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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 emypA metric is useful for investors who wish &termine
how well a company has produced value for its itass The main objective of this study is to findt dhe
impact of Economic Value Added on Financial Perfance in selected private banks in Sri Lanka. Tairathis
objective, distinctive methodologies which are dstent with the previous research studies have lhsed.
Convenience sampling technique is used to drawséimeple from the private banks. Such as Hatton Natio
bank, Commercial bank, Sampath bank, Nations Traek, Development Finance Corporation of Ceylon and
Seylan bank. Secondary data are collected forttity svhich consisted annual reports of said banksg the
period of 2006-2012 (7 years). Operational hypathesre formulated which have been tested usinglation
and regression analysis. The results revealedthbe is a relationship between EVA and financeaf@rmance.
Mainly, there is a significant relationship betwdeWA and ROE. In addition Economic Value Added &V
has impact on financial performance. This studipdseficial to the academicians, policymakers, [iianers
and researchers to formulate the suitable policrinanka as well as other similar countries.

Key words: Economic Value Added, Financial Performance, Rei&anks.

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 thereguic growth of a
country and steer the wheels of the economy towigsdgal of self reliance in all fields. Presdntd banks are
facing steep competition, technological changesiamolvation. So effective management helps to pi@bietter
services and expand their activities. The manageike strategic planning for bank performance. Toeeethey

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

most businesses. Financial performance will leadnproved functions and activities. Banks theiremnial as
well as external environments are becoming morepbexnIn this dynamic society the managers musitile to

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

Advancement of the nature of business and managgmeeiormance has pushed the need of people td huil
more effective and structured financial measurem@ntording to the article of The Chartered Indétwf
Management Accountants (CIMA), Late$tendsin CorporatePerformanceMeasurement(1992), many
companies experienced difficulties in implementmmgasurement frameworks. The issues from the 1980s a
still relevant today related to variables to measways to access data, and so on. Effective peafoce
measurement is believed to be of key importan@nsuring the successful implementation of an omgditn’s
strategy. The result of the performance measuremdhthelp the managers to produce effective decisi
making processes whether at the operational degicalevel.

Recent years have developed a new approach torparice assessment of banks. That is Economic Value
Added (EVA). The term EVA (Economic Value Addeditialy raised by Stern Stewart Management Seririce
1989. Later this concept was popularized by G. Ba@teward, 1ll, Managing Partner of Stern Stewia@O.

in 1991. Since then, more than 300 companies wioptad these disciplines in the world.

The concept of EVA is a relatively new approachassessing corporate performance. Unlike convertiona
corporate performance measures that require commemalysis with similar companies in the indystwhile

the EVA can stand on its own. EVA method is sudtdlgscreated company is the most relevant factothie
formation of the company that eventually will affeélee financial performance. This study evaluakeshank’s
financial performance on the basis of Economic ¥alwlded (EVA) which is the modern concept introdiice
for the purpose of evaluate the performance of ank

Objectives
The main objective of the study is to find out timpact of Economic Value Added on financial perfarme
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Secondary objectives are:
. To reveal the relationship between economic vatakeked and financial performance.

. To make suggestion to increase the value of bdimdsccial performance.
Review of Literature

Stewart, and Bennett, G. (1994) observed that “B¥4a powerful new management tool that has gained
growing international acceptance as the standardogforate governance. It serves as the centermpibee
completely integrated frame-work of financial maaagnt and incentive compensation.” In essence, BVA
way both to legitimize and to institutionalize theaning of a business in accordance with basicaréconomics
and corporate finance principles. The experienca ¢dng list of adopting companies throughout therlev
strongly supports the notion that an EVA systemphyviding such an integrated decision making fraom,

can refocus energies and redirect resources ttecsaatainable value for companies’ customers, eyepls, and
shareholders and for management.

The EVA measurement is the net operating profitusian appropriate charge for the opportunity costllo
capital invested in an enterprise or project. lamsestimate of true economic profit, or the amduntwhich
earnings exceed or fall short of the required minimrate of return investors could get by investimgther
securities of comparable risk (Stewart, 1991, 0@#).

You Lee (1995) researched that the use of EVA@&sgorate performance measurement tool. His maieareh
finding was that EVA is at best marginally bettest measures such as ROA and ROE.

Lehn and Makhija (1996) studied EVA as performammsasures and signals for strategic change. Theydfou
that both measures correlate positively with stoetkirns with traditional performance measures tigdgirn on
assets (ROA), return on equity (ROE) and retursalas (ROS).

Talib and San (1998) stated that for many yearsiosemanagers, investors and analyst have beerg usin
conventional measures such as earnings, earningshpee (EPS), P/E ratios or return on equity feftirsg
financial goals, for measuring financial performasi@and for valuations. Now another method is alvkiléor
measuring corporate performance that is known asauic value added (EVA).

