serve as signalsaiegic change.

Kramer and Pushner (1997) studied the strengtihefrélationship between EVA and MVA, using the Bter
Stewart 1000 companies for the period between H®8P1992. They found that although MVA and NOPAT
were positive on average, the average EVA ovepth@d was negative. This illustrated the signifiicempact

of the cost of capital and the high future growkpectations for EVA. NOPAT explained more of theato
variations in market value than EVA did change&V\fA were negatively related to changes in MVA, whihe
correlation between changes in MVA and changes @PNT was positive. These authors suggest that this
means that the market is more likely to react faltyr to profits than to EVA, at least in the shierm.

Kramer and Pushner (1997) tested the hypothedi€ta is highly correlated with MVA. The study cdoded
that no clear evidence to support the contentian EVA is the best internal measure of corporateess in
adding value to shareholder investments. On th&agn the market seems more focused on ‘ProfahtEVA.
The study found that there is no clear advantagdémeholders in looking at EVA, as the accountatgrn on
their investment is NOPAT.

Isa and Lo (2001) identified positive EVA as wealtkators and negative EVA as wealth destroyeris §thdy
conducted on these two EVA samples, in identifyivitether these samples behave differently in terivtheo
explanatory power of EVA on MVA. The correlationtlveen the positive EVA and the negative EVA against
MVA were studied. It concluded that, there is @ty positive relationship between EVA and markdties for
value creators, while the negative relationshipvialue destroyers is inconsistent with expectatidiey found
that positive EVA is higher correlated with MVA.

Brigham and Ehrhardt (2002) stated that MVA is deéro have the highest relationship with EVA ratthem
other financial measures. There are two obsensta@nEVA and MVA. First, there is a direct relatsip
between MVA and EVA. If a company has a historynegative EVAs, then its MVA will probably be negesj
and vice versa if it has a history of positive EV/Aecond, when EVAs or MVAs are used to evaluate
managerial performance as part of an incentive emsgtion program, EVA is the measure that is tyyica
used.

Fernandez (2003) revealed a different approachxayniming the correlation coefficients between EViAda
MVA for a sample of 582 American companies for fegiod 1983-97, it was shown that for 296 firmsaf
sample the changes in the NOPAT had higher comelatith the changes in MVA than the corresponding
changes in EVA, while for 210 sample firms the etation between changes in EVA and MVA was negative

Singh et al (2004) examined an appropriate wayvafuating bank’s performance and also found outctvhi
Indian banks have been able to create (or dessiogdeholders’ wealth since 1998- 1999 to 2002-2008
study is based on 28 Indian private and publicasduinks that are listed on the Bombay Stock ExgbdBSE).
The study suggested that the relationship betwaéh &d MVA is statistically significant. The studghowed
impressive performance in terms of EVA by bankshsas State Bank of Bikaner and Jaipur, Jammu and
Kashmir Bank, Global Trust Bank and Indusind Bank.

Pratiwi Putri, and Ruben Garcia (2008) examinedrétetionship between Economic Value Added (EVAY an
Market Value Added (MVA) with the reported earning$fius, the purpose is to gain better understanidirige
use of EVA and MVA in relation to the reported eags in certain purposes from different regressimuels.
With the sample of 40 Indonesian listed compamemdonesia Stock Exchange from year 2004 to 2€4Y,
hypothesis testing is used to find the relationskmong variables. The author use formula for ¢atig EVA
and MVA to be use in four models of regression ysialagainst reported earnings. This study foundesee in
the relationships between EVA and MVA with repor&atnings, and the highest correlation among theefso
is relationship within the same year period, whielm be used for evaluation purposes. Only theioakstip of
the EVA in the previous year and reported earnidiggnges is proved not significant. Still, MVA is rao
significant in explaining its relationship with @ped earnings rather than EVA.
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Saputra Agung T (2010) argued that how far theugrite of Economic Value Added (EVA) and Market \éalu
Added (MVA) on the Stock Return. Research is uskegression method, which is to know about usingemor
than one variable in influencing other variablefieTsample used is a manufacturing company which is
registered as issuers in Indonesia Stock Exchangethe year 2008-2009 as many as 15 samples.ddatgsis

is done by using Multiple Linear Regression, isduse describe the degree of correlation betweeapaddent
variables with the dependent variable is expressitth varying degrees of relationship, coefficient o
determination, used to measure how big the indeg@ndariables can explain the dependent variable,
hypothesis testing by t-test , is used to determihether or not a significant independent variadte the
dependent variable individually for each variablel ahe f-count is used to find out together. T-teestults
showed that EVA and MVA have no significant relagbip to the Return of Shares and based on thestF te
rejected Ho to be accepted and that means thasgynificant effect simultaneously or togethen tBis basis,

for investors who will invest their shares in maamtfiring companies should consider other variatlgside of
EVA and MVA as a consideration to predict earniitgan investment.

Variety of authors said that there is a significatationship between Economic Value Added and Ma¥alue
Added and also there is an impact of EVA on MVAsBd on the empirical studies, following conceptuabel
is formulated by the researcher.

