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Abstract
Several major developments that have happened in the last two decades brought together two kinds of activity and thinking – corporate finance and corporate strategy. These developments caused the capital to attain the highest degree of mobility and made managers understand that companies must not only be competitive in commercial markets, but they must also be competitive in capital markets. Focusing on value creation became the primary objective of managers and caused a revolution in performance measurement systems as well. The discontent with using financial measures to evaluate corporate performance introduced new methods of performance measurement that often supplement financial measures with non-financial ones. In the paper we will briefly introduce the characteristics of economic value added (EVA), as one of the recent performance measures. The discussion will concentrate on possibilities of implementing EVA to Slovenian companies and potential limitations of such implementation. 

Introduction 
Due to a growing realization of the failure of traditional ways of measuring performance, recent years brought forth an increasing interest in performance measurement, as one of the major components of cost management (Brinker, 1996, p. xvii). Quantification has doubtlessly been the trend in business and economics for the past 50 years, but in Drucker’s opinion we still do not have the measurements we need – the measurements to give us business control (1996). 

When talking about corporate performance, one must realize that there is a distinction between economic performance and performance which is conventionally determined by accrual accounting. The later usually refers to a shorter period of time and is only a fragment of a true economic performance of a business. On the other hand, economic performance corresponds to the difference between the final value of company’s equity and its initial value. If we want to define it more accurately, we need to take into account the period that matches a company’s lifetime. To determine the economic performance for a shorter period of time, one must calculate the difference between the market value of a company at the end of the chosen period and at the beginning of this period. However, determining the discrepancy of market values using the methods of firm valuation process, is time consuming and costly for one thing, and for the other short-term performance differs from the long-term performance, since the later is influenced by additional factors. Therefore, the analysis of short-term corporate performance continues to rely on accounting data that need to be adjusted to reflect the true economic performance as closely as possible (Pučko, 2001, p. 146-149). 

Dissatisfaction with using financial measures to evaluate corporate performance goes back at least to the 1950’s but the current wave of discontent has a different intensity and nature of criticism directed at traditional accounting systems. Many academics and practitioners demonstrate that accrual-based performance measures are at best obsolete, if not harmful, since the figures these systems generate often fail to support the investments in new technologies and markets that are essential for successful performance in global markets. When senior managers recognized that new strategies and competitive realities demand new measurement systems, revolution started. The revolution represented a shift from treating financial figures as the foundation for performance measurement to treating them as one among a broader set of measures. Broadening the basis of corporate performance measurement started with quality measures, measures of customer satisfaction and competitive benchmarking. However, great improvement in information technology made a performance measurement revolution possible, since organizations are able to generate, distribute, analyze, and store more information from more sources, for more people more quickly and cheaply  (Eccles, 1996). 

Most of the recent performance measurement systems could be divided into two groups according to a different foundation they use (Bergant, 1998, p. 92-93):

· Systems that supplement financial measures with other aspects of corporate performance (such as customer satisfaction, product quality, market share etc.);

·  Systems forming a uniform measure that is based on financial data.

Both kind of models rest on the criticism of traditional accounting systems that among others stimulate short-term thinking, encourage investments with more explicit returns, discourage internal innovation projects with less obvious benefits, and sometimes undervalue company’s capital. To the extend that managers focus on accounting-based measures they also have the incentive to manipulate the numbers they report (Bergant, 1998, p. 93). 

The first group of measurement systems emphasizes that it is important for managers to understand the number of factors that affect the performance of individuals, groups and organizations at large. To be profitable in the long run, however, companies have to track not only financial measures, but also strategic variables in the fields of customer satisfaction, quality, innovation, flexibility, efficiency and effectiveness of processes. Some radical thinkers even argue not worrying about financial measures, because profits will take care of themselves if the company gives customers what they want (Brinker, 1996, p. xvii).  

The manipulation of accounting figures led many managers, analysts and financial economists to focus on cash flows in the belief that they reflect company’s economic condition more accurately than its reported earnings (Eccles, 1996, p. A2-2). Therefore, measurement systems of the second group use cash flows and adjusted accounting data to improve the information content of financial data, but still measure performance within financial terms. Economic value added (EVA
) is a representative of this kind of models and will be presented in this paper. We will discuss the possibilities of using EVA in Slovenian companies and outline the limitations of EVA implementation.  

