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T Corporate finance revolves around the efficient management of a company’s financial
updates resources to maximize shareholder value. In this context, performance metrics serve as
critical tools for assessing a firm’s operational efficiency, financial health, and value
creation capabilities. Traditional metrics such as Return on Equity (ROE), Return on
Assets (ROA), Earnings Per Share (EPS), and Net Profit Margin have long been used to
evaluate performance. However, these accounting-based indicators often fall short in
Funding: This research received no capturing the true economic value generated by a firm, leading to the development of
specific grant from any funding agency in more sophisticated, value-based metrics like Economic Value Added (EVA), Market Value

the public, commercial, or not-for-profit = Added (MVA), and Cash Flow Return on Investment (CFROI).
sectors.

Copyright: © 2024 The Author(s). Keywords: Economic, Value, Market, Corporate, Performance
This work is licensed under a

With the license CC-BY, authors retain
the copyright, allowing anyone to
download, reuse, re-print, modify,
distribute, and/or copy their
contribution. The work must be
properly attributed to its author.

1. INTRODUCTION
1.1. BACKGROUND ON PERFORMANCE METRICS IN CORPORATE FINANCE

Corporate finance revolves around the efficient management of a company’s financial resources to maximize
shareholder value. In this context, performance metrics serve as critical tools for assessing a firm'’s operational efficiency,
financial health, and value creation capabilities. Traditional metrics such as Return on Equity (ROE), Return on Assets
(ROA), Earnings Per Share (EPS), and Net Profit Margin have long been used to evaluate performance. However, these
accounting-based indicators often fall short in capturing the true economic value generated by a firm, leading to the
development of more sophisticated, value-based metrics like Economic Value Added (EVA), Market Value Added (MVA),
and Cash Flow Return on Investment (CFROI).
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A Theoretical Exploration of Economic Value Added (EVA) and Market Value Added (MVA) as Measures of Corporate Performance

1.2. IMPORTANCE OF MEASURING REAL ECONOMIC VALUE CREATION

While accounting profits provide a snapshot of financial performance, they do not always reflect whether a company
is creating or destroying value. Measuring real economic value creation allows stakeholders to:

o Identify true profitability after considering the cost of capital.

e Enhance capital allocation by prioritizing projects that yield returns above the cost of capital.
e Align managerial incentives with shareholder interests.

e Compare performance across industries and geographies more accurately.

Metrics like EVA emphasize the residual income after accounting for the cost of equity and debt, thus offering a
more comprehensive view of wealth creation.

1.3. OBJECTIVE OF THE STUDY
The primary objective of this study is to:
e Analyze and compare traditional accounting metrics with value-based performance metrics.
e Evaluate how effectively these metrics measure real economic value creation.

e Assess the practical implications of adopting value-based metrics for corporate decision-making and
performance evaluation.

1.4. SCOPE AND LIMITATIONS
Scope

e This study is conceptual in nature and focuses on reviewing and analyzing performance metrics used in
corporate finance from a theoretical standpoint.

e [t encompasses both traditional accounting-based and modern value-based performance measures such as
ROE, ROA, EPS, EVA, MVA, and CFROL.

e The study draws insights from existing academic literature, professional publications, and conceptual
frameworks.

Limitations
e The study does not involve empirical data analysis or real-time case studies; hence, practical validation of
findings is limited.
e [tdoes not measure actual firm performance or apply metrics to specific industries or companies.

e Since the focus is on theoretical analysis, dynamic market factors, behavioral aspects, and external economic
influences are not incorporated.

e The study may not account for recent corporate innovations or region-specific applications of performance
metrics.

e Non-financial performance indicators (e.g., ESG, CSR) are acknowledged but not analyzed in detail.

2. CONCEPTUAL FRAMEWORK
2.1. ECONOMIC VALUE ADDED (EVA)

Definition and Origin:
Economic Value Added (EVA) is a value-based performance metric that measures a company's true economic profit.
It represents the residual wealth created after deducting the cost of capital from a firm’s net operating profit. The concept
was popularized by Stern Stewart & Co. in the 1990s, who branded and promoted EVA as a comprehensive measure of
corporate financial performance. Unlike traditional accounting profits, EVA considers the opportunity cost of all capital
employed, including equity, thereby aligning more closely with shareholder wealth maximization.
ShodhKosh: Journal of Visual and Performing Arts 2899
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Formula:

EVA=NOPAT-(Capital EmployedxWACC)

