


ABSTRACT

This study aims first at examining the value relevance of traditional
accounting (EPS, ROI, and ROE) and value-based (SVA and EVA"Y) performance
measures, in explaining stock returns’ variation in the Athens Stock Exchange
(ASE). Pooled time-series, cross sectional data on 163 Greek companies listed in
the ASE over the period 1992-2001 have been employed to examine this question.
Relative information content tests revealed EPS, followed by EVA", to be more
closely associated with stock returns than ROI, ROE or SVA. However, the
incremental information content tests suggested that EVA"™ adds more explanatory
power to EPS than ROI, ROE and SVA. The significant role of ROI was also
revealed.

Since the performance measures under examination could not explain
more than 13 per cent of the variation in stock returns, the second aim of this
study was to examine the perceptions and the investment strategies of market
participants investing in the ASE. An empirical survey conducted from December
2003 to June 2004 asking from all user groups (Official Members of the ASE,
Mutual Funds Management Companies, Portfolio Investment Companies, Listed
Companies, Brokers, and Individual Investors) participating in the ASE to
determine their investing practices. Data from 435 returned questionnaires
revealed that although the professional investors follow the international practices
(use fundamental analysis mostly), the individual investors and the brokers were
more short-term focused. Additionally, individual investors showed that they rely
more on their instinct/experience and information from rumours and from the
newspapers/media. However, this empirical research revealed the dynamic that
EVA" conveys and the increasing interest of market participants in Greece.

Overall, the contribution of his study comes from the fact that introduces
the shareholder value added approach in the Greek capital market, and moreover,
from its two unique samples, the methodology, and the revealed findings. Finally,
it serves as a market paradigm both for the Greek context and for the emerging
markets with the same market characteristics as Greece.
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Chapter One
INTRODUCTION

1.1. Scope of the Study
This study entitled Corporate Performance Measures and Stocks’ Prices Returns:
The Case of Greece, 1992 — 2001, aims to provide a comprehensive analysis and
interpretation of both the value relevance of corporate financial performance
measures (traditional and value-based) and the perceptions of the investment
community about these measures and about their investment strategies in the
Athens Stock Exchange (ASE). It utilises two approaches to achieve its objective.
Firstly, by analysing the publicly available financial data for the listed companies
in the ASE, and secondly, by analysing the data collected through a
comprehensive questionnaire survey conducted among the members of the
investment community in Greece.

Traditional accounting performance measures, such as Earnings per Share
(EPS), Earnings on Invested Capital (EOIC), Return on Investment (ROI), Return
on Assets (ROA) and Return on Equity (ROE), appeared in the late 1910s
(Epstein, 1925; 1930; Sloan 1929) and have been used since then, in various
forms, to measure the financial performance of corporations. Fisher (1930) and
Hirschleifer (1958) introduced the discounted cash flow techniques, such as Net
Present Value (NPV) and the Internal Rate of Return (IRR). Miller and
Modigliani (1958; 1961) developed a more consistent determination of valuation.
Gordon (1962) incorporated growth and the cost of capital in valuation models. In
order to determine the cost of capital, Sharpe (1964), Lintner (1965), Mossin
(1966), and Black (1972) developed the Capital Asset Pricing Model (CAPM).
Solomons (1965) introduced the divisional performance and the adaptation of

Residual Income (RI), while Tobin (1969) suggested the Tobin’s Q as the proper

]



valuation method, and Stern (1974) worked on Free Cash Flows (FCF). Lastly,
over the 1980s, Rappaport (1986) and Stewart (1991) developed a new concept
known as the Shareholder Value (SHV) approach.

The ‘growing dissatisfaction with traditional accounting performance
measures’ (Francis and Minchington, 2002, p. 234) and the ‘failure of these
measures to capture the three fundamental determinants of value creation: the
amount, the timing, and the risk of the future cash flows of a company’ (Morin
and Jarrell, 2001, p. 309) have led to the development of a whole new array of
performance measures, the modern value-based, which are based on the
fundamental principles of the SHV approach. Modern value-based performance
measures, such as Shareholder Value Added (SVA), Economic Value Added
(EVA®), Market Value Added (MVA), Economic Profit (EP), Cash Flow Return
on Investment (CFROI) and Cash Value Added (CVA), have attempted to divert
management focus away from earnings and towards cash flows. These measures
recognise that capital invested in a corporation is not free, and make a charge for
the use of the capital employed by the corporation in its operations (O’Hanlon and
Peasnell, 1998).

According to Rappaport (1986) within a business, there are seven drivers
that can be managed to create value. The theory suggests that improvement in
these value drivers leads to an increase in shareholder value. A common theme of
the value-based performance measures is that they take these drivers and
summarise them into a single measure, be it SVA, EVA®, or any of the other
value-based measures that have been developed (Francis and Minchington, 2002).
Ehrbar (1998, p. 134) for instance states that ‘the mandate under an EVA®
management system is to increase EVA® as much as possible in order to

maximise shareholder wealth’. Modern value-based performance measures gained



their popularity since the late 1980s (Rappaport, 1986; Stewart, 1991; Stern,
Stewart and Chew, 1995; Copeland, Koller and Murrin, 1996; Black, Wright and
Bachman, 1998; Madden, 1999; KPMG Consulting, 1999), and thereby, the Value
Based Management (VBM) approach became increasingly popular both as a
decision making tool and as an incentive compensation system (Knight, 1998).

Many 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 whether it is really better to use modern value based measures than
traditional performance measures to measure the corporate financial
performance, or which performance measure best explains corporations’ change
in market value. Reported results are quite mixed and controversial. This study is
inspired by the controversial results of the previous studies and aims to investigate
whether traditional and/or modern value-based performance measures are value
relevant in the context of ASE.

Since there are many financial performance measures (traditional and
modern value-based), which appear in different variations, this study is focused
on the most popular of them, those that have been extensively mentioned in the
literature. From the traditional accounting performance measures we selected the
EPS, ROI and ROE, and from the modern value-based performance measures the
EVA® and SVA. This study also aims to assess investors’ perception concerning
the investment strategy that they employ in the ASE and to answer the question as
to what methods and/or measures they mostly prefer to use. Moreover, it aims to
assess how traditional performance measures and modern value-based
performance measures are specifically affecting their investment strategy. Finally,

it aims at assessing the adopted investment strategies of various user groups



(market participants) investing in the ASE with reference to the level of their
reported performance.

The objective of this study is to provide an explanation on the utilisation
of both traditional and modern value-based performance measures in the ASE.
Firstly, the study interprets results obtained from an analysis carried out on the
basis of secondary financial data relating to the period 1992-2001. Secondly, it
interprets results derived from an analysis based on primary data collected
through a questionnaire based survey, conducted from December 2003 to June
2004, to explore investors’ perceptions and their investment practices in the ASE.
The interpretation of results will provide a contribution to the investment
community and academics to further examine and assess relevant research
questions.

Moreover, since Greece was considered an emerging market during the
examined period 1992-2001, it will provide an examination model to the countries
with market characteristics similar to those of Greece and an investment example
or guide to the markets that are intended to obtain market characteristics similar to
those of the ASE. The reasons that led this study to examine this specific period
were mainly: the fluctuation of the ASE’s Composite Share Price Index (CSPI),
the annual average rate of growth of the ASE’s CSPI, the issuance of new
companies in the ASE, the total number of companies in the ASE, the market

capitalisation, the total raised capital and the issuance of New Investor Shares'.

