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THE ROLE OF VALUE-BASED INDICATORS
IN THE PERFORMANCE OF THE ENTITY

Mihail Alin STANCIU?!

Abstract. This article aims to address performance through the lens of the economic-
financial analysis, namely through the analysis of traditional and value-based indicators.
Classical indicators do not expressly reflect the creation of value, thus the study takes
into consideration the EVA indicator. Therefore, the study focuses on verifying if a
number of traditional indicators evolve in the same trend as the EVA indicator,
comparing this way the indicators used to measure the value of the shareholders. The
article analyses the dynamics of the indicators at S.C. ROMGAZ S.A. By comparing the
results of the indicators and by analysing their trends, it is possible to accurately identify
the factors that actually influence the value, so the entity can focus on improving them.
The article highlights the impact of using the EVA indicator in optimizing the added value
measurement. This article investigates the effectiveness of EVA use at entity level. The
concept of economic added value is analysed because it takes into account the cost of the
invested capital, not only the results.
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1. Introduction

The notion of performance will always be a dynamic concept around which there
will be assumptions and contradictions. This is why there is a variety of
definitions in the literature. A generally accepted definition cannot be adopted
because of the particularities of each entity and the expectations of those involved.
Therefore, a common definition would be subjective and variable. Measurement
of value creation for shareholders has become a debated issue worldwide,
becoming a paramount issue due to the fact that more and more entities have
engaged in this process. No consensus has been reached regarding the
measurement of the created value; however, the aspect that all entities share is that
value for shareholders is the general objective of an entity. The new
measurements, based on the economic model, were generated as a consequence of
the fact that the traditional measurements based on the accounting model are not
harmonized with the creation of value for shareholders. The general shared
opinion of those who have written articles in this field is that the value for
shareholders is created when the investment made brings income higher than the
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cost of the capital used. "The value for shareholders is created when the
investment produces a rate of return higher than the rate of return required for the
risk class of the investment™ [1].

The research in the field is guided by the economic changes and is focusing on the
following aspects: The concept of performance and role within the entity;
Creating value - the main objective of the entity; Case study - Indicators used in
performance measurement. In order to establish the strengths and vulnerabilities
at entity level, such an economic-financial analysis plays a vital role [2-4]. Due to
the creation of economic value, more and more entities have raised the issue of
measuring this value. In the first part of the paper are presented the concepts of
performance and value of the shareholders, while the second part exemplifies
indicators of establishing the performance and added value using information
from S.C. ROMGAZ S.A.

2. The concept of performance and role within the entity

Performance is not a static concept and its management is certainly a more
complex process than its measurement. Performance cannot be separated from the
activities that generate it, but especially from the activities that can be evaluated.
The concept of performance has experienced several stages in its evolution, of
which we mention: in the 1950s, performance was concerned with costs and
benefits; In the 1960s, the emphasis was on achieving remarkable profit margins,
the basic idea being that a significant profit margin ensures future financing,
without being considered the efficiency of fixed capital; In the '80s, the focus was
on obtaining the profit in absolute size, the way in which the assets are exploited
being overlooked; In the 1990s, a key element in establishing performance is the
cost of capital and cash flow, which allow for better management of resources and
risk. Regarding the evolution of the concept of performance, the focus was on the
use of indicators reflecting the process of value creation (E.V.A.,, M.V.A., CV.A)
in the USA in 1990 and in Europe in 1995.