Where:
e NOPAT = Net Operating Profit After Taxes
e (apital Employed = Total capital invested in the business (Debt + Equity)
e WACC = Weighted Average Cost of Capital

e Components Explained:
Net Operating Profit After Taxes (NOPAT):

This represents the operating profit of the company after adjusting for taxes but before considering financing costs.
It reflects the actual profitability derived from core operations.

e (Capital Employed:

This includes the total funds invested in the business operations, generally comprising both equity and debt capital.
It reflects the financial base used to generate operating profits.

e Weighted Average Cost of Capital (WACC):

WACC is the average rate of return that the company is expected to pay to its debt and equity investors. It serves as
the minimum required return needed to satisfy all capital providers.

Theoretical Rationale for EVA Over Traditional Metrics:

Traditional metrics like Net Profit, Return on Investment (ROI), or Earnings Per Share (EPS) are primarily
accounting-based and often ignore the cost of capital. As a result, they may portray a firm as profitable even when it fails
to generate sufficient returns over its capital costs.

EVA addresses this shortcoming by:
e Incorporating the full cost of capital (including equity), thereby ensuring that profit is not overstated.
e Aligning managerial decision-making with shareholder interests, since it penalizes inefficient capital use.

e Providing a more accurate reflection of value creation or destruction, as positive EVA indicates that the firm
is generating returns above the capital charge, while a negative EVA suggests value erosion.

Thus, EVA is considered a superior theoretical model for assessing financial performance, especially in evaluating
strategic decisions, capital investments, and long-term value creation.

2.2. MARKET VALUE ADDED (MVA)
Definition and Origin:

Market Value Added (MVA) is a value-based performance measure that reflects the difference between the market
value of a firm and the capital invested by its shareholders and debt holders. It essentially measures the wealth a
company has created or destroyed for its investors over time. The concept of MVA gained prominence through the work
of Stern Stewart & Co., the same firm that popularized Economic Value Added (EVA). MVA complements EVA by
providing a cumulative, market-based indicator of value creation.

Formula:
MVA=Market Value of the Firm-Capital Invested
Where:

e Market Value of the Firm = Market value of equity (share price x number of outstanding shares) + Market
value of debt

e (apital Invested = Total book value of equity and debt contributed by investors
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Components and Interpretation:
Market Value of the Firm:

This includes the market capitalization of the company and the market value of its outstanding debt. It represents
the current perception of the firm'’s future earning potential as assessed by the capital market.

Capital Invested:

This is the historical capital provided by shareholders and creditors (equity + debt), based on the company’s
financial statements.

Interpretation:

e Positive MVA indicates that the market values the firm above the capital invested, suggesting that the company
has created wealth for its investors.

e Negative MVA implies that the market believes the firm has destroyed value, as the current market value is
less than the total capital invested.

Linkage to Shareholder Wealth Maximization:

MVA directly reflects the core financial objective of shareholder wealth maximization. It indicates the net value
added to shareholders and creditors beyond their original investments. Unlike traditional accounting measures, which
focus on periodic performance, MVA captures the long-term market-based outcome of managerial decisions.

e A consistently rising MVA signals investor confidence, strategic effectiveness, and sound capital deployment.

e Italso complements EVA, which measures periodic value creation, while MVA reflects the cumulative result
of all past and current performance.

Thus, MVA serves as a comprehensive indicator of a firm's ability to create sustainable shareholder value over time,
reinforcing its relevance in strategic financial management and valuation analysis.

3. REVIEW OF LITERATURE (THEORETICAL PERSPECTIVE)

This section explores significant theoretical contributions that have shaped the understanding of Economic Value
Added (EVA) and Market Value Added (MVA), especially in contrast with traditional performance metrics. The academic
debate centers around which metrics best reflect value creation and promote shareholder wealth maximization.

1) Stewart, G. B. (1991) - "The Quest for Value"

In this foundational work, G. Bennett Stewart, co-founder of Stern Stewart & Co., introduced EVA as a superior
performance metric over traditional accounting measures. He argued that EVA captures the true economic profit by
accounting for the cost of both equity and debt capital. Stewart criticized metrics like EPS and ROCE for being accounting-
based and prone to manipulation. EVA, in contrast, aligns performance evaluation with value creation for shareholders,
making it more reliable for strategic decision-making.