VALUE CREATION

In the last two decades, two kinds of activity and thinking – corporate finance and corporate strategy – have come together. Participants in the financial markets are increasingly involved in business operations and chief executives have led their companies to become increasingly active players in the financial markets. To managers, this new reality offers a challenge, as they need to manage value and focus on the value their corporate and business-level strategies are creating (Copeland, Koller, Murrin, 2000, p. viii). Although companies represent a number of (explicit or implicit) contracts between different interest groups or stakeholders (Buckley et al., 1998, p. 38), owners (shareholders) are considered most important since they offer sine qua non of a single company – its equity. Hence it follows that creating value for shareholders should be the paramount objective of every company (Brigham, Gapenski, Daves, 1999, p. 3).  

Still there continues to be a vigorous debate on the importance of shareholder value relative to other measures such as employment, social responsibility and environment, and this debate is often cast in terms of shareholder versus stakeholder. In the US and the UK most weight is given to shareholders as the owners of the company, and the main objective of the company is to maximize shareholder wealth. On the other hand, a broader view of objectives has long been more influential in continental Europe (Copeland, Koller, Murrin, 2000, p. 3). Even if there might be a conflict of interest between shareholders and other stakeholders in the short run, there should be no conflict in the long run, as companies cannot operate successfully when having poor working conditions, low quality of products, strained relation with the community etc. (Stern, Shiely, Ross, 2003, p. 56). 

When managers do not own the companies they manage, value creation might not be their top priority, because the value they may create belongs to others. Pursuing other goals that sometimes conflict with creation of value, such as market share, volume growth, customer satisfaction, jobs etc., results in destroying value. It is not that these objectives are undesirable, however, value-creating companies must not pursue them for their own sake, but because value creation for their shareholders is otherwise not possible. Even though earning competitive returns on capital as the most important objective sometimes gets obscured in large companies, more and more managers now recognize the pressures in deregulated capital markets to deliver ever-increasing profits. They have adopted new performance metrics to track management’s success in creating value for shareholders and to motivate the employees throughout the company to make their work consistent with value creation (Young, O’Byrne, 2000, p. 4).  

The growing predominance of shareholder wealth model results from several major developments in the last two decades or so: active market for corporate control, importance of equity-based elements in the pay packages of senior executives, more equity holdings in household assets (Copeland, Koller, Murrin, 2000, p. 4), globalization and deregulation of capital markets, advances in information technology, more liquid currency and securities markets, the growing importance of institutional investors, and better informed and more demanding investors (Young, O’Byrne, 2000, p. 6). These developments caused the capital to attain the highest degree of mobility, and it will go where it is most appreciated. From the 1980s onwards, managers understand that for their companies to survive and grow they must be competitive in terms of operating costs. But, as recent events demonstrated, this is no longer enough and managers must also learn to compete in the market for corporate control, which requires competitive capital costs as well (Reimann, 1987, p. 1).   

This ascendancy of shareholders has led many managers in most developed countries to focus on value creation as the most important metric of corporate performance, and as the evidence seems to show, shareholder value creation is not only good for shareholders but also for the economy and other stakeholders (Copeland, Koller, Murrin, 2000, p. 15). 

Even though managers had long emphasized the importance of shareholder interests, the poor market performance of so many companies offered evidence that this objective often had not been achieved. The reason is that they did not know how to do it, as they could not see any consistent relationship between their companies’ strategic or financial performance and the market value of their companies. But a confluence of factors and circumstances in the last 20 years has led top managers to worry about the value that the capital markets are assigning to their companies. It has become very important for managers to learn how to manage and monitor the value creation process over time. As a consequence, the focus shifted from strategic variables to financial ones and financially-oriented methods made the key contribution to (finally) focusing on the concerns of shareholders. Nevertheless, relying too greatly on short-term, purely financial considerations could be dangerous, as longer-term qualitative aspects of strategy could get crowded out. Therefore, an approach to value-based strategic management was introduced to integrate the financially grounded focus on monitoring shareholder value creation and the more qualitative approach to developing and implementing successful longer-term business strategies (Reimann, 1987, p. 2-4). Until today, a lot has been written about value-based management and its set of tools that help managers to create value. Martin and Petty (2000) characterize value-based management as “corporate world’s most significant and effective response to the shareholder revolt”.  