1.2. The Development of Corporate Performance Measurement
Corporate financial performance measurement has evolved during the 20

century. It has its origin in the theoretical and empirical work of academics,

' Appendix I gives a detailed presentation of the above-mentioned reasons.
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managers and practitioners, economists and statisticians, who sought to better
understand the functions of the US corporations and based on this understanding
to improve their operations. According to Goetzmann and Garstka (1999) the
comprehensive collection of financial data, which started in the late 1910s,
supported the improvement of the research and performance measures such as
earnings, EPS, dividend yield, net income and ROI started to appear.

Epstein (1925) carried out a study that can be considered as one of the first
attempts to analyse summary data in order to compare companies’ financial
performance within and across industries. He used US government collected data
of 1918, which was the first selection of comprehensive data for financial
performance, to search the distribution of profits, the capital and the profitability
of the US companies. Despite its biased and limited scope data since it included
only companies that earned more than 15 per cent on their capital (ROE) in 1917,
Epstein’s findings did not confirm his tested hypothesis that profits to all
industries should be equal in the long term. Nevertheless, his study motivated
other scholars to work on how financial corporate performance should be
measured.

Crum (1929) also using US government collected data, presented his
corporate earnings power. He used net returns on sales and net returns on assets,
to treat margin on sales as a key measure for corporate performance (Goetzmann
and Garstka, 1999). The major contribution of Epstein (1925) and Crum (1929)
studies was that they standardised measures of corporate financial performance
across corporations and industries and reported summary statistics about them.

Sloan (1929) collected and used data from publicly available corporate
accounting statements. He reported a comprehensive statistical analysis of 550 of

the US’s largest publicly traded corporations in 1926 and 1927. The main



objective of Sloan’s study was to transform accounting data into performance
measures that should provide the basis for informed decision-making. Sloan
popularised the Earnings on Invested Capital (EOIC) as the prime measure for
corporate performance and considered it the key barometer of a company’s future
well-being. However, one thing that was missing from Sloan’s study was the
connection between his proposed performance measure, EOIC, and the goals and
objectives of the firm. Unfortunately, he did not develop a theory as to how
largest net returns should be gained by the company. In summary, even without an
explicit theory, the studies of Epstein (1925), Crum (1929), and Sloan (1929) used
a measure of yield, or return on investment as a pointer of financial performance.
This yield is either explicitly or implicitly compared to interest rates (Goetzmann
and Garstka, 1999).

One year later, Fisher (1930) introduced the rule of NPV for capital
budgeting. His insight was that a mathematical equation allowed the future
benefits and costs of investment to be transformed into cash flows, which, when
discounted to the present and summed up, could determine the economic value of
an investment decision. By comparing this net present value of the future cash
flows with the imitial cost of each investment, all investment choices could be
subjected to his Principle of Maximum Present Value, i.e. ‘Out of all options that
one is selected which has the maximum present value reckoned at the market rate
of interest’ (Fisher, 1930, p. 175). He also argued that NPV is equivalent to The
Principle of Return over Cost, 1.e. ‘Out of all options that one is selected, which,
in comparison with any other, yields a rate of return over cost equal to or greater
than the market rate of interest’ (Fisher, 1930, p. 175). Thus, the goal he

suggested for all firms was to maximise their net present value.



Hirschleifer (1958) contributed further to the acceptance of NPV by
demonstrating that this model dominated all others, including the internal rate of
return. The IRR is a measure that was introduced in the early 1950s and used as a
tool for capital budgeting decisions. Hirschleifer (1958) proved that IRR was
likely to lead to wrong investment choices and thereby, when NPV and IRR were
applied to the same projects they would not necessarily lead to the same decisions.

Maximum Present Value became a breakthrough concept because it
directly indicated how to make a capital budgeting decision or even how to value
a division, a company or an organisation. However, Fisher’s Principle of Return
over Cost was still related closely to the financial performance measures in use at
that time. A significant key variable largely ignored by Fisher in the development
of his valuation model was the element of growth. This led to the development of
growth valuation model by Gordon (1962). This model is known as the Gordon
Growth Model (GGM) or as the Dividend Growth Model (DGM). It is an
equation of four factors: stock price, current dividend, growth rate in future
dividends, and cost of capital. Therefore, the need for the proper estimation of the
cost of capital became more imperative.

Furthermore, Solomons (1965) introduced the residual income concept as
the proper measure to both encourage value maximisation behaviour by managers
and evaluate performance. In its generally accepted definition, RI is equal to the
net operating profit after taxes (NOPAT) minus a charge for the capital invested
(cost of capital multiplied by the capital invested), where the cost of capital is the
weighted average cost of capital (WACC) on both equity and debt. Thus, a
reasonable estimation of the cost of capital became more demanding. Although RI
had been introduced in the mid 1960s, its origin lies far into the past. Hamilton

(1777) and Marshall (1890) argued that for a firm to create wealth it must earn



more than its cost of debt and capital. Since then, this concept has been
operationalised under various labels including residual income (Biddle, Bowen
and Wallace, 1997). Those labels include excess earnings (Canning, 1929;
Preinreich, 1938), excess realised profits (Edwards and Bell, 1961), excess
income (Kay, 1976; Peasnell, 1982), and abnormal earnings (Feltham and Ohlson,
1995).

After the introduction of residual income, questions on how to calculate
the level of investment or the invested capital (accounting numbers fail to capture
all the investment in the balance sheet, e.g. R&D, advertising, etc.) and how to
calculate the WACC still remained unanswered. That brought up the vital
question of whether and how much more accurate and reasonable the estimation
of the cost of capital (or the required rate of return) could be performed. The need
for an answer to this question led to the development of the asset pricing theory.

Asset pricing theory has its origin in the early 1960s with the development
of the single period mean-variance CAPM, which is the other viable alternative to
Gordon’s model. The Capital asset pricing model is the milestone to approach the
valuation process. This model originates from the work of Markowitz (1952) and
was developed by Sharpe (1964) and Lindner (1965). Black (1972) tested and
improved the model and suggested the main classifications. CAPM describes the
relationship between risk and expected return, and it serves as a model for the
pricing of risky securities. CAPM states that the expected return of an asset is a
positive function of three variables: the befa (the covariance of asset returns and
market returns divided by the variance of the market returns), the risk-free rate
and the expected market return.

This model was enriched and appeared in many modified forms during the

1970s. Merton (1973) developed the Intertemporal Capital Asset Pricing Model



(ICAPM) and Rubinstein (1974) projected the single-period Linear Risk
Tolerance (LRT) model. Ross (1976) proposed the alternative Arbitrage Pricing
Theory (APT), and Rubinstein (1976), Lucas (1978), and Breeden (1979)
popularised their intertemporal Consumption-based Model (CCAPM). Many
empirical tests have been performed to examine which of the models holds,
especially since Roll’s (1977) critique. Among the many results of those tests and
critiques are the development of APT by Ross (1976), the appearance of CAPM
anomalies and the three-factor model Fama and French (1992; 1993; 1995; 1996).
They identified three factors (market, size, and book-to-market) that were able to
explain the expected returns more accurately.