Contribution: Established EVA as a theoretical model for economic profit and highlighted its practical managerial
implications.
2) O’Byrne, S. F. (1996) - “EVA and Market Value”

0’Byrne demonstrated the strong correlation between EVA and MVA, suggesting that companies with higher EVA
tend to exhibit higher MVA. He emphasized that EVA drives MVA, meaning that consistent value creation (as measured
by EVA) leads to sustained increases in a firm's market value. This theoretical link connects internal performance with
external market perception, reinforcing EVA's role in wealth maximization.

Contribution: Theoretically linked periodic value creation (EVA) with cumulative market performance (MVA).

3) Peterson, P. P., & Fabozzi, F. ]. (2002) - "Analysis of Financial Statements”
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Peterson and Fabozzi offered a comparative analysis of traditional accounting ratios (ROCE, ROA, EPS) and value-
based measures (EVA, MVA). They argued that while traditional metrics are useful for operational benchmarking, they
fail to capture the cost of capital and may mislead investors regarding economic performance. EVA and MVA, by
incorporating the capital charge, provide a more accurate and theoretically grounded measure of shareholder value
creation.

Contribution: Advocated for integrating value-based metrics into financial analysis over conventional accounting
ratios.

4) Young, S.D., & O'Byrne, S.F. (2001) - “EVA and Value-Based Management”

Young and O’Byrne explored how EVA supports a value-based management (VBM) framework by aligning strategy,
operations, and incentive systems with shareholder interests. They provided a theoretical model where EVA is not just
a performance measure, but also a decision-making tool that encourages capital efficiency. Traditional measures, they
argue, may encourage growth at the cost of value dilution.

Contribution: Positioned EVA as a central tool in the theoretical model of value-based corporate governance.
5) Damodaran, A. (2007) - “Return on Capital, EVA and Capital Structure”

Aswath Damodaran critiqued EVA's reliance on adjusted accounting figures and its sensitivity to capital structure
assumptions. He acknowledged EVA's conceptual merit in measuring real profitability but cautioned against
overreliance, especially in industries with intangible assets. He also compared EVA with Return on Capital Employed
(ROCE) and pointed out that both need careful interpretation in cross-firm or cross-industry analysis.

Contribution: Provided a nuanced theoretical critique of EVA, advocating for its cautious use alongside traditional
metrics.

Comparison: Traditional vs. Value-Based Metrics

Metric Nature Key Focus Limitation Value-Based Alternative
EPS Accounting-based = Earnings per share Ignores capital cost EVA
ROCE Ratio-based Operational efficiency = Based on book values EVA
Net Profit Absolute figure Surplus income Ignores equity cost EVA
Market Capitalization = Market-based Investor perception Doesn’t compare with capital invested MVA

Theoretical Debate on Value Creation and Shareholder Wealth
The central debate revolves around whether accounting profits or economic profits better capture value creation:

o Traditionalists argue that metrics like EPS and ROCE are easier to compute, widely accepted, and sufficient
for performance evaluation.

e Value-based theorists contend that ignoring the cost of capital leads to flawed decision-making and
misaligned incentives.

e Modern perspectives blend both views, advocating the complementary use of EVA/MVA with traditional
metrics for holistic assessment.

4) Comparative Analysis of EVA vs. MVA

Economic Value Added (EVA) and Market Value Added (MVA) are two of the most widely recognized value-based
performance measures in corporate finance. While both aim to assess value creation, they differ significantly in terms of
calculation, application, and theoretical orientation. This section provides a comparative analysis based on key
dimensions:
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1) Differences in Calculation and Purpose

Criteria EVA (Economic Value Added) MVA (Market Value Added)

Formula EVA = NOPAT - (Capital x WACC) MVA = Market Value - Capital Invested

Basis Accounting-adjusted internal data Market-based valuation

Focus Measures annual or periodic economic profit | Measures cumulative value creation over time

Purpose Operational and financial decision-making Assessing long-term shareholder wealth impact
Explanation:

e EVA calculates the firm’s residual income after covering the cost of capital, offering a clear indication of
whether a firm is truly profitable in economic terms.

e MVA, by contrast, reflects the market’s perception of the total value created by the firm above the capital
invested, capturing a macro-level view of performance.

2) Role in Internal vs. External Performance Evaluation

e EVA is primarily used for internal performance management. It helps firms assess operational efficiency,
evaluate business units, and guide managerial compensation systems.

e MVA, on the other hand, serves as a tool for external performance evaluation, as it is derived from publicly
available market information and reflects investor sentiment and market expectations.