To survive in today’s highly competitive world, it is necessary for companies to focus on value creation. Managers need to understand the requirements of their shareholders and especially the tools, which help meeting these requirements (Knight, 1997). Several management tools – such as the free cash flow method, the economic or market value added method and the cash flow return on investment approach – have been introduced to help managers at value creation. In this paper we will look at economic value added in more detail, and discuss the possibilities of introducing this concept into Slovenian companies. The fundamental paradigm of value-based management is that companies earning higher rates of return than their cost of capital create shareholder wealth and those failing this test destroy it. A key consideration here is company’s internal measurement and reward system that should mirror the external capital market system as closely as possible (Martin, Petty, 2000, p. 3-8). 

By implementing value-based management the mind-set of a company must change so that every single employee makes decisions based on the understanding how those decisions contribute to corporate value. A complete value-based management system should take the following elements into consideration (Young, O’Byrne, 2001, p. 18):
· Strategic planning;

· Capital allocation;

· Operating budgets;

· Performance measurement;

· Management compensation;

· Internal communication;

· External communication (with capital markets). 

Academics as well as practitioners emphasize that traditional methods of corporate performance analysis that are grounded on accounting (financial) performance measures do not offer all relevant signals for directing business operations. From the late 1980s more and more empirical evidence supports that traditional financial statements with typically financial information do not suffice to appraise the corporate performance of a company. Hence greater emphasis is laid on to non-financial performance measures or supplementing financial performance measures with non-financial ones (Rejc, 2002, p. 1). 

Although analyzing corporate performance goes beyond analyzing financial consequences of decision making, performance measurement usually concentrates on financial analysis of a company. But assuming business performance reflects most heavily on financial results, this is not surprising. The financial perspective of the management system as a whole could be perceived as the linking part that is testing the adequacy of strategies and other elements of the management system (Brewer, Chandra, 1999, p. 9). In the paper we will adopt the same assumption and focus on financial results when analyzing performance of companies. 

When trying to measure the creation of shareholder wealth, total return to shareholders seems to be the most logical gauge. But total return cannot really tell if a company is doing better than another, as company’s required rate of return (or cost of capital) rises with the risk of the underlying business and the degree of leverage in company’s balance sheet. The definite measure of wealth creation is market value added (MVA
), which represents the difference between total market value and total capital (Grant, 2003, p. 5)
: 


MVA = Market value of the company – Total capital


          = (Debt value + Equity value) – Total capital

As such it characterizes the cumulative amount by which a company enhanced shareholder wealth. Whereas MVA is a snapshot at a given point of time, the change of MVA over a period of time is more significant in assessing the performance of the current management of a company. Hence it follows that the goal of every company should be to create as much market value added as possible. But MVA has a significant limitation – it cannot be used as a guide to day-to-day decision making. For one thing, it can only be calculated if the company is publicly traded and has a market price. Second, changes in the overall level of the stock market can overwhelm the contribution of management in the short run. And because it can only be calculated at consolidated level it provides no help in assessing the performance of separate lower levels and managers, therefore, management has to focus on some other internal measure of performance that is closely linked to MVA. Economic value added is a measure that is highly correlated to market value added and at the same time provides the most reliable guide to whether and by how much management actions will contribute to shareholder wealth (Ehrbar, 1998). 

ECONOMIC VALUE ADDED

In recent years, managers have been offered a plethora of metrics, such as economic value added, return on net assets (RONA) and cash flow return on investment (CFROI), that are organized around the same basic principle – creating shareholders value requires earning returns on invested capital that exceed the cost of capital (Young, O’Byrne, 2000, p. 5). In financial press the competition among consultants to introduce new models of corporate performance measures was described as metric wars (Myers, 1996). In this paper we will focus on EVA that measures the difference, in monetary terms, between the return on company’s capital and the cost of that capital. Compared to conventional accounting measures, it has important differences: it considers the cost of all capital, and it is not constrained by accounting standards. 