Value Based Management gained recognition almost simultaneously with
the recognition that accounting data were no longer providing sufficient
information about the performance of the company. Stern (1974) was the first to
present this recognition and to suggest that sophisticated investors should be
focused on FCF. Later, academics and corporate managers, researchers and
practitioners, based on NPV techniques, FCF, growth opportunities and CAPM,
developed the SHV approach (Rappaport, 1986; Copeland, Koller and Murrin,
1996; 2000; Stewart, 1991; Black, Wright and Bachman, 1998) and consequently
the modern value-based performance measurement.

According to the proponents of SHV approach, since the accounting data
do not provide robust insight into the financial performance of the company,
investors should look behind the headline figures (EPS, ROI, etc.) to find other
numbers that can measure the long-term prospects of a company more
informatively. Shareholder value analysis, based mainly on FCF and the cost of
capital, can produce such numbers (Black, Wright and Bachman, 1998).

Therefore, Rappaport (1986) proposed the Shareholder Value Added (SVA).






be employed, investment requirements exclusion and ignorance of the time value
of money, brought earnings under hard critique. According to Rappaport (1986;
1998) with the globalisation of competition and capital markets and the rising
trend of privatisations, shareholder value is capturing the attention of executives
in the UK, continental Europe, Australia and even Japan.

Rappaport (1998, p. 32) defined the shareholder value approach stating
that ‘1t estimates the economic value of an investment by discounting forecasted
cash flows by the cost of capital’. These cash flows, in turn, serve as the
foundation for shareholder returns from dividends and share-price appreciation.
Moreover, he also showed how the basic valuation parameters or value drivers,
which are sales growth, operating profit margin, income tax rate, working capital
investment, fixed capital investment, cost of capital and forecasted duration, are
developed and incorporated in shareholder value calculations.

In order to clarify the approach of estimating the shareholder value,
Rappaport (1986; 1998) first determined the total economic value of a company or
a business unit as the sum of the market values of its debt and its equity. He called
this total economic value of the company corporate value and the value of the
equity portion shareholder value. In other words, corporate value is equal to debt
plus shareholder value, or, alternatively, shareholder value is equal to corporate
value less debt.

To determine shareholder value Rappaport (1986, 1998) first defined the
corporate value and then the debt portion. Corporate value consists of two
components, the present value of cash flows from operations during the forecasted
period, and the residual value, which is the present value of the business
attributable to the period beyond the forecasted period. To determine the corporate

value more accurately a third component is included. It is the current value of

11



marketable securities and other investments that can be converted to cash and are
not essential to operating business (Rappaport, 1998). Therefore, corporate value
equals the present value of cash flows from operations during the forecasted
period, plus residual value, plus marketable securities. The debt portion of
corporate value consists of the market value of debt, the unfunded pension
liabilities, and the market value of other claims such as preferred stock. Black,
Wright and Bachman (1998) defined shareholder value in a similar way. They
argued that a company’s shareholder value is the net present value of future cash
flows discounted at its weighted average cost of capital, less the value of debt.

Rappaport (1986) used SHV approach to develop and propose the
Shareholder Value Added (SVA) measure, which is the change in value created
from corporate investment at rates in excess of the cost of capital rate required by
the capital market. The difference between SHV and SVA is that while the former
is determined as the absolute economic value resulting from a forecasted scenario,
the latter addresses ‘the change in value over the forecasted period’ (Rappaport,
1998, p. 49). Therefore, it becomes obvious that the SHV approach embraces all
the fundamental financial concepts such as FCF, NPV, growth, and the cost of
capital (Black, Wright and Bachman 1998).

The theory underlying FCF was first set forth by Miller and Modigliani
(1961). They asked and answered the question “what measures of corporate
performance does the market capitalise”? in arriving at a firm’s market value.
They considered four alternatives: earnings, cash flows, dividends, and investment
opportunities. Miller and Modigliani (M&M) answered their question under the
assumption of perfect market conditions (perfect capital markets, rational
behaviour and perfect certainty) and they concluded that all four alternatives were

equally important and identical. They first identified free cash flow as cash from
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operations that is available or attributable to both lenders and shareholders. In
other words, it is the cash that is free for distribution to investors after all
investments have been financed. Thus, when it is discounted to a present value at
the firm’s cost of capital, free cash flow is the foundation of any firm’s market
value. Since the M&M model is simplified to an all-equity-financed firm, free
cash flow is also equal to dividends. And if earnings are not reinvested, cash flow
can equal earnings too. Certainly, the value of investment opportunities is
contained within the present value of expected future free cash flows. Therefore,
there can be an equivalence between these competing measures, but it does not
always hold (Stewart, 1999).

Stern (1974) was motivated by M&M conclusions and, after a thorough
examination of their theory, introduced the FCF valuation model. As previously
mentioned, Rappaport (1986) was the first academic who adopted the FCF
valuation model. This model has been used in different versions by many other
scholars. However, ‘only when FCF is defined as distributable cash from
operations over a firm’s life do we have all expected net returns from all current
and expected future investment, which is the underpinning of any firm’s market
value’ (Stewart, 1999, preface xxiii). Considering the FCF model as a vital
measure of value, but as a useless measure of performance, Stern Stewart & Co.

developed the EVA® Financial Management System.

EVA® was originally defined by Stewart (1991) as the measure that
properly accounts for all the complex trade-offs involved in creating value. 1t is
calculated as the product of the economic book value of the capital committed to
the business multiplied by the spread between the rate of return on capital, defined
as r, and the cost of capital, defined as c¢* (Stewart, 1991). It differs from the

traditional accounting performance measures since it takes into account the cost of
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all capital employed. Although EVA® is popularised as the only true indicator of

business and management performance, it is in fact, one of the many variants of
residual income.

Residual income, as mentioned earlier, was introduced as a measure of
wealth creation since the mid-1960s (Solomon, 1965). However, its basic
principles were already known since the second half of the 18" century when
economists claimed that for a firm to create wealth it should earn more than its
cost of debt and equity capital (Hamilton 1777; Marshall, 1890). On the other
hand, EVA® has become popular as a decision making instrument especially for
measuring financial performance and planning managers’ strategies compensation
over the last two decades. It is very important to notice that EVA® is not only a

performance measure but also an integrated Financial Management System, which
should be carefully implemented in any corporation (Stewart, 1991; 1999; Stern,
Stewart and Chew, 1995; Ehrbar, 1998).

Proponents of EVA® provided evidence to establish this method as a
superior performance measurement and incentive compensation system and
claimed that it is really better to use EVA® than traditional accounting
performance measures such as earnings, EPS, ROI or ROE for this purpose
(Stewart, 1991; Tully 1993; Stewart, 1994; Stern Stewart and Chew, 1995;
O’Byrne, 1996; Ehrbar, 1998). Many other scholars, such as Stewart (1999),
Milunovich and Tseui (1996), Lehn and Makhija (1996; 1997), and Forker and
Powell (2004) have published studies in support of the superiority of EVA®.

However, while the value-based approach was gaining ground, further
exploration of EVA®-related literature revealed studies carried out by a number of
scholars, which claimed that there is no evidence of a clear relationship between

EVA® and shareholder returns leading to a well-established superiority of this

14



method compared to traditional accounting performance measures (Peterson and
Peterson, 1996; Biddle, Bowen and Wallace, 1997; Chen and Dodd 1997; 2001;
Kramer and Pushner, 1997; Clinton and Chen, 1998; De Villiers and Auret, 1998;
Turvey et al. 2000; Keef and Roush, 2003, among others). As a consequence,
these controversial aspects have opened the debate internationally on the
usefulness of traditional and value-based performance measures in explaining
variations in stock returns.