Pfeiffer (2000) considered mathematically EVA viscdunted cash flow methods for resolving intea@gncy
problems in decentralized decision-making. Besilegheoretical discussion, understanding is neadledt the
numerical behavior of the EVA under different cdmatis and about EVA's numerical relationship to the
accounting measures like Return on Investments jR&dturn on Equity (ROE) and to economic profiliabi
measures like the Internal Rate of Return (IRR).

Girotra et al (2001) emphasized that the importasfabe EVA. They compare the EVA with Return onuiig
(ROE), Return on Net Worth (RONW), Return on Cdpifanployed (ROCE) and Earnings per Share (EPS).
They argue that EVA is not a tool to create valueibencourages managers to think like owners, anthe
process may impel them to strive for better perforae. The study concluded that EVA has been helpful
because it forces companies to pay attention tilatagmployed and especially to excess workingtehpi

Popa et al (2009) argued that EVA can be an impbttol that bankers can use to measure and imptave
financial performance of their bank. They empha#iiseadvantages of EVA by comparing to other penéoice
indicators. Since EVA takes the interest of thekmshareholders into consideration, the use of Byfbank
management may lead to different decisions thamdhagement relied solely on other measures. They
investigate the Romanian Banking systems to comfiz@eadvantages of EVA to other measures of bank
performance such as return on assets (ROA), remraquity (ROE), net banking income and the efficie
ratio, which do not consider the cost of equityia@mployed.

EVA may be distinguished from other financial penfiance measures such as net profit and earningshpes

(EPS), as it determines the profits remaining aftercapital costs of a company — both debt andyegthave
been deducted from the operating profit (McClu2811).
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Variety of authors said that there is a significeglationship between Economic Value Added and rigizd
Performance and also there is an impact of EVA inantial performance. Based on the empirical stjdie
following conceptual model is formulated by thee@msher.

Economic Value Added (EVA) ‘\:’> %ﬁormance
Profitability
{ROL ROA. ROE)

Liquidity

[Current & quick
ratio)

Figure 1: Coneeptualization

Hypotheses

Following hypotheses are formulated to find out itnpact of economic value added on financial penfomce
and relationship among them.

H1: There is a significant positive relationship between economic value added and financial
performance.

H... There is a significant positive relationship between Economic Value Addednd
Return on Equity.

Hy. There is a significant positive relationship between Economic Value Addednd
Return on Assets.

Hi.. There is a significargositive relationship between Economic Value Added Return on Investment.

Hiq4. There is a significarpositive relationship between Economic Value Addad Liquid assets to liabilities.

H2: There is an impact of economic value added dimancial performance.
H,.. There is an impact of economic value added on RetarEquity.

Hop: There is an impact of economic value added on RetnrAssets

H,.. There is an impact of economic value added on Retarinvestment.
H,q: There is an impact of economic value added on Higssets to liabilities.

Methodology

Data Collection

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

Sample

Convenience sampling technique is used to dravedineple from private banks. Such as Hatton Natibaak,
Commercial bank, Sampath bank, Nations Trust BBekelopment 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 employedtopare 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 Vaddeed and
financial performance. Regression analysis is wedithd out the significant impact of Economic Waladded
on financial performance. (SPSS- 16 version has léilized in this study).
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Operationalisation

Table No 01: Operationalisation
Concept Variables Indicators Measurements
NOPAT
Economic Value Added EVA WACC Ratios
Invested Capital
Return on Equity

Profitability Return on Assets Ratios
Financial Performance Return on Investment
Current ratio
Liquidity Quick ratio Ratios

Where:

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

Results and Interpretation
Correlation Analysis
The purpose of correlation analysis is to find vt significant relationship between Economic Vadeed and

financial performance. Table No 02 presents theliesf the correlation analysis.
Table No 02: Correlation Analysis

EVA ROI ROA ROE Liquidity
EVA Pearson 1 749 0.326 0.813* -0.316
Sig(2-tailed) 0.087 0.529 0.049 0.542
ROI Pearson 0.749 1 0.235 0.430 -0.091
Sig(2-tailed) 0.087 0.653 0.395 .86
ROA Pearson 0.326 0.235 1 0.225 0.736
Sig(2-tailed) 0.529 0.653 0.669 0.0
ROE Pearson 0.813* 0.430 0.225 1 -0.475
Sig(2-tailed) 0.049 0.395 0.669 413
Liquidity ~ Pearson -0.316 -0.091 0.738 -0.475 1
Sig(2-tailed) 0.542 0.865 0.094 0.341

*.Correlation is significant at the 0.05 level (2ailed)

Table 02 shows the correlation value of 0.749 wimcimsignificant at 0.05 levels, and it can beadlg pointed
out that, there is a positive relationship betwEeonomic Value Added and Return on investment. &liera
weak positive relationship between Economic Valauelédd and Return on assets. Those are at insigmtifieezel
(P>0.05). There is a strong positive relationshigpwieen Economic Value Added and Return on equihe T
correlation value is 0.813* and which is signifitan 0.05 levels (P<0.05). At the same time, obsgthat the
Economic Value Added and liquid assets to lialetithave negative relationship between them.