An appropriate performance measure should be able to gauge how management strategy affects shareholder value. An appropriate performance measure to gauge the effectiveness of a given strategy must incorporate the required rate of return on invested capital, accurately measure the amount of capital used in the company, and correlate highly with the risk-adjusted rate of return earned by shareholders (Bacidore et al., 1997, p. 12). 

Since investors have a wide spectrum of investment alternatives available to them, they are interested to know whether the return of the invested capital exceeds its cost. Therefore from the beginning of the 20th century performance measurement shifted from the earnings number to a ratio between earnings and capital invested – return on investment (ROI
). Although this shift represented an improvement in performance measurement there are still limitations to using ROI. Most of all ROI causes managers to focus on short-term performance instead of long-term performance. As a result, a new performance measure, called residual income, was introduced in the 1950s (Hočevar, Jaklič, Zagoršek, 2003, p. 218-220).

Economic value added is not a recent invention in economy. Comprehension that companies create value only when they earn more than their cost of debt and capital, goes back for centuries say Biddle, Bowen and Wallace (1999) that quote Hamilton’s notice from 1777. In 1890 Alfred Marshall introduced the definition of economic profit, regarding the real meaning of a business owner’s profit: if a company is to be profitable, its income must not only cover operating costs but also costs of capital. It is evident that economists’ definition of profit, namely a residual view of income or economic profit, is radically different from the accounting measures of profit in use today. This kind of perception is the foundation of today’s understanding of economic profit (Grant, Abate, 2001, p. 3).   

According to its authors, economic value added is the finance performance measure most directly linked to the creation of shareholder wealth over time. EVA is an estimate of true economic profit or the amount by which earnings exceed or fall short of the required minimum rate of return that shareholders and lenders could earn by investing in other securities of comparable risk. The search for a new performance measure that would be correlated to market values as highly as possible began with the paper “Dividend Policy, Growth and the Valuation of Shares” by Modigliani and Miller (1961). The key implication of this paper is that a company’s value is based on the timing and risk of the future cash receipts and payments. Accounting numbers from balance sheets and income statements do not matter in valuation process. Firstly, Joel Stern introduced the free cash flow valuation model, which represents the foundation upon which corporate values stand. But no matter how important cash flow may be as a measure of value, it is almost useless as a measure of performance, as cash flow only becomes significant when a business is considered over its lifetime, and not over a year. EVA, on the other hand, is both a measure of value and a measure of performance. It is the right measure to use for setting objectives, evaluating performance, determining bonuses, communicating with investors, and for capital budgeting and different kind of valuations (Stewart, 1991, p. 4). 

One of the most important advantages of EVA is its ability to accurately capture the combined productivity of all factors of production in a single measure, as it gauging the value added over all costs, including the cost of capital (Drucker, 1995). Arithmetically can EVA be put as (Ehrbar, 1998, p. 132): 


EVA = Sales – Operating costs – Capital costs

Economic value added is calculated by subtracting a charge for the cost of capital from a net operating profit after taxes (NOPAT
):


EVA = NOPAT – (WACC * IC)

Financing costs are reflected in the weighted average cost of capital (WACC). To estimate the capital charges WACC is multiplied by invested capital (IC), alternatively known as capital employed. Equivalently can EVA be obtained by multiplying the spread between the return on invested capital (ROIC) and the weighted average cost of capital, and the amount of capital invested (IC):


EVA = (ROIC – WACC) * IC 

NOPAT is a measure of after-tax operating profit and is similar to: earnings before interest and tax * (1 – corporate tax rate). It can also be viewed as a measure of unlevered profit, which is a profit a company would report if it had no debt in capital structure. Invested capital can be defined as total assets, net of non-interest bearing current liabilities. In its unadjusted form, EVA is the same as residual income – net income minus the charge for the cost of equity capital (Young, 1999, p. 7). 

As economic value added is expressed in monetary terms, its value indicates by how much the reported earnings exceed or fall short of all costs, operating costs and the minimal required return on invested capital. This implies that more EVA is always better than less and in order to maximize shareholder wealth management should try to increase EVA as much as possible. A negative EVA means that a company is not covering its costs, but making a negative EVA less negative is wealth creating. The arithmetic of EVA shows that companies have four ways of systematically improving EVA (Stewart, 1991, p. 137-138): 1) boost NOPAT without adding to capital, 2) undertake all investments in which the increase in NOPAT will be greater than the increase in the capital charge, 3) pull capital out of operations when the saving from the reduction on capital charge exceeds any reduction in NOPAT, and 4) structure the finances of the company in a way that minimizes the cost of capital.