This study is focused only on traditional (EPS, ROI, and ROE) and value-
based performance measures (EVA® and SVA). There is only little mention on
risk-adjusted measures (e.g. beta, CAPM, APT) since they have been extensively
examined both for international capital markets (see: Black, Jensen and Scholes,
1972; Fama and MacBeth, 1973; Ross, 1976; Fama and French, 1992, 1996;
Jegadeesh, 1992; Pettengill, Sundaram and Mathur, 1995; Strong and Xu, 1997;
Campbell, 2000; Fletcher, 2000; Tang and Shum, 2003), and for the Greek capital
market (see: Koutmos, Negakis and Theodossiou, 1993; Demos and Parissi, 1998;
Karanikas, 2001; Theriou, Maditinos and Aggelides, 2004a; Theriou et al., 2005,
2005a).

Moreover, performance measures such as Tobin’s Q, or measurement
systems such as Balanced Scorecard (BSC) and Intellectual Capital (IC) are
excluded from this study mainly for the following reasons: Tobin’s Q is excluded
since there is no confirmed view how it is calculated and moreover, no companies
in Greece use it as performance metric; BSC is excluded since it is a multi-
perspective measure, unique for each company, and moreover, financial
statements do not include all the information needed for its calculations; finally.

IC, although relatively new and of increasing interest internationally. it is
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excluded since it is something absolutely and peculiar to each and every company,

and moreover, its calculation framework is relatively complicate.

1.4. Shareholders and Stakeholders

For many years it has been stated that the fundamental objective of all business
was the maximisation of the returns for shareholders in terms of dividends and
increases in share prices (Ackoff, 1970; Argentini, 1974). However, in the 1980s a
new approach accepted that, apart from their shareholders, corporations have
other stakeholders and that the relationships between corporation and all the
stakeholders should be taken into consideration and treated properly by the
management (Freeman, 1984). Moreover, Freeman (1984) suggested that the
traditional picture of the corporation required a rethinking because of the
emergence of numerous stakeholder groups. These are individuals or groups who
have an interest in or are significantly influenced by an organisation’s decisions
and actions and who, in turn, can influence it. The stakeholders include both
internal and external groups. The internal group consists of employees, managers
and shareholders while the external group comprises customers, suppliers, banks,
financial institutions, communities, governments, trade associations, and political
and social action groups (Freeman, 1984).

The broad acceptance of stakeholders’ existence changed the fundamental
objective of the business. According to Freeman (1984) the main objective of the
business should be the maximisation or satisfaction of the interests of all the
stakeholders. Rappaport (1998) acknowledged that in the 1990s corporate
governance discussions were replete with references to balancing the interests of
all stakeholders. This led to the question as to which stakeholder group should be
satistied first. Kanter (1997) claimed that it did not matter which stakeholder

group should come first when all are satisfied, however, it does matter as far as a
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group feels neglected and has the power to exert pressure in order to make its
claims be taken into consideration.

According to Rappaport (1998) the stakeholder model that attempts to
balance the interests of all the stakeholders of a company makes it easier for
corporate managers to justify uneconomic decisions, such as overinvestment in a
declining core business, since these decisions are likely to be endorsed by some
interested parties other than the shareholders. Such decisions may result, for
instance, in more jobs in the short term for employees, in additional traditional
business opportunities for suppliers, and in a greater tax base deriving from the
increased size of the company for the community. However, the side effects of
these kinds of uneconomic decisions are to subordinate shareholders interests, to
lead corporations to restructuring or to make them more vulnerable to takeovers.

Rappaport (1998, p. 7) claims that ‘there is an alternative approach to
stakeholders that is consistent with shareholders interests, competitiveness, and, in
the final analysis, socially responsible business behaviour’. This approach
acknowledges that to continue to satisfy all stakeholders, companies must be
competitive 1if they want to survive, and that a company’s long-term prospect
depends on a financial relationship with each stakeholder that has an interest in
the company. Employees look for competitive salaries and benefits, customers
demand products and services of high quality at competitive prices, suppliers and
bondholders ask for payment when their financial claims fall due. In order to
satisfy these claims management must generate cash by operating its business as
effectively as possible. This emphasis on the long-term cash flows is the essence
of the shareholder value approach (Rappaport, 1998). To summarise, a value-
creating company serves not only its shareholders but the value of all other

stakeholders’ claims. On the other hand, all stakeholders are in a particularly weak
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position when management fails to create sharcholder value (Knight, 1998;
Rappaport, 1998).

Since this study is focused on the shareholder value approach and the
value relevance of both traditional and value-based performance measures, it
serves as an informative tool for all stakeholder groups with regard to the

usefulness of those particular performance measures.

1.5. Significance of the Study

As mentioned previously, traditional accounting performance measures such as
EPS, ROI and ROE have for a long time been an important tool and widely used
to assess corporations’ performance. On the other hand, shareholder value
analysis and the value-based performance measurement systems have become
particularly popular in the last two decades in the US and have started to gain
prominence in the UK, in continental Europe, in Australia and even in Japan over
the last ten years. However, the reported results of studies on the usefulness of
those competing performance measurement systems are still mixed and
controversial. The present study carried out in the framework of ASE has been
inspired by the still controversial status of the findings on EVA-related studies,
the lack of any empirical study on the Greek capital market, and the suggestion
that ‘data on the information content of EVA® and RI provide potentially useful
input to the normative policy debate on what performance measures should be
reported in financial statements’ (Biddle, Bowen and Wallace, 1997, p. 303).

As mentioned earlier, the main objectives of this study are to report some
primary empirical results for the value relevance of both traditional and value-
based performance measures and to reveal investors’ behaviours and their
investment practices in the ASE, from 1992 onwards. It is believed that the

contribution of these results will motivate other scholars to consider our findings a
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starting point for further research and to extend this study in different directions.
The debate on the issue should remain open both in the Greek context and in that
of other international emerging markets with the same market characteristics as
the ASE. Finally, Greek investors who recorded great losses during the period
1999-2000 should possibly find some alternative methods and new informative

tools relevant to their investment practices.

1.6. Methodology and Organisation of the Study
This study makes use of research methods adopted in the past and are still popular
among scholars, to explore the value relevance of both traditional and value-based
performance measures in explaining stock returns, and to investigate investment
perceptions and practices of the market participants in the ASE, from 1992
onwards. It refers to a large range of secondary sources of data, such as books,
journals, annual financial statements, electronic archives of the ASE, and other
sources of financial information such as banks, private consulting firms, as well as
unpublished working papers and studies presented in recent conferences.
Moreover, it refers to primary data collected through a questionnaire survey
conducted among the members of the investment community in Greece.