Financial reports reflect the financial performance, liquidity and solvency of an
entity, the performance being summarized only in the analysis and interpretation
of the indicators calculated on the basis of these reports. One of the sources of
information for measuring performance is the Profit and Loss Account. The
elements that influence the indicators in this component of the annual financial
statements will also affect the economic-financial performance of the entity. Cash
flow offers high support for performance evaluation and creation of value. The
performance can be evaluated with the starting point from the economic-financial
analysis of the accounting and economic information, the creation of value being
reached to me measured. Integrating the concept of performance into the entity's
evaluation could be the basis for creating value for all categories involved.
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3. Creating value for shareholders

Creating value has become a goal of entities, which is precisely why the
measurement of value becomes difficult to be found at the intersection of different
opinions. The approach and reflection of the financial position of an economic
entity through the indicators presented in the balance sheet is no longer relevant.
The balance sheet (which ultimately presents nothing but the entity structure of
the entity), the profit and loss account remained only a source of raw information
for the implementation of models to express the position and financial
performance in both practical and theoretical approaches. The intrinsic value is
ultimately determined by the company's long-term ability to generate cash flows.
Therefore, the intrinsic value can be measured by the updated cash flow [4]. A
clear distinction needs to be made between accounting results and economic
results [5]. Profitability is an old-fashioned concept and successive waves of
innovation are the main driver of long-term performance in a new business [6].
Basically, we can discuss a difference between accounting profit and economic
profit. The concept of accounting profit is generally based on the accepted
accounting principles contained in the International Financial Reporting
Standards. According to these standards, entities are required to record
transactions and report their financial position and performance (IFRS No. 1).

Traditional value measurement tools do not take into account risk, and
opportunity cost. Traditional indicators take into account the performance of the
entity without taking into account the cost of invested capital. Basically,
traditional indicators only consider the purposes of using capital. The new
indicators take into account the short- and long-term benefits, which is an
advantage over the traditional ones. The economic-financial analysis has often
proven its limit in evolving but also in accurately reflecting the real performance
of the entities. The consulting firm McKinsey & Co emphasizes that performance
can be achieved by maximizing shareholder wealth. McKinsey & Co promotes the
theory that economic profit is the basis of performance measurement. The
economic profit is created only if the return on investment is higher than the cost
of capital. The dynamics of the economic environment imposes the choice and the
skilful and prudent use of the indicators in the economic-financial analysis.

The relationship of the profits obtained through the declared investment of the
shareholders in a company is closely monitored by the financial community.
Analysts follow several keys, measures that express the performance of the
company in relation to the participation of the owners [5]. The return on the
investments of the shareholders and the return on equity, reflects the profitability
of the total investment, while the earnings per share measures the proportional
participation of each investment unit in the earnings for the respective period.
Hostettler considers “the present value of all net cash flows received by investors"
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to be the value for shareholders [7-10]. The creation of shareholder value was
introduced and was based on a variety of adjusted data as a key criterion for
performance evaluation. A key element was the rediscovery of the cost of capital
(which first appeared in the economic literature around 1890). Another key
element was the rediscovery of the cash flow as an engine of value, either in the
form of a free cash flow for judging an entire company, or of the net cash flows
for investment proposals.

4. Indicators used to measure performance

We try to use indicators that do not contain easily manipulable information and
whose results do not diminish the reflection of reality. A series of carefully
established indicators whose values will be compared and analyzed could be the
basis for removing the shortcomings related to performance reflection. Two
categories of indicators are identified, namely: those based on accounting
information (ROI, ROE, EPS, etc.), those based on information related to
economic value, (TSR - total shareholder return - total shareholder return, EVA -
economic added value - economic added value, MVA - market added value). The
factors that influence the value can be easier to identify in the situation of using
the second category of indicators, this being an advantage that will lead to their
use to a greater extent.

Rapapport believes that only the cash flow below the nominal/reduced value
(DCF - Discounted Cash Flow) can give an objective picture of the company's
performance and the increase of shareholder value (Rapapport, 1998, p. 32). Each
of the two approaches, the accounting profit and the economic profit through the
specific steps can be used in the economic-financial analysis. The factors that
influence the creation of the value for the shareholders have an accentuated
dynamic and do not act individually. Rapapport identifies seven critical factors
that determine the value of any company: sales growth rate, operating profit
margin, additional investment in fixed capital, additional investment in working
capital, tax level, and cost of capital and duration of value growth. At the
operational level, these factors are too general and it is necessary to determine the
factors at the micro level that influence the seven macro factors. In the literature,
there appear a variety of instruments for measuring the value created for
shareholders, but it seems that in general they are based on the comparison
between the market value and the accounting value of the company or on the
measurement of residual income [7]. There are real controversies between authors,
but also between consulting firms, regarding the most appropriate indicator to
measure the value created by an entity. There is no recognized model for
measuring performance. However, there is a vast controversy regarding the
measurement of value.
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5. Value indicators