The first and most important characteristic of EVA is its consideration of all cost of capital, not just the most explicit cost: interest payments. The cost of capital is defined as opportunity cost, one that equals the total return that a company’s investors could expect to earn by investing in other securities of comparable risk.  Secondly, EVA is not constrained by accounting standards. This feature is especially important, as more and more authors argue that accounting data in annual reports contain many accounting distortions caused by extreme conservative bias in the accounting profession. New York University accounting professor Lev concludes that the association between accounting data and market values is not only weak, but appears to be deteriorating over time (Ehrbar, 1998, p. 161). Eccles (1996) adds that income-based financial performance measures are better at measuring the consequences of yesterday's decisions than they are at indicating tomorrow’s performance.  

Given that companies use various sources to finance their assets, the cost of capital (WACC) equals the sum of the cost of each of the components of capital – short-term and long-term debt, and shareholders equity – weighted with their relative proportions in the company’s capital structure. Since a company’s cost of capital is an opportunity cost, it is driven by the proven trade-off between risk and reward (Stewart, 1991, p. 431). The cost of debt is the easiest to verify, as it is the rate that a company would have to pay in the current market to obtain new long-term debt. A company’s cost of equity is more abstract because it is not a readily observable cash yield (Stewart, 1991, p. 434). Although estimating the cost of equity capital is a highly subjective exercise, proponents of EVA argue that performance measures which ignore such costs cannot reveal how successful a company has been in creating value for its owners (Young, 1997, p. 335).   

A reason why a concept of residual income has been so rarely used until recently is surely the lack of convincing ways to determine the cost of equity capital. There are several techniques available nowadays, but the capital asset pricing model (CAPM) is probably the most frequently utilized. Its basic concept can be summarized as follows (Young, O’Byrne, 2001, p. 165):


E (R) = Rf + beta (E (Rm) - Rf(
E (R) represents the expected return on any risky asset, Rf is the return on a risk-free asset such as a government bond, beta is a measure of risk, and E (Rm) is the expected return on the stock market, which is usually gauged by some market index. The logic behind this model says that the expected return on a risky asset – such as an equity investment – equals the sum of the return on a riskless asset and a risk premium. This risk premium equals the market risk premium, which reflects the price paid by the stock market to all equity investors, adjusted for beta, which represents a company risk factor. Even though it seems simple, there are quite some limitations to the usage of the CAPM. First of all, the model is based on what investors expect to happen, not on what has already happened. Moreover, determining the appropriate risk-free asset, the market risk premium, and a calculation of company’s beta requires judgments and interpretations that can lead to differing conclusions (Young, O’Byrne, 2001, p. 165). 

Although accounting-based measures are intended as proxies for shareholder value creation, evidence show that the association between these measures and share prices is at best imperfect, if not weak. In response to these shortcomings of conventional accounting measures, EVA proponents offers over 160 adjustments to financial statements prepared under generally accepted accounting principles (GAAP) (Young, 1999). The adjustment process is supposed to achieve higher correlation between EVA and share prices by converting accounting earnings to economic earnings and accounting book value to economic book value, or capital. The result is the NOPAT value that gives much truer picture of the economics of the business and a capital figure that is a far better measure of the funds contributed by shareholder and lenders (Ehrbar, 1998, p. 164). 

Even though there is no accepted set of these adjustments, no company should make more than ten to fifteen adjustments. Interestingly, the number of recommended adjustments seems to be have declined in recent years, thus companies should choose just six or fewer. The first reason for this decline could be that managers are resistant to the idea of diverging from GAAP-based numbers and the second is the discovery by companies that most of the proposed adjustments have little or no qualitative impact on profits (Young, 1999, p. 8). Any change in accounting adjustments will yield a different EVA number, hence additional adjustments are applied closer we get from basic EVA to true EVA (Ehrbar, 1998, p. 165).  