Figure 1: Conceptualization

Economic Value Added |:> Market Value Added
(EVA) (MVA)

Hypotheses

Following hypotheses are formulated to find outdhgnificant impact of economic value added on reaxkalue
added and relationship between them.

Hi. There is a significant impact of Economic Valued&éd on Market Value Added.
H,. There is a significant relationship between Ecoicovialue Added & Market Value Added.

Methodology

Data Collection

Secondary data which are collected from the anrepdrts of banks have been utilized in this stlyrther,
textbooks, journals and internet search engines welized for this study.

Sample

Convenience sampling technique is used to dravsdingple from private banks. Such as Hatton Natibaak,
Commercial bank, Sampath bank, Nations Trust BBekielopment Finance Corporation of Ceylon and Seyla
bank, which are situated in Sri Lanka. Seven firngear (2006-2012) data is collected of each bfankhis
study.

Data analysis method

Various statistical methods have been employectopare the data. Inferential statistics involvesliawing
conclusions about a population based only on sampta. It includes Correlation analysis and regoess
analysis. Correlation analysis is used to findtbetsignificant relationship between Economic Vadeed and
Market Value Added. Regression analysis is usdihtbout the significant impact of Economic Valaéded on
Market Value Added (SPSS- 16 version has beerzedilin this study).
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Operationalisation
Table No 01: Operationalisation

Concept Variables Indicators Measurements
NOPAT
Economic Value Added EVA WACC Ratios

Invested Capita
Common Stock
Market Value Added | MVA Long-term debt | Ratios
Short-term debt

Where:

NOPAT: Net Operating Profit After Tax
WACC: Weighted Average Cost of Capital
EVA: Economic Value Added

MVA: Market Value Added

Results
Correlation Analysis
The purpose of correlation analysis is to find thet significant relationship between Economic Veddeled and

Market Value Added. Table No 02 presents the resilthe correlation analysis.
Table No 02: Correlation Analysis

EVA MVA
EVA - Pearson 1 0.870*
Sig(2 tailed) 0.024
MVA - Pearson 0.870* 1
Sig(2 tailed) 0.024

*Correlation is significant at the 0.05 level (failed)
Table 02 shows the correlation value of 0.870* Whig significant at 0.05 levels (0.05>0.024), ahdan be

clearly pointed out that, there is a significansitive relationship between Economic Value Added Btarket
Value Added.

Regression Analysis
The purpose of regression analysis is to find batdignificant impact of Economic Value Added onrkéd
Value Added. Table No 03 presents the results ®Rbagression analysis in which, Economic Value Aldide

considered as independent variable. And Market&/aldded is considered as dependent variable.

Table No 03: Regression analysis

Variables MVA

Unstandardized Coefficients- B Constant 27284.38
EVA 123.98

R Square 0.756

Significant in Constant 0.696

Significant in EVA 0.024

Table no 3 illustrates that tieconomic Value Added [EVA] has higher impact on k&grValue Added [MVA]
by 75.6%. The remaining 24.4% is influenced by pfhetors.

Hypotheses Testing

Where researcher observed that, whether thereaatonship between variables or not, Based omlBev At
the same time, whether there is an impact or ragted on significant value. Where, Correlation vasu@.870*
(P<0.05). So, there is a significant relationshigimeen economic value added and market value adtatte,
H, is accepted.
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There is a 75% impact of Economic Value Added omketavalue added with 0.05 significant levels. Bgis
also accepted.

Conclusion

Based on the overall study findings, there is atppesrelationship between Economic Value Added dMatket
Value Added (r=0.870%). Hence, we can conclude thate is a significant relationship between EVA afiVA

(P>0.024). Private Banks have high financial intice Such Financial indicators are EVA and MVAsBd on
the regression analysis, Researcher found that, i¥M#fluenced significantly by EVA.

Some research findings revealed that the EVA hapdisitive relationship with MVA. It means,
that, the EVA is positively correlated with MVA @h Stewart, 1989; Kramer & Pushner, 1997; Isa & Lo
2001; and Brigham & Ehrhardt, 2002).

Recommendations

The following suggestions are put forwarded to éase the financial performance and value of baBasks
invest the money any useful ways and differenttioos in order to get maximum return on investmamd
reduce risk. So return is higher than cost of edpilncreased EVA and MVA lead to higher financial
performance.

Analysis shows that, management of the bank muestthus fund for loan maximum, but recovery of tharlo
should carefully dealt by them, which is major gesb in Sri Lanka’ banks. Representatives can beiapgd
from different places for visiting and collectingahs from customers. Providing commission or bdrased on
the amount of recovery may be motivated them iclkquécovery which will benefits to the banks. Nawday,
some banks face the liquidity problems. So bankstrhave buffer cash to resolve the immediate ligyid
problems. Bankers now will have to constantly seelnvest in technology and able to be open totesgia
alliance, merger, acquisition and restructuringeises for adding EVA to shareholders wealth altiime.

Finally, the study provides bank managers with ustd@ding of activities that would enhance theinkis
financial performances. The results of this studply that it might be necessary for a bank managetestake
all the required decisions to enhance the finarmpmaltions of the bank.
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