EVA (Added economic value), is calculated as follows:

EVA = Net operating profit after taxes - The opportunity cost of invested (1)

capital

EVA = Rexpnet — Cl x CMPC = Rexp (1-Ipr) — Cl x CMPC @
Where:
Rexpnet = net operating profit

= (operating income — operating expenses) = (1 — 16%);

CI = invested capital = equity + long — term debt;
CMPC = weighted average cost of capital
In order to calculate EVA, some accounting adjustments are needed to be made,
such as: recognizing R&D expenses as capital investments, depreciation added to
profits, adjusting taxes. The cost of equity is determined by three factors: the risk-
free rate of return, the risk premium at the market level (the expected return of the
market portfolio) and a risk adjustment [9]. Taking into account the calculation
method and the defining elements of the EVA, the entities can act with regard to
the efficient use of the assets, maintaining a constant value of the profit or even an
increase at the same time as the reduction of the invested capital. The current
trend is intense analysis of the use of capital.

6. Economic added value (EVA)

A major advantage of this indicator is that it uses the cost of capital that takes into
account the degree of risk of the entity. The cost of capital is the opportunity cost
of the capital investment in a particular risk class [10-12]. An extremely important
element in establishing value is the estimation of the cost of capital. Many Nobel
Prizes for Economic Sciences have been awarded for research work on the cost of
capital. EVA represents the extra gain from operational activities [10]. This
guides us in taking into account the balance sheet information related to the
operational activity. NOPAT must reflect the value before collecting the financing
costs. EVA promises an effective way to measure and manage value, allowing
performance analysis. Basically, it goes from studying accounting data to studying
the dynamics of cash flows. EVA reflects economic profit.

The EVA indicator can improve the assets of the shareholders, and indirectly that
of the clients and employees, being practically an indicator of financial
performance measurement that will help in the financial management process of
the entity. A common practice is to offer the administrators bonuses represented
by a percentage of EVA. The low comparability of entities of different sizes is the
limit of the EVA indicator. From the point of view of the use of accounting
information as other indicators, there is a risk of manipulating the information
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used [13]. The fact that the valuation is done from the owners’ perspective can be
seen as a limitation of the EVA indicator. EVA is characterized by the fact that its
increase in value is directly proportional to the increase of the owners' welfare,
which is not the case with the increase in gross profit or profitability rates.

7. Profit indicators

7.1. Return on Common Equity (ROE)ROE

The most common rate used to measure the profitability of the owners' investment
is the relation of the net profit with the own capital or the total investment of the
shareholders. The net profit no longer requires adjustments because it has already
been reduced including any interest paid to creditors. The impact of non-current
events such as restructuring and major accounting changes and adjustments
should not be overlooked. The net profit is the residual result of the operations
and belongs entirely to the holders of common and preferential shares. Only
shareholders holding joint stock have a claim on the remaining profit after the
dividends of the preferred shares have been paid. The purpose is to analyze a
profitability based on the profits of the joint stock holders. Thus, the net profit is
reduced by dividends paid to the holders of preferential shares.

The return on equity is an intense indicator used by entities. The indicator is
closely monitored by the management of the entities but also by the analysts. Due
to the fact that the indicator uses equity, it is not an optimal solution for
comparing entities that have very different weights of the respective sources
respectively of the foreign ones and especially of the long-term loans. This is
explained by the fact that the expected profitability obtained by the owners can be
higher if the leverage reaches an optimal point, compared to the situation of an
entity that has no long-term loans. Equity should not be left undervalued due to
the mismatches between the accounting values and the economic values of some
assets. The value of registered capital is the residual value of all accounting
transactions. However, the value shown on the balance sheet may be different
from the market value of the shares. In publicly traded companies with operations
and prospects for success, the market value of common shares will be much
higher than the book value of these shares, often two to three times or even more.
When the return on equity is calculated on the basis of market value, the result
will therefore be lower. As a result, despite the widespread use of return on equity
based on book value, this case is not a reflection of economic return.