The study incorporates both secondary and primary data of the year 1999.
This is a particularly interesting period in the Greek context since in that year,
although the CSPI of the ASE reached 6,848 units, its historical highest level,
(2,829 units in 1998 and 5,875 in 2000), investors, especially individuals,
recorded significant losses. It has been particularly challenging to examine
investors’ perceptions over this year and to analyse their investment practices.
Moreover, this investing paradigm can attract considerable attention from the
international capital markets, on how an extreme fluctuation of the CSPI can drive

investors to record significant losses.
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Following the introductory chapter, the second chapter, which addresses
the literature review, aims to build the theoretical framework of the study. The
chapter starts with a brief review of traditional accounting performance measures.
This first section is followed by a comment on the criticism of traditional
accounting performance measures and their shortcomings according to
shareholder value approach advocates (Rappaport, 1986; 1998; Stewart 1991;
1999; Stern, Stewart and Chew, 1995; Ehrbar, 1998). After this criticism follows a
presentation of the shareholder value approach and a further examination of its
variants: EVA®, MVA and SVA. The important role of the capital invested and of
the WACC is also addressed and discussed since, as mentioned earlier, the main
principle of SHV approach is that for a company to create wealth it should earn
more than its cost of capital.

Furthermore, results of the most important studies on the value relevance
of both traditional accounting performance measures and value-based
performance measures are reported and commented upon. These studies have
been conducted in the international market while no relevant study has been
published on the Greek stock market. The reported results of these studies are
mixed and contradictory. A large number of studies, conducted mainly by
shareholder value approach proponents, revealed a dominance of the value-based
performance while other studies carried out by more independent scholars showed
that the traditional accounting performance measures are still of high relevance in
explaining stock returns. However, studies that examined the value relevance of
the combination of earnings and measures based either on capital invested or/and
on the cost of capital, revealed a significant increase in the value relevance in

explaining stock returns.
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Since the explanatory power of both types of performance measures could
not fully explain the variation in stock returns, scholars tried to explore other
factors beyond earnings and value-based performance measures that might
influence investors’ behaviour and their investment practices (Goldberg and
Nitzsch, 2001; Warneryd, 2001). Finally, the second chapter presents the
empirical results of research on how professional and individual investors are
investing in emerging and developed financial markets (Blume and Friend, 1978;
Carter and Van Auken, 1990; Taylor and Allen, 1992; Fisher and Statman, 1997;
Naser and Nuseibeh, 2003; Clark-Murphy and Soutar, 2003). These findings
raised our interest in exploring the investment practices of the market participants
in the ASE through a questionnaire survey, as mentioned earlier.

Chapter three develops the methodology of the study. Firstly, it examines
and explains how the selected methodologies of previous studies such as Easton
and Harris (1991), Cheng, Cheung and Copalakrishnan (1993), Biddle, Bowen
and Wallace (1997), Chen and Dodd (1997), Worthington and West (2001), Chen
and Dodd (2001), Chen and Zhang (2003), have been carried out. These studies
build various relationships between stock returns and performance measures
(traditional and/or value-based) and make use of secondary financial data to test
the value relevance of these measures. As dependent variable(s) they use the stock
returns while as independent variable(s) they consider various performance
measures either separately or in combination.

With reference to the methodologies and on the relations (models) of the
previously mentioned studies, the study develops the relations (models) for the
purposes of the present study. These models have been used to carry out the first
part of the empirical research of the study. Furthermore, we presented the relative

and the incremental information content approaches, which have been adopted to
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test the models. Secondly, it follows a discussion on the questionnaire
development and the questionnaire survey (Payne, 1951; Runkel and McGrath,
1972; Belson, 1981; Fowler, 1993; Bean and Roszkowski, 1995; Zikmund, 2003).
This survey, which is the second part of the empirical research of the study, has
been conducted among all investors (institutional and individual) investing in the
ASE, in order to reveal their investment behaviour over the period under
examination.

Chapter four is devoted to the first part of our research and examines the
value relevance of both traditional and value-based performance measures in
explaining stock returns. It starts with a description of the sample and the data
collection and goes further towards the development of variables” definitions and
calculations. After the variables’ development and the tests of reliability, the
regression relations (models) are tested using both relative and incremental
information content approaches. Regression analysis is employed using the pooled
cross-sectional data. Results are then reported providing evidence of the
superiority of EPS compared to all other performance measures (traditional and
value-based) and the significant role of EVA® when it is incorporated in a model
with EPS, among others.

Chapter five is devoted to the second empirical part of the study, namely
the questionnaire survey. It is mainly conducted since the reported evidence from
the first part of the study revealed that all performance measures under
examination could not explain more than 13.1 per cent of the variation of stock
returns. It is focused on the question as to what other measures/factors beyond
traditional and value-based performance measures are affecting investors’
behaviour and their investment practices in the ASE. From December 2003 to

June 2004, a questionnaire distributed to a sample of 1,014 market participants.
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From this sample, 435 completed questionnaires came back, providing a 42.90 per
cent response rate, which represents the main source of information for our
examination. The results showed that on the one hand, professional investors in
Greece are most focused on fundamental analysis and less on technical and
portfolio analysis, revealing a quite satisfactory financial performance in the ASE.
On the other hand, individual investors utilise all investment methods at a lower
degree and are mainly driven by factors such as noise in the market, information
from press, and their experience/instinct, revealing a low financial performance.
Moreover, it is also revealed the intrinsic dynamic and the potential significance
of EVA® as a performance measure in the Greek capital market.

Chapter six is the concluding part of the study. It presents a summary of
the empirical evidence found and an assessment of the outcome of the overall
work in the light of the concluding sections of chapters two to five. Finally, at the
end of this chapter the limitations of the research as well as the recommendations

and directions for further research are underlined.
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Chapter Two
LITERATURE REVIEW

2.1. Introduction

Historically, performance measurement systems were developed as a means of
monitoring and maintaining organisational control, which is the process of
ensuring that an organisation aims at strategies that lead to the achievement of its
overall goals and objectives. Performance measures, the key tools for performance
measurement systems, play a vital role in every organisation as they are often
viewed as forward-looking indicators that assist management to predict a
company’s economic performance and many times reveal the need for possible
changes in operations (Nanni, Dixon and Vollmann 1990; Otley, 1999; Simons,
1999).

However, the choice of performance measures is one of the most critical
challenges facing organisations (Ittner and Larcker, 1998; Knight, 1998). Poorly
chosen performance measures routinely create the wrong signals for managers,
leading to poor decisions and undesirable results. There are enormous hidden
costs in misused performance measures. Shareholders pay the bill each day in the
form of overinvestment and acquisitions that do not pay off etc. It is not that
management is poor. Simply, it is the wrongly chosen performance measures,
which in turn push management to take improper decisions (Ferguson and
Leistikow, 1998; Knight, 1998). Performance measures may be characterised as
financial and non-financial. This study has tended to restrict itself to looking only
at financial performance measures, both traditional accounting and value-based
ones.