Thus, EVA acts as an internal scorecard, while MVA serves as an external benchmark.
3) Time Horizon and Stakeholder Relevance

Aspect EVA MVA
Time Horizon Short-term to medium-term (annual performance) Long-term (cumulative performance)
Primary Stakeholders Managers, internal decision-makers Shareholders, market participants
Relevance Operational efficiency, capital budgeting Shareholder wealth, firm valuation

e EVA is more relevant for managerial accountability and strategic investment decisions, offering insights into
current period value generation.

e MVA appeals to investors and analysts, providing a comprehensive view of the firm’s performance over time
relative to expectations.

4) Use in Theoretical Models of Firm Valuation and Decision-Making
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¢ Invalue-based management (VBM) frameworks, EVA is often embedded into decision-making models to
assess project feasibility, optimize resource allocation, and align incentives with value creation. It supports
internal control systems.

e MVA, while less actionable at the operational level, plays a critical role in firm valuation models, such as
discounted cash flow (DCF) analysis, and in evaluating the long-term effectiveness of corporate strategy.

In theoretical finance, EVA aligns with the concept of residual income valuation, while MVA parallels market-based
valuation approaches, such as Tobin's Q.

Conclusion of the Comparative Analysis

Criteria EVA MVA
Nature Internal, accounting-adjusted External, market-based
Usage Operational performance & control | Strategic assessment & investor judgment
Time Perspective = Periodic (annual) Cumulative (multi-period)
Primary Users Managers, corporate executives Shareholders, investors, analysts
Theoretical Basis = Residual income model Market valuation theory

Together, EVA and MVA offer complementary perspectives. While EVA helps in identifying and managing value
creation, MVA reflects how well the market recognizes and rewards that value. Their combined use enhances both
internal efficiency and external credibility in theoretical and practical corporate finance.

5) Significance in Redefining Corporate Performance

The evolving complexity of global business environments, investor expectations, and capital markets has exposed
the limitations of traditional performance metrics. In response, value-based measures like EVA and MVA have emerged
as robust tools that not only offer a more accurate assessment of firm performance but also support strategic alignment
and sustainable value creation. This section examines their role in redefining how performance is conceptualized and
managed in corporate finance.

1) Why Traditional Metrics Are Insufficient

Traditional performance indicators such as Net Profit, Earnings Per Share (EPS), Return on Capital Employed
(ROCE), and Return on Assets (ROA) focus primarily on accounting profits and fail to incorporate the cost of capital or
the opportunity cost of equity financing. These measures:

e (Can be manipulated through accounting practices (e.g., earnings management).
e Emphasize short-term profitability, often at the expense of long-term value.

e Do not differentiate between value creation and value destruction, since they ignore the capital charge.

Thus, while traditional metrics are useful for financial reporting, they often fail to reflect true economic
performance, leading to potential misalignment between operational decisions and shareholder interests.

2) How EVA & MVA Address Agency Problems and Align Interests
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The agency problem, rooted in the separation of ownership (shareholders) and control (managers), creates conflicts
where managers may pursue personal goals over maximizing shareholder wealth. EVA and MVA offer solutions by:

e EVA: Holding managers accountable for returns exceeding the cost of capital, incentivizing them to
undertake only value-accretive projects.

e MVA: Reflecting market judgment, indirectly evaluating managerial decisions based on investor perceptions
and long-term value.

In theoretical terms, linking managerial performance to EVA aligns internal incentives with external expectations.
When managers are rewarded based on EVA growth, their interests are synchronized with those of shareholders,
thereby mitigating agency conflicts.

3) Role in Strategic Planning, Performance Appraisal, and Capital Allocation

From a theoretical standpoint, EVA and MVA contribute significantly to strategic and financial decision-making
processes:

e Strategic Planning:

EVA provides a basis for evaluating whether business strategies contribute to real value creation. Strategic options
can be prioritized based on their expected EVA impact.

e Performance Appraisal:

EVA is used to assess the efficiency of business units, departments, and individual managers. By focusing on net
economic contribution, it overcomes distortions caused by arbitrary accounting allocations.

e (Capital Allocation:

Firms can use EVA to allocate capital to divisions or projects that promise returns exceeding the Weighted Average
Cost of Capital (WACC), ensuring optimal utilization of scarce resources.

In theoretical corporate finance, this links closely to the residual income model, where value is created only when
returns exceed capital costs.