To correct perceived inadequacies of standard financial accounting practice, the most commonly proposed adjustments are the following (Young, O’Byrne, 2001, p. 205-253; Ehrbar, 1998, p. 167-177):

· Successful efforts accounting – for EVA purposes even the unsuccessful investments must be capitalized (put on balance sheet) and amortized over the project’s life. 

· Research and development – EVA proponents advocate the capitalization of R&D expenses (namely any operating expense that is not intended to create income in the current period but is designed to create income in future periods should be capitalized) and their amortization over the lifetime.

· Deferred taxes – occur with any temporary difference in tax and book income and their greatest source is depreciation. An increase in deferred tax for the year is added to NOPAT and a decrease is subtracted from NOPAT. 

· Provisions for warranties and bad debts – companies are required to make provisions for costs that are expected in the future as a result of events or decisions that have already occurred. They are a popular vehicle for income smoothing and take accounting profits farther from cash flow. For EVA purposes only actual cash flows for such items should be expensed when calculating NOPAT. 

· LIFO reserves – the usage of LIFO approach in the periods of rising prices causes two problems for EVA. First, inventory can be seriously understated, which understates invested capita. Second, when inventory decreases operating income and EVA are overstated. Therefore, the LIFO reserve is added to invested capital, and the year-to-year increase (decrease) in the LIFO reserve is added back to (subtracted from) NOPAT.

· Goodwill – immediate write-off of goodwill or capitalization and subsequent amortization are not acceptable for EVA, as any reduction in goodwill understates invested capital. Therefore, goodwill must be restored to invested capital.

· Depreciation – EVA proponents argue that assets should be depreciated in the same way as bank loans are amortized (depreciation charges start low and gradually increase). In this way, EVA is constant over the life of the asset.

· Operating leases – although operating lease is a form of borrowing, accounting treats lease payments as a rental expense, while the related asset and debt do not appear on the balance sheet. The present value of future lease payments should be added back to invested capital. The adjustment for the interest expense is calculated by multiplying the capitalized value of the leases by the borrowing rate. This amount should be added to NOPAT.

The goal of corporate performance measurement should never be the most accurate numbers possible, but rather a cost effective evaluation and compensation system that encourages managers to create value to their company’s shareholders. In deciding whether or not to adjust accounting-based numbers corporate users should consider the following: would managers act differently and would they be more inclined to undertake value-creating initiatives and less inclined to engage in value-destroying ones if adjustments to accounting-based number were made. Although adjusting EVA is more compelling for external users, for most companies adjusted EVA offers few advantages over unadjusted EVA. Consequently there is no firm evidence that EVA with all its adjustments is likely to offer more advantages than the basic residual income measure introduced several years ago (Young, 1999, p. 15).

Companies trying to survive severe competition on product and capital markets can implement economic value added to help them focus on value creation as the primary objective. But EVA is more than just a performance measurement system, it is also an incentive compensation system that aligns interests of shareholders and employees, and a financial management system that allocates capital on the basis of economic profit (Stern, Shiely, Ross, 2003, p. 76). To gain most of the advantages EVA has to offer, it should be implemented throughout an organization, all the way down to the shop floor. What gets measured gets attention, particularly when rewards are tied to the measures, so the real key to the success of the EVA framework lies in using improvements in EVA in a unique type of incentive compensation plan that fires the initiative of managers and workers.  

INTRODUCING EVA IN SLOVENIA

The impact of capital market developments presented earlier was first felt in the United States but changes then arose in other countries for the same reasons. Capital market developments in Europe have led to the gradual erosion of “relational” capitalism in which many business activities are conducted according to “old school ties” or other devices for social and cultural cohesion, which place little emphasis on value creation. Just as European companies have learned to cope with deregulated commercial markets in the last 15 years, in future years they will have to learn to cope with deregulated capital markets and the relentless demands from shareholders for performance. These dramatic changes taking place in corporate finance will only be intensified by the growing importance of capitalized pension funds in European capital markets. The implementation of pension and saving plans that are managed by professional portfolio managers interested only in performance is channeling exceptional amounts of equity capital to Europe’s stock exchanges. But globalization means that public companies everywhere are starting to play by the same rules and the convergence in corporate accountability is unmistakable and irreversible. While large global companies in Europe seem to be getting the message, smaller players seem to disregard the new realities (Young, O’Byrne, 2001, p. 9-12). Slovenian economy as a whole could not (yet) be compared to more developed European economies but most of the arguments stated above present the new reality for Slovenian companies as well. 