Regression Analysis

The purpose of regression analysis is to find batdignificant impact of Economic Value Added omaficial
performance. Table No 03 presents the resultseRbgression analysis in which, Economic Value Aldide
considered as independent variable. And finanadlpmance is considered as dependent variable.
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Table No 03: Regression analysis

Unstandardized Coefficients-B —— .
Variables R Square S'gnéf\'an ntin
Constant EVA
ROE -3588.20 336.35 661 049
ROA 328.71 898.75 106 529
ROI 934.39 343.27 561 087
Liquidity 2090.98 -13.79 100 542

Table no 3 illustrates that tHeVA has higher impact on Return on Equity by 66.1%e remaining 33.9% is
influenced by other factors. Model of the returnequity is

Y =-3588.20+ 336.35X
The Rvalue is 0.561. This means EVA is contributed ttedtmine Return on Assets by 56.1%. The remaining
43.9% is influenced by other factors. On the otterd, Model of the return on investment is

Y =934.39 + 343.27X
EVA has low impact on ROA and liquidity by 10.6%dat0.0% respectively.

Hypotheses Testing
Where researcher observed that, whether thereaatonship between variables or not, Based omlBev At
the same time, whether there is an impact or rasted on significant value.

Table No 04: Hypotheses Testing

No Hypotheses Results Tools
H1 There is a significant positive relationship betwes economic Partial Correlation
value added and financial performance Accepted

Hia There is a significant positive relationship betw&eonomic Valug Accepted | Correlation
Added and Return on Equity.
Hap: There is a significant positive relationship betw&&onomic Valug Rejected Correlation
Added and Return on Assets.

Hic. There is a significant positive relationship betweEconomic| Rejected Correlation
Value Added and Return on Investment.
Hag: There is a significant positive relationship betweEconomic| Rejected Correlation

Value Added and Liquid assets to liabilities.

H2: There is an impact of economic value added on finamal | Partial Regression
performance. Accepted
H,, There is an impact of economic value added on RetnrEquity. Accepted | Regression
Hop,: There is an impact of economic value added on ReainrAssets Rejected Regression
Hae. There is an impact of economic value added on Retm | Rejected Regression

Investment.

Hag: There is an impact of economic value added on Hicassets tq Rejected Regression
liabilities.

Conclusion

Based on the overall study findings, there is mmificant positive relationship between value EVAdaROI,
ROA and liquid assets to liabilities. But, Thereaistrong positive relationship between EVA and ROE
0.813*). High value leads to higher financial penfiance. Hence, we can conclude that there is iaehip
between EVA and financial performance. Private Balmkve high financial indicators. Such Financididators
are EVA, ROE, ROA, ROI and Liquidity. Based on thegression analysis, we found that, only ROE is
influenced significantly. In contrast, other depentivariables as ROA, ROI and Liquidity are notuahced by
EVA significantly. Basically, EVA is highly focuskeby the equity base. Due to that, ROE is highfluenced

by the EVA.

106



Developing Country Studies www.iiste.org
ISSN 2224-607X (Paper) ISSN 2225-0565 (Online) /l'H.i.l
Vol.3, No.13, 2013 IIS'E

Some of the reasons are better management, operaéfiiciency, and skilled staff. Private Banksintains
proper accounts, records, books and does well $tete banks. In the support way, Lehn and MakHiR96)
studied EVA as performance measures and signakrimtegic change. They found that both measuneslate
positively with stock returns with traditional perfnance measures like return on assets (ROA) retuequity
(ROE) and return on sales (ROS). And also EVA hgsaict on financial performance.

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 investmaimd
reduce risk. So return is higher than cost of edpiihcreased EVA leads to higher financial perfance.

Analysis shows that, management of the bank muestthis fund for loan maximum, but recovery of thano
should carefully dealt by them. Which is major pgesb 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 iclquécovery which will benefits to the banks.

Nowadays some banks face the liquidity problemsb&aks must have buffer cash to resolve the imnedia
liquidity problems. Bankers now will have to comgty seek to invest in technology and able to beroto
strategic alliance, merger, acquisition and restimirng exercises for adding EVA to shareholdersltheall the
time.

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