4) Contribution to Modern Performance Management Frameworks
EVA and MVA have significantly influenced contemporary performance management systems:
e Balanced Scorecard (Kaplan & Norton):
Though primarily non-financial, modern iterations of the Balanced Scorecard incorporate EVA as a financial metric
to link strategy with shareholder value.
e Value-Based Management (VBM):
VBM frameworks explicitly use EVA and MVA as core tools for integrating strategic goals, performance

measurement, and managerial incentives. Firms like Coca-Cola, Siemens, and Infosys have adopted EVA in their VBM
systems.

The theoretical appeal lies in their ability to translate strategic intent into quantifiable economic performance,
enabling holistic and aligned decision-making.

4. CRITICAL EVALUATION

While Economic Value Added (EVA) and Market Value Added (MVA) are widely endorsed in theory for their ability
to measure real economic performance and align managerial behavior with shareholder value, their conceptual
frameworks are not without challenges and criticisms. This section critically evaluates the theoretical strengths and
limitations of these metrics, focusing on assumptions, implementation issues, and sectoral applicability.

1) Theoretical Strengths of EVA and MVA
e Holistic View of Value Creation:
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EVA incorporates both debt and equity costs, offering a comprehensive picture of whether a firm is generating
returns above its total capital charge.

e Alignment with Shareholder Interests:

By penalizing inefficiency in capital usage, EVA discourages over-investment and promotes disciplined capital
allocation.

e Cumulative Wealth Measurement (MVA):

MVA offers a long-term, market-based perspective on value creation by comparing market valuation with historical
capital invested.

e Strategic Relevance:

Both metrics support value-based management and performance-linked compensation models, contributing to
modern corporate governance frameworks.

2) Theoretical Limitations and Criticisms
e Dependence on Accounting Adjustments:
EVA requires numerous adjustments to traditional accounting profits (e.g., capitalization of R&D, amortization of
goodwill), introducing subjectivity and complexity.
e Assumption of Constant WACC:

EVA calculations rely on a stable Weighted Average Cost of Capital (WACC). In reality, WACC is dynamic and varies
with market conditions, business risk, and capital structure changes, reducing the accuracy and theoretical purity of EVA.

e Market Efficiency Debate (MVA):

MVA assumes that financial markets are efficient and that share prices accurately reflect intrinsic value. However,
behavioral finance literature has challenged this assumption, pointing to market irrationality, sentiment-driven pricing,
and speculative behavior.

Misinterpretation of Negative EVA:

A negative EVA is not always a sign of poor performance—for instance, start-ups or R&D-heavy firms may have
negative EVA in the short term despite building long-term value.

3) Challenges in Theoretical Implementation Without Empirical Support
e Lack of Universally Accepted Adjustments:

There is no standard formula for calculating EVA across industries or firms, which weakens its theoretical
consistency and comparability.

e Over-Reliance on Assumptions:

Without empirical back-testing, EVA/MVA may produce misleading signals due to incorrect cost of capital
assumptions or inconsistencies in market valuation.

o Difficulty in Isolating Value Drivers:

EVA aggregates performance into a single figure, which may obscure underlying operational or strategic issues
without proper decomposition analysis.

4) Applicability in Different Types of Firms

Firm Type EVA Applicability MVA Applicability Remarks
Manufacturing High - Capital intensive firms benefit from Moderate to High - Market reacts to Well-suited for  both
Firms EVA'’s focus on capital efficiency tangible asset productivity metrics
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Service Firms Limited - Intangible assets and lower capital High - Market valuations better reflect =EVA may require significant
base make EVA less effective future earning potential adjustments

Startups/Tech Weak - Negative earnings and high R&D  Strong - MVA captures investor EVA less meaningful; MVA

Firms obscure EVA confidence and future potential more relevant

Financial Complex - Capital structure intricacies Moderate - Sensitive to market Requires modified models

Institutions challenge EVA's consistency movements

Therefore, EVA is more appropriate for firms with stable cash flows and tangible assets, while MVA may be better
suited for market-driven or intangible-heavy businesses.

5. CONCLUSION

EVA and MVA offer a more meaningful way to assess corporate performance by focusing on real economic value
rather than traditional profit-based metrics. EVA helps evaluate internal efficiency by considering the cost of capital,
while MVA reflects external market perceptions of value creation. Together, they align management goals with
shareholder interests and support strategic decision-making. Though limited by assumptions like WACC and market
efficiency, and varying by industry, these metrics provide a strong theoretical foundation for redefining performance in
modern corporate finance.
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