The perceived inadequacies in traditional accounting performance

measures have motivated a variety of measurement innovations such as the
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economic value measures (Ittner and Larcker, 1998). Over the last few years an
increasing number of consultants, corporate executives, institutional investors and
scholars have taken part in the debate on the most appropriate way to measure
performance (Rappaport, 1998). Consultants are willing to demonstrate the
mastery of their recommended performance models. Corporate executives show
clearly that the performance models adopted by their corporations are the most
appropriate and successful. Institutional investors debate the advantages of
alternative performance models for screening underperforming compantes in their
portfolios. Finally, scholars develop performance measurement models and test
the extent to which existing performance evaluation and incentive compensation
systems inspire management decisions and performance itself (Rappaport, 1998).
For a corporation, to develop, accept and adopt its performance standards
is not a simple procedure at all. The performance standards must be accurately
developed for corporate level executives, operating managers of divisions and
business units, and employees. According to Rappaport (1998) at each level of
organisational responsibility the following three issues need to be addressed: what
is the most appropriate measure of performance, what is the most appropriate
target level of performance, and how rewards should be linked to performance.
Traditional performance measurement systems were developed at a time
when decision-making was focused at the center of the organisation and
responsibilities for decision-making were very clearly defined. According to
Knight (1998, p. 173) ‘these performance measurement systems were designed to
measure accountability to confirm that people met their budget and followed
orders’. However, during the last two decades it was widely argued (see
Rappaport, 1986; 1998; Stewart, 1991; 1999) that most of the performance

measurement systems failed to capture and encourage a corporation’s strategy,
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producing mostly poor information leading to wrong decisions. Knight (1998), in
an attempt to explain why traditional performance measures were so misused,
asserted that part of the answer lies in three myths surrounding performance
measurement, which are: growing quarterly EPS is all that matters, accounting
measures tell the whole story, and that you can manage anything only with
financial reporting methods. These myths are all based on the common belief that
accounting is the only means of measuring performance. He then discussed the
shortcomings of these three myths and suggested that value-based performance
measures such as EVA® and SVA, among others, could be considered as
alternative options to measure a corporation’s financial performance.

As discussed earlier, VBM approach, based mainly on NPV techniques,
FCF, and cost of capital, has as its main objective the maximisation of shareholder
value. In recent years, SHV approach and VBM became particularly popular both
as a decision making tool and as an incentive compensation system as well. Thus,
value-based performance measures, such as EVA®, MVA, SVA, CFROII, EPZ,
CVA, and Economic Value Management (EVM)’ have spread all over Europe
gaining acceptance by many companies.

The rest of chapter two addresses the issue of the usefulness of both
traditional and value-based performance measurement. Definitions, analysis and
criticism of traditional performance measures are demonstrated in section two.
Value-based performance measures are defined, analysed and discussed in section
three. Moreover, this section deals with the details of EVA® calculations.
Components of EVA® such as NOPAT, cost of capital, Invested Capital (IC) and

the proposed adjustments by Stewart (1991; 1999) are further presented and

' CFROI and CVA has been developed by Boston Consulting Group (BCG) / HOLT Planning
Associates

2 EP has been introduced by Marakon Associates

3 EVM has been developed by KPMG Peat Marwick
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discussed. The calculation of WACC using the CAPM model is also discussed. In
section four there is a presentation of the empirical research to date and the
relevant findings concerning the value relevance of traditional and value-based
performance measures as explanatory variables of firm returns’ performance.
Investors’ behaviour in capital markets is discussed in section five. Finally,

concluding remarks are presented in section six.

2.2. Traditional Performance Measures

2.2.1. The Concept of Profitability

According to Chakravanty (1986) profitability is one of the three parts of the
financial performance of the corporation. The other two parts are liquidity and
solvency. Profitability is an essential and common concept in accounting, which is
used on various levels of the economy. It 1s examined and measured for example
at national, industry, corporate, investment, and even at product level. At each of
these levels 1t is possible to consider profitability from many different
perspectives. However, in the long run, profitability is a prerequisite for the
continuation of a corporation’s functioning. In this study the subject of interest is
the profitability at the corporate level.

In the literature there are many different definitions of profitability.
According to Solomon and Laya (1967) and Van Horne (2001) profitability, in
general, is the ability of a corporation to provide incomes by sacrificing expenses.
Van Horne (2001) also argues that the time lag between expenses and incomes
should be considered in the definition of profitability. Profitability can be defined
as the rate of discount by which the benefits (incomes) are as great as the sacrifice
(expenses). In this case the definition of profitability corresponds to the concept of

IRR. From the owners’ point of view, profitability is defined as the ratio of
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income to capital employed. From this perspective, the definition of profitability
corresponds to the concept of ROI (Tamminen, 1976; Brealey and Myers, 2003).
After all, the basic idea in almost every definition of profitability is the ability of a
corporation to produce profit, which in fact is what remains after subtracting the

expenses from revenues (net income).

2.2.2. Profitability Measurement
The profitability of a corporation can be measured in many ways. The available
data, however, and the specific needs for information determine the pattern of
measurement. Admittedly, financial statement analysis through its financial ratios
contributes to this measurement. However, financial ratio analysis did not appear
until the 1800s. In 1919, the DuPont Company was the first to employ a ratio
system to evaluate its operational performance. This system became known as the
so-called ‘triangle’ system or the ‘DuPont Chart’. According to Goetzmann and
Garstka (1999), Donaldson Brown developed this ‘triangle’ system with the ROI
ratio at the top (see Horrigan, 1968; Siegel and Shim, 1991). Some years later, in
the early 1920s, Donaldson Brown joined General Motors where he implemented
his new system. The ‘DuPont Chart’ was in fact an accounting framework for
identifying the principal factors affecting ROIL. The fundamentals of cost, sales
and investment supported the development of ROI. The history of profitability
forms an important part of the history of financial accounting and financial
statement analysis. Publications of Horrigan (1968), Kaplan (1984) and Van
Horne (2001) offer a comprehensive review in the issue.

Financial ratios based on financial statement analysis are the most often
used measures of the profitability of a corporation. There are also various ratios

based on the flows of money. There are two basic types of profitability measures:
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absolute and relative measures. The absolute measures describe the profit or some
margin as such. The relative measures proportion this profit or margin to some
dimension, which describes the resources or determinants (revenues, expenses,
total assets, etc.) of this profit or margin. In the literature there are many
classifications of profitability measures. In financial accounting literature (see:
Schilit, 1993; Griffiths, 1995; Watts, 1996; Smith, 1996; Wood and Sangster,
1999; Wilhams et al. 2003), in the financial statement analysis (see: Rees, 1995;
Holmes and Sugden, 1999; Penman, 2001; White, Sondhi and Fried, 2003) and in
the corporation finance and valuation (see: Foster 1986; Copeland, Koller and
Murrin, 2000; Copeland and Weston 1988; Barker, 2001; Graham and Harvey,
2001; Brealey and Myers, 2003) there are detailed presentations of various forms
of profitability measures. For example Foster (1986) presented three ratios, which
were: Operating Margin on Revenues (OMR), ROE and ROI. Foster (1986)
expressed those ratios as follow:

Net Income

OMR = (2-1)
Revenues
ROI = Net Income (2-2)
Total Assets
ROE = Net Income | (2-3)
Shareholder equity

According to Foster (1986) OMR indicates how much net income is earned from
each monetary unit of revenues produced from sales. ROI assess how efficient the
total assets are employed within the company, while ROE measures how efficient
the shareholder equity capital is employed within the company.

White, Sondhi and Fried (2003) in their profitability analysis, argued that
investors are concerned with the company’s ability to generate, sustain and

increase profits. They also remarked that profitability can be measured in several
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differing but interrelated dimensions and suggested the relationship of the
company’s profits to sales, the ROI and the ROE in various variants as the
primary measures of profitability. Rappaport (1998, p. 22) presented as the most
common formulas for ROI the following:

RO — Net Income (2-4)
Book Value of Assets

or

Net Income + Interest x (1-Tax Rate)
Book Value of Assets

ROI

(2-5)

where the Book Value of Assets is in fact the average book value of assets for a
specific year.