As Slovenian economy has recently undergone the transition process, the ownership of public companies is quite dispersed, and the importance of institutional investors is increasing, it is difficult to impose value creation as the paramount objective of companies (Bergant, 1998, p. 89). The ownership structure and legal organization of Slovenian companies could not be compared to those of developed economies. The privatization method caused an unprecedented number of publicly traded companies to emerge. But one of the biggest problems of these companies are employees often representing the major shareholder. Consequently they are able to impose their own interests and goals to companies, which than fail to focus on value creation (Filipič, 1998, p. 150). The starting position of Slovenian companies is quite similar to those in Europe. Changes happening in Europe have already started and will only be intensified in Slovenia as well, but a very important distinction should be born in mind – the recent transition and privatization processes. While some (global) Slovenian companies seem to be complying with the new realities, the majority is still lagging behind. 

Until 1996 the ownership structure of Slovenian companies still had not been completely formulated, hence managers concentrated on reporting minimal profits. After 1996 the privatization verified the owners and reporting practices changed. Emerging institutional investors and internal owners started inquiring about returns, so reported profits and their annual growth became leading performance measurements. Sooner or later Slovenian companies will recognize that there are other measures beside reported profits, which does not always relate to shareholder value (Javornik, 2003, p. 51). According to the available literature and courses of education, one could expect that some Slovenian companies already calculate economic value added, but no formal calculation has been noticed so far in annual reports (Kordež, 2000, p. 18).  

Beside the transition process, there is another important distinction regarding the Slovenian capital market – the Ljubljana Stock Exchange. It is characterized by a number of idiosyncracies and there is evidence (e.g. Deželan, 1996) that it does not incorporate public information efficiently. Efficient market hypothesis states that share prices always contain all available information and thus represent their intrinsic value. This hypothesis assures equality of share prices with their intrinsic values (Rees, 1995, p. 174-178). A large capital market is a necessary condition for its efficiency and studies in financially developed economies show relatively efficient capital markets (Mramor, 1999). On the other hand Slovenian capital market is expected to be inefficient even when it becomes more developed because of its size. In small markets individual transactions influence prices, which causes market price deviations from their intrinsic values. Efficiency of Slovenian capital market was empirically tested by Deželan (1996). The results confirmed the hypothesis that share returns in less developed capital markets are extraordinarily predictable and weakly correlated to returns in developed capital markets. Factors that determine intrinsic values of shares in developed markets do not have a great influence on less developed markets, therefore information inefficiency is present in less developed markets (Deželan, 1996, p. 96). Empirical study of shares quoted on Ljubljana Stock Exchange showed that Slovenian capital market is not (yet) weak-form efficient. Testing for semi-strong and strong form efficiency was not possible because of lack of information (Deželan, 1999, p. 1-3). The fact about the Slovenian capital market inefficiency and its size puts the estimation of required rates of return to equity investors and the usefulness of economic value added in the share valuation process into question. 

When trying to implement EVA in Slovenian companies one must first be able to calculate its value, but because of the special features of the Slovenian economy various dilemmas arise. There are difficulties at calculating the cost of capital and problems regarding the accounting standards in use in Slovenia. Slovenian Accounting Standards (SAS) with their phenomenon of revalorization represented a significant limitation when comparing the performance of Slovenian companies to foreign competitors or trying to apply internationally recognized measures. The biggest problem was that the influence of revalorization outcome on earnings and asset values was very difficult to determine, because of insufficient disclosures and explanations in annual reports. The revalorization process that was intended to mitigate the high inflation rates was abolished as of the beginning of 2002 and changed SAS are better aligned with International Accounting Standards (IAS). But things might get even better as of the beginning of 2005, when public companies in EU members that are preparing consolidated financial statements, will have to prepare them according to the International Financial Reporting Standards (former IAS) (Petrič, 2003, p. 30).

