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ABSTRACT

This study empirically examined the claim of the superiority of value-based
measure, Economic Value Added (EVA) against the traditional performance
measures, Return on Equity (ROE) and Earnings per Share (EPS), in relation to the
shareholder wealth creation (stock return) based on different industries in Malaysia.
In addition, this study investigated the determinants of firm performance by
employing both value-based and traditional performance measures across different
industries. One of the pertinent investigations was on the influence of the potential
expropriation by the majority shareholders towards minority shareholders, better
known as the principal-principal conflict, which has become more prevalent in the
emerging markets. The influence of the identity of majority shareholders on the firm
performance was also explored. Furthermore, this study examined the impact of
board governance mechanisms on the firm performance in a high ownership
concentration structure. A sample of 492 Malaysian public listed firms, categorized
according to their respective industries during the period of 2006 to 2015, was
selected. Pooled ordinary least square (OLS), fixed effects, and random effects
model were employed in identifying the best estimation model. The relative
information content discovered that EVA outperformed the traditional performance
measures in association with the stock return in most of the industries. The
incremental information content revealed that one of the EVA components, namely
capital charge, was the most significant component in relation to stock return in
many industries. There was also significant evidence on the existence of incremental
information content between paired EVA components in explaining the stock return.
Additionally, this empirical study found inconsistent results pertaining to the
determinants of firm performance across different industries. Among others, the
principal-principal conflict was shown to have a significant negative impact on the
firm performance only in one of the industries. Furthermore, the identity of the
majority owners and board governance mechanisms were significant in relation to
the firm performance of different industries. Most importantly, the results indicated
that the traditional performance measures fit better than the value-based measure in
assessing the determinants of firm performance across all industries. In terms of the
managerial or practical implications, this study demonstrated the significance of
EVA and its components in predicting the shareholder wealth creation. The
important determinants of firm performance which the firm managers, policymakers,
and regulators should focus on were also identified. In conclusion, corporate
governance mechanisms relating to the ownership concentration and the identity of
majority owners were imperative in the emerging economies, such as Malaysia.
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CHAPTER ONE
INTRODUCTION

1.1 BACKGROUND OF THE STUDY
Shareholder wealth maximization is a well-accepted objective among the firm
managers. In the seminal finance theory, Modigliani and Miller (1958) state that it is
the managers’ fiduciary duty to maximize the shareholders’ wealth in whatever
decision-making process that they undertake. To create wealth for the shareholders,
firms need to undertake projects or investments that provide a positive net present
value (NPV). In an investment, positive NPV means that the project is viable and it
creates wealth for the shareholders. Essentially, firms with greater wealth creation
abilities through their investments have a higher share price in relation to the capital
invested. In this regard, creating wealth for the whole company relates to maximizing
the firm’s total value, and thus increasing the shareholders’ wealth (Koller, Goedhart
and Wessels, 2010). The changes in the shareholder wealth on a certain periodic basis,
which is derived from the changes in stock prices (capital appreciation), dividends
payments, and equity raised, are generally associated with the concept of wealth
creation (Bacidore, Boquist, Milbourn and Thakor, 1997; Koller et al., 2010).
Shareholders expect companies to utilize their invested capital wisely and
provide them decent returns to increase their wealth. Shareholders are concerned with
the stock return in which they expect to be compensated for the risk associated with
their investment. A positive return signifies that the shareholders have covered their
risk-adjusted opportunity cost in providing the capital, whereas a negative return
reflects that the shareholders have been inadequately compensated for the risk

(Bacidore et al., 1997).



Performance measurement is evidently one of the key elements for the
management to focus on during the wealth creation processes in a firm. An
appropriate performance measurement should highly correlate with the shareholders’
return and signal the extent of wealth creation (Bacidore et al., 1997; Johnson,
Natarajan and Rappaport, 1986; Mazzi, 2011). Accordingly, the firm performance
would be judged in relation to the interest of the shareholders, in which the firms that
are able to create wealth for their shareholders are regarded as superior.

It is crucial for the companies to devise and innovate their performance
measures. There are many measurements available to evaluate firm performance.
Previous studies, such as Hawawini, Subramanian and Verdin (2003) and Mazzi
(2011) stated that management and shareholders generally depend on the traditional
performance measures, such as earnings per share (EPS), return on equity (ROE),
return on assets (ROA), return on sales, and net income as indicators of how the firms
are performing. The usefulness of traditional performance measures has long been
discussed. Among the reasons why these traditional performance measures remain
relevant and widely used in evaluating the performance of firms are the ease of
computation, worldwide recognition, and motivation by tradition (Lev and Sunder,
1979; Liargovas and Skandalis, 2010). Besides, traditional performance measures
depend on the firm’s financial data that are generally available and accessible.
Furthermore, the traditional performance measures have been claimed to be reliable in
explaining the variation of stock returns and value (Alkhalialeh, 2008; Hall, 2016;
Kyriazis and Anastassis, 2007).

Despite the advantages and relevancy of the traditional measures of
performance, there has been an increasing concern that these measures have

limitations. Some of the limitations highlighted by the previous studies were exposure



to accounting distortions, one-dimensional evaluation, and inability to capture and
measure a firm’s value (Chen and Dodd, 1997; Fernandez, 2003; Hillman and Keim,
2001; Sharma and Kumar, 2010). In overcoming the limitations, various alternative
performance measures have been developed. Each of the proposed measures considers
new or adjusted elements and factors into its calculations. One of the alternative
performance measure known as the value-based measure has been gaining popularity.
The