7.2. Earnings per share

From the owners' point of view, the profit is reflected in that gain calculated by
the entity that returns to each action. This simply involves dividing the net profit
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of the common shares by the average number of shares of the common shares.
The limit of this indicator is that it does not adequately reflect the performance of
the cash flows and the expectations that determine the creation of shareholder
values. EBITDA, Earnings Before Interest, Taxes, Depreciation and Amortization
- profit before interest, taxes, depreciation and amortization, is calculated as
follows:

EBITDA = net profit + interest expense + tax expense + depreciation 3)

expense (and depreciation)

EBITDA = operating income + depreciation and amortization 4
It expresses the gross accumulation from the operating activity, depreciation and
depreciation provisions which are only calculated but not paid. Basically, the
value generated from the current activity, before paying its debts, taxes and
reflecting the non-cash expenses (depreciation). The growth of this indicator from
one period to another is being followed, the growth reflecting an increase in
profitability over time. It can be based on estimating the market value of an entity.
EBIDTA excludes the effects of non-operational decisions such as financing,
taxation or non-cash costs (depreciation). However, this indicator can be
influenced through the measures of accounting policies. A negative value of the
indicator shows that the entity has fundamental problems with profitability.

Indicators derived from EBITDA. In practice, other indicators that are quite close
in meaning are also used:

e EBIT Earnings Before Interest, Taxes calculated:
EBIT = net profit + interest expense + tax expense (5)
e EBITDAR Earnings before interest, taxes, depreciation, amortization, and
restructuring or rent costs:
EBITDAR = net profit + interest expense + tax expense + depreciation
expense + restructuring expenses or rents

(6)

8. Case Study

In order to reflect the practical nature of the way of using the evaluation through
the EVA indicator, we conducted a case study at ROMGAZ SA. Through this
study, we shall compare the results obtained by applying indicators based on
accounting data respectively of indicators based on economic value. The
information used in the case study is based on the annual reports for the analyzed
period. The results of the indicators are compared with each other.

Romgaz is the largest producer and main supplier of natural gas in Romania. The
company is admitted to trading since 2013 on the market of the Bucharest Stock
Exchange and the London Stock Exchange (LSE). Romgaz assumes the role of
promoting a transparent business climate, thus integrating the causes of social
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responsibility and business objectives into a corporate initiative of cooperation
with all interested parties for the development of the company in an ethical
manner, with respect to the community and the environment.
https://www.romgaz.ro/.

8.1. Working method

In order to reflect the way in which the value for the shareholders is measured,
indicators used by the entity SC ROMGAZ S.A. listed on the stock exchange
were presented. These are the following indicators: ROE, EBITDA, EPS, EVA.
For each of the mentioned indicators, a theoretical presentation was made and for
the practical part, information from 2013, 2014, 2015, 2016, 2017 was used.

8.2. Calculation methodology

Table 1. Indicators

2013 2014 2015 2016 2017
Total capital 9715405,00 | 10142881,00 | 10058625,00 | 10030318,00 | 9710959,00
Net income 995554,00 | 1409881,00 | 119428500 | 1024579,00 | 1854748,00
CMPC 1440794,56 | 1504189,25 | 1491694,09 | 1487496,16 | 1440135,22
Personal capital 9292774 9712018 9692222 9676161 9310876
Long-term debt 422631 430863 366403 354157 400083
9.
Table 2.The values of the performance indicators S.C. ROMGAZ S.A.

Year ROE EBITDA EPS EVA

2013 10,71 % 1959800 2,58 % -445240,56

2014 14,52 % 1409900 3,66 % -94308,25

2015 12,32 % 2218000 3,1% -297409,09

2016 10,59 % 1570000 2,7 % -462917,16

2017 19,92 % 2708000 4,8 % 414612,78

9.1. Comparison of results

"The most important thing to say about an indicator is that no one tells the whole
story and that a minimum of additional analysis is always required. However, we
use them because it is an extremely easy to understand and very quick mechanism
to make a primary selection between actions”, explains Andrei Anghel, the
executive director of an investment consulting company. NOPAT must reflect
adjusted profit, net operating profit. One can observe a discrepancy in the analysis
of the entity's performance through the chosen indicators. According to the
traditional indicators used: ROE and EBITDA, performance is recorded
throughout the analyzed period, in the case of the EVA indicator in only one case.
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Conclusions

Indicators based on the entity's internal data reflect a value creation, even though
in different proportions, while value-based indicators indicate a destruction of
value. Even if the entity created value in a period of time, the share price did not
increase, as there is no certainty that this value creation can be maintained in the
future. At the same time, indicators based on accounting data are not correlated
with the evolution of the share price. Basically, the two categories of indicators
have their own evolution, as shown above.

Each indicator/rate has its advantages and disadvantages. Those calculated on the
basis of accounting information are those calculated in a conventional manner by
entities. From the other category, | would focus on EVA. For higher complexity,
the EVA calculation should be supplemented with another measure of shareholder
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value, chosen by the entity. In order to have a high validity, the estimates made
must take into account as many influencing factors as possible. The adjustments
made also have a very important role but that implies a low degree of objectivity.
Subjectivity can be reduced only by observing the factors that influence the value
of the entity and the mechanisms applied to increase this value.

REFERENCES

[1] A. Ameels, (2002). Value Based Management Control Processes to Create Value Through
Integration, Vlerick Keuven Gent Management School.

[2] G. Arnold, Corporate Financial Management, (London, Financial Times/ Prentice Hall,
2003), 2nd edition.

[3] M . Belattaf, L avenir de [’économie mondiale : quel réle pour le G20? Etat des lieux et
tendances, communication au 58°™ Congres de I'AIELF « Le devenir de 1'économie mondialisée»,
Univ. de Valladolid (Espagne) et AIELF ; les 19-22 mai 2013.

[4] M. Belattaf, S. Belattaf, La politique de cohésion territoriale de I’'UE : Rétrospective, état
des lieux et perspectives 2014-2020, in 20°™ Conférence du réseau PGV «La cohésion européenne
en questiony, Timisoara, 11-13 sept. 2014.

[5] F. Boulus, P. Haspeslagh, Noda, T., Getting the Value Out of Value-based Management,
INSEAD survey, 2001.

[6] G.D. Burkette, T.P. Hedeley, The Truth about Economic value Added, ‘CPA Journal,
Vol.67, No.7, 1997.

[7]1 E. Helfert, Financial Analysis Tools and Techniques- A Guide for Managers. (USA:
McGraw Hill, 2001).

[8] E. Helfert, Tehnici de Analiza Financiara. (Bucharest: BMT Publishing House, 2006).

[9] T. Koller, M. Goedhart, D. Wessels, Valuation: Measuring and Managing the Value of
Companies (New Jersey, 2010), 5th edition.

[10] P.Penza, V. Bansal, Measuring Market Risk with Value at Risk, (J.Wiley & Sons, 2000).
[11] A. Ros oagd, Utilizarea metodologiei Value-at-Risk in gestiunea riscului s i optimizarea
portofoliilor, http://www.sorec.ro/pdf/ OEcoN3/12_A.Rosoaga.pdf

[12] R.-M. Sulger, Valoarea economica adaugata. O cercetare empirica. Revista Oeconomica (1),
2008, pp. 149-188.

[13] N. Tabara, R.-M. Dicu, Indicatori de performant & in contextul reglementarilor contabile
internat ionale. EIRP Proceedings, 2007, pp. 368-374.