ROE measures the profitability relative to shareholders (White, Sondhi
and Fried, 2003). Hence total debt is excluded from the denominator (book value
of shareholder equity is employed) and as a numerator is used either pretax
income or net income. The proposed formulas are:

ROE = Pretax Income | (2-6)
Average Book Value of Shareholders' Equity

or

ROE — Net Income . 2-7)
Average Book Value of Shareholders' Equity

Finally, Rappaport (1998, p. 29) defined ROE as follow:

ROE = Net income . (2-8)
Book Value of Shareholders' Equity

where Book Value of Shareholder’ Equity is the average book value of

shareholder equity for a specific year.
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2.2.3. Criticism and Shortcomings of Traditional (Accounting) Measures of
Profitability

Kothari (2001) underlined that research into the relationship between capital
markets and financial statements has its origin in the publication of Ball and
Brown (1968) where they first examined the relationship between earnings and
stock prices. Since then many other publications have contributed to the field
demonstrating a positive relationship between earnings and stock returns (Beaver,
1968; Easton and Zmijewski, 1989; Easton and Harris, 1991; Easton, Harris and
Ohlson, 1992; Ohlson 1991; Ball, Kothari and Watts, 1993) for the US market. In
the light of the previous studies a large amount of relevant research reported
evidence for this relationship for markets other than the US market. To name
some: Ali and Pope (1995) for the UK; Harris, Lang and Moller (1994) and
Booth, Broussard and Daley (1997) for Germany; Barth and Clinch (1996) for the
UK, Australia and Canada; Kousenidis, Negakis and Floropoulos (1998; 2000) for
Greece; Vafeas, Trigeorgis and Georgiou (1998) for Cyprus; Cheung, Kim and
Lee (1999) for Japan; Graham and King (2000) for Asian countries; Jindrichovska
(2001) for Czech Republic; Chen, Chen and Su (2001) for China; Jermakowicz
and Gornik-Tomaszewsk1 (1998) for Poland; and Jarmalaite (2002) for the Baltic
countries.

According to Rappaport (1998) there i1s an obsessive fixation on EPS as
the scorecard of corporate performance in both corporate reports and the financial
press. Quarterly and annual earnings are reported in the Wall Street Journal and
other leading financial publications. Analyses of corporate strategies by Business
Week, Fortune and Forbes magazines are replete with references to EPS growth
rates and P/E multiples. Moreover, Rappaport (1998, p. 13) underpins that ‘the
broad dissemination of accounting earnings figures fuels the business

community’s belief that stock prices are strongly influenced, if not totally
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determined, by reported earnings’. It is commonly assumed that if a company
produces satisfactory growth in EPS then the market value of its shares will
increase. However, as a growing number of executives now recognise, EPS
growth does not necessarily lead to an increase in the market value of stock
(Rappaport, 1998).

Stewart (1991; 1999) and Ehrbar (1998) in answering the question of what
the engine is that drives share prices demonstrated two alternative models: the
accounting model and the economic model. The former relies on two distinct
financial statements which are the income statement and the balance sheet, while
the latter relies on two concerns that investors care mostly about: the cash that a
company expects to generate over its life and how risky the receipt of this cash is.
After the examination of past research in the field they concluded that the
economic model (cash flow model) is the one that better explains the change in
stock prices while the accounting model is simply wrong.

Up to now, 1t has been shown that the essential objective of a corporation
is to provide maximisation returns for shareholders. It has been also established
that this return is generated through an increase in share prices and dividends. The
issue to be addressed now is whether earnings (accounting earnings) as a base to
measure performance and to assess alternative strategies are consistent with the
objective of shareholders’ returns. In other words, the issue is whether earnings
can reliably measure the change in the present value of a company. However, the
fact that earnings and to a larger extent the ensuing measures like ROI and ROE
have not been developed for the measurement of corporate value, lead many
scholars to characterise them as inadequate and misleading when they are used for

monitoring corporation’s performance. Moreover, there are several other reasons
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that cause earnings to be considered as inadequate measures. These reasons are

presented and discussed in the following section.

2.2.3.1. Shortcomings of Earnings
Many shareholder value proponents such as Rappaport (1981; 1986; 1998),
Stewart (1991; 1999), Stern, Stewart and Chew (1995), Ehrbar (1998), Knight
(1998), and Stern (1974; 2001) have strongly criticised earnings since they fail to
measure changes in the economic value of a company. Their critique was mainly
based on three reasons: alternative accounting methods may be employed to
calculate earnings, investment requirements are excluded from earnings
calculation, and the time value for money is ignored in earnings calculation.
Earnings may be computed using alternative and equally acceptable
accounting methods. This can cause a company to produce different accounting
earnings according to the method employed. Characteristic examples are the use
of FIFO or LIFO approaches to compute the cost of sales, the different methods of
depreciation, the amortisation of goodwill and the R&D treatment (Rappaport,
1986; 1998; Stewart, 1991; 1999; Stern, Stewart and Chew, 1995). Moreover,
with the National accounting principles varying from country to country, it is
possible for the same company, using the same accounting figures, to declare a
profit in one country and a loss in another. However, even if a change in
accounting method can materially impact earnings it does not change a company’s
cash and therefore it does not affect its economic value. This assumes that the
change in an accounting method is for financial reporting purposes and does not
affect the calculation of income taxes. Many times it is also possible that an
accounting change is seen as a signal for some more fundamental changes in the
company’s prospects. For example, the market may view a change to an earnings-

increasing accounting method as a signal for a company’s downturn. In this case
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the accounting change may cause a decrease in share price. However, the price
decrease is not due to the accounting method change but rather due to the
information inferred from management’s decision to make an accounting change
(Rappaport, 1998).

The relationship between earnings and change in economic value is further
disturbed by the fact that investments in working capital and fixed assets are
excluded from the earnings calculation. Consider working capital first. It is
accepted that as a company and its business grows, there will normally be a
related growth in the company’s levels of accounts receivable, inventory, and
accounts payable. The case where the level of receivables at the end of the year
are higher than the level at the beginning of the year (increase in receivables),
means that the cash flow from sales is lower than the revenue figure reflected in
the income statement. The reason for this is the fact that cash is received after
revenues have been recognised. Thus, for companies with increasing receivables
the sales figure on the income statement will exceed the current period’s cash
flow generated from sales (Rappaport, 1998).

Inventory investment is another component of working capital that
contributes to differences between earnings and the cash flow valuation approach.
An upward change (increase) in the level of inventory clearly involves payments
for matenal, labour, and overheads. However, for accrual accounting purposes,
the investment in additional inventory 1s treated as an asset on the balance sheet
whilst it is not included in the cost of sales figures appearing in the income
statement. Therefore, for companies with increasing inventory levels, the current
period’s cash outflow will overstate the cost of sales figures for inventory
expenditures. In brief, for expanding firms, increases in accounts receivable and

inventories will cause the earnings figure to be greater than cash flow. The third
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component of working capital, accounts payable, acts in an inverse way compared
to accounts receivable and inventory causing the inverse results (Rappaport,
1998).

An essential parameter for review is the investment in fixed assets. Assets,
which are depreciable, such as property, plant and equipments are initially
recorded at cost and are included in the fixed asset section on the balance sheet.
This cost, in accrual accounting, is then allocated over the estimated useful life of
the asset through depreciation. Accountants often underline that depreciation is
not a process of valuation but is only a process of allocating the initial cost.
Depreciation on fixed assets is a deduction to arrive at net income. However,
while depreciation is an expense, it does not involve any disbursement of cash. On
the other hand, the capital expenditures made during the year are not included in
earnings calculation. Thus, two adjustments are needed to shift from earnings to
cash flow. First, the depreciation must be added back to earnings and capital
expenditures must be deducted from earnings (Rappaport, 1998).