Let us first look at the calculation of the cost of capital that is deducted form NOPAT to derive EVA. Slovenian capital market can be characterized as an emerging market, therefore most of the CAPM assumptions (including the efficient market hypothesis) are not fulfilled. This represents an immense limitation to the usage of this model and beta coefficient when estimating the cost of equity capital (Kleindienst, 1999, p. 31).  According to discussion with the CEO of one of major Slovenian institutional investor, the rule of thumb is used to estimate the cost of equity. The required rate of return is usually set at 15%.   

When discussing the cost of capital in Slovenian companies we can not overlook the fact that they use short-term debt more extensively than companies in more developed economies. The empirical analysis of the capital structure of Slovenian companies in 2002 demonstrated that debt financing on average accounts for 37.3% of all liabilities. Moreover, 25.5% of liabilities goes to short-term debt and only 11.8% goes to long-term debt. This is quite extraordinary, since fixed assets on average account for 67% of all assets. Compared to the capital structure of Dutch companies, Slovenian companies use short-term debt more extensively (Groznik et al., 2003). The results imply that companies in Slovenia use short-term debt as a type of long-term financing and not just as a means for overcoming cyclic liquidity problems, and that short-term debt represents an important component of the WACC calculation. 

The second dilemma comes forth when calculating NOPAT. As already pointed out, EVA proponents advocate the use of accounting adjustments for deriving more accurate values of this metric. The adjustments are usually based on GAAP and might not be the most appropriate for companies that use different accounting standards. When introducing EVA to Slovenian companies, we cannot ignore the fact that they use Slovenian Accounting Standards, and this might require different approach and adjustments to obtain a reliable indicator of corporate performance. The most obvious aggravating circumstances of using SAS are high rates of inflation and specific balance sheet structures (Kordež, 2000, p. 19). The problem of high inflation rates was initially resolved by revalorization – or at least it was thought that revalorization could resolve this problem. Revalorization required fixed assets and long-term liabilities to be revaluated for inflation yearly. Because of disparities between fixed assets and long-term liabilities, revalorization outcome was determined at the end of the year. It was generally negative and reported as financial expense. Whether positive or negative, revalorization outcome seriously distorted the reported earnings figure and more often than not served for manipulating it. On the other hand revalorization process caused fixed assets and long-term liabilities to be overstated. These facts would probably involve additional accounting adjustments when calculating NOPAT for Slovenian companies prior to year 2002. With the inflation rate decline revalorization was eliminated, and SAS introduced more commonly used revaluation process. There is still a distinction though, as “mandatory revaluation” is compulsory if inflation rate would increase dramatically. Again additional questions are to be raised when determining the economic value of assets and liabilities of Slovenian companies. 

As noticed earlier, EVA is more than just a performance measurement system and its implementation is fundamentally related to the incentive compensation plans. They are a convenient tool for shareholders to control managers, but they are certainly not sufficiently utilized in Slovenia. Incentive compensation systems would be highly appreciated, since dispersed ownership, employees as major internal owners, undeveloped corporate governance system and unclear conditions on the market for managers additionally aggravate control over managers (Zupan, 2000, p. 120). Several empirical studies about compensation systems reveal small proportions of variable payments, i.e. up to 15%. Targets are expressed in financial terms with prevailing accounting measures which are not supplemented by alternative financial or non-financial measures (Slapničar, 2003). Introducing the concept of EVA and tying it to incentive compensation plans would ease Slovenian shareholders’ control over managers and help aligning managers’ incentives with shareholder value.  

We can conclude that although there are dilemmas that would have to be resolved by experts to obtain a reliable indicator of corporate performance, implementation of EVA could be beneficial to Slovenian managers. It would certainly help them cope with deregulated capital markets and the relentless demands from shareholders, both rapidly becoming a new business environment. 
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� EVA is a registered trademark of Stern Stewart & Company.


� MVA is another measure developed at Stern Stewart & Company. 


� To calculate MVA accurately, accounting book value of capital should be converted into an economic book value. Since accounting principles often deviate from economic reality, and almost always in ways that tend to understate the amount of capital, Stern Stewart and Co. suggests many adjustments to accounting data. 


� According to how invested capital is defined we distinguish between:


ROE – return on equity and


ROA – return on assets.


� In these circumstances “net” refers to calculating operating profit from adjusted accounting data. 
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