The third important reason why earnings fail to measure change in
economic value is that the earnings calculations ignore the time value for money.
[t 1s generally accepted that the economic value of an investment is the discounted
values of its anticipated cash flows. Moreover, the economic value calculation
incorporates the idea that a monetary unit of cash received today is worth more
than the same monetary unit received a year from now. This happens because
today’s monetary unit can be invested and in turn earn a return over the next year.
Thus, the discount rate used to calculate economic value incorporates both
compensation for bearing nisk and also compensation for expected rates of
inflation. Earnings cannot include those considerations in their calculation.

Finally, according to economic value proponents and under the apparent existence
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of fundamental differences between the calculation of economic value and
earnings, it should not come as a surprise that earnings growth does not
necessarily lead to economic value creation for shareholders. Shareholder value
will increase only if the company earns a rate of return on new Investments
greater that the rate investors can expect to earn by investing in alternative,
equally risky, securities. On the other hand, to achieve earnings growth it is not
necessary to invest above the cost of capital. Earnings growth can be achieved
when management invests below the cost of capital and thereby decreases the
value of shares (Rappaport, 1998; Stewart, 1999).

Earnings per share 1s one of the earnings’ reflections in financial reporting.
[t is the portion of a company’s profit allocated to each outstanding share of
common stock and is calculated by dividing earnings by the number of shares
outstanding. EPS increases simply by investing more capital in the business
process. In cases where the additional capital is cash flow (in the form of equity
capital), EPS will increase if the rate of return of invested capital is positive. In
cases where the additional capital is debt, EPS will increase if the rate of return of
the invested capital is greater than the cost of the debt. Since the additional
invested capital is a mix of equity and debt, EPS will increase if the rate of return
on this additional capital 1s somewhere between zero and the cost of debt.
However, this is completely wrong from the economic value point of view and
makes EPS an inappropriate measure of corporate performance. This inference is
in accordance with Stewart (1999) arguments about earnings, EPS and earnings
growth. Following the suggestion of (Stern, 1974; Stewart, 1999) it is concluded
that all earnings’ related measures should be abandoned as performance

measurement tools.
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2.2.3.2. ROI and its Shortcomings

The recognition that an increase in earnings does not necessarily cause an increase
in shareholder value, particularly in high inflationary periods, led to the popularity
of ROI and ROE as financial performance standards. Although ROI remains a
frequently used measure of divisional performance, it has been strongly criticised
by the economic value proponents. However, taking an unreliable numerator (i.e.
earnings) and relating it to an investment denominator, which is generated by the
same accounting process, does not solve the problem. Moreover, Ehrbar (1998)
and Stewart (1991; 1999) argued that measures such as ROI and ROE are just as
bad as earnings concluding that since both the numerator (earnings) and the
denominator (assets or shareholder equity capital) are distorted by accounting
practices, there is no reason to expect that a ratio of the two will convey any
meaning at all.

Hurdle rates or minimum acceptable rates for ROI are often based on an
estimate of the business unit’s cost of capital or the corporate cost of capital. The
assumption is that if ROI is greater than the cost of capital, then SHV is created.
The fundamental problem with this relationship is that ROl is an accrual
accounting return and is being compared to a cost of capital measure, which is an
economic return, demanded by investors. Thus, comparing ROI with cost of
capital i1s a clear example of comparing two different and unrelated entities
(Rappaport, 1998).

Trying to align ROI to the true rate of return, which is the IRR, is a
challenging procedure. As discussed earlier, every project that a company
undertakes should have positive NPV in order to be accepted from the shareholder
point of view. This means that the IRR will be greater than the cost of capital.

With practical performance measuring, the internal rate of return cannot be
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measured and some accounting rate of return is used instead to estimate the rate of
return to capital. Typically this rate of return is some form of ROI. However, any
accounting rate of return cannot on average produce an accurate estimation of the
underlying true rate of return. An example is the phenomenon of wrong
periodising that does not permit ROI to be consistent with IRR.

Wrong periodising means that it can be the case where ROI
underestimates IRR at the beginning of the period and overestimates it at the end
of the period. The inverse can also be true. This inconsistency between ROI and
IRR is dependent on factors such as the kind of assets the company employs (old
and new assets), the level of past and new investments, the kind of company (high
technology, drug company, knowledge companies), etc. Thus, if a company has a
lot of new investments at the beginning of the period it is possible to report low
ROI, lower than its sufficient IRR. Inversely, if a company has little new
investment the ROI figure can be high, higher than IRR, although the IRR might
be even lower than the cost of capital. This situation can tempt management by
wrong indicators of the true profitability of the companies. Therefore, those ROI
figures might lead to either under-investments in profitable companies or in over-
investments in mature companies, which in turn destroy the shareholder value.

In addition to wrong periodising, ROI is also a poor measure of a
company’s true rate of return. The difference between the accounting rate of
return and the true rate of return has been studied by Harcourt (1965), Solomon
and Laya (1967), Livingston and Salamon (1970), Fisher and McGowan (1983),
Fisher (1984), and De Villiers (1989) who concluded that the differences between
the two are so large that the former cannot be used as an indicator of the latter (De
Villiers, 1997). The effect of inflation on the discrepancy has been addressed by

Solomon and Laya (1967), Kay (1976), Van Breda (1981), Kay and Mayer (1986)
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and De Villiers (1989) who showed that inflation exacerbates the discrepancy
between ROI and true return (De Villiers, 1997). Although inflation strengthens
the discrepancy, it should be pointed out that ROI is not, on average, equal to the
IRR, even with no inflation.

De Villiers (1989) studied the relationship between ROI and true rate of
return with different asset structures. Typically companies can have three different
types of assets: current assets, depreciable assets and non-depreciable assets. He
found that if a company had only current assets, ROI on average, would equal
IRR. However, the more a company has depreciable assets (ceteris paribus), the
more ROI overstates IRR. On the other hand, the more a company has non-
depreciable assets (e.g. land) the more ROI understates IRR. A third factor
presented by De Villiers (1997) affecting the discrepancy between ROI and IRR
was the length of investment period. He concluded that the longer the investment
period (or the economic life of assets) the bigger the discrepancy between ROI
and IRR. This is obvious since a long investment period gives inflation time to
distort asset values.

Solomon (1966) and Rappaport (1982) also concluded that ROI is not an
accurate or reliable estimate of the true rate of return. They demonstrated four
factors affecting this gap: the length of project life, the capitalising policy, the rate
at which depreciation is taken on the books, and the lag between investment
outlays and recoupment of these outlays from cash flows.

According to Rappaport (1998, p. 28) ‘the use of ROI as a standard for
evaluating strategies and performance at the business unit or corporate level can
lead to a substantial misallocation of resources’. He presented three essential
reasons for this, beyond those discussed earlier. Firstly, while the economic rate

of return from a project or an entire strategy depends only on prospective cash
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flows, accounting ROI depends not only on prospective investment and cash
flows, but also on undepreciated investments of past periods. Therefore, if two
companies have identical strategies and expectations, but one of them has a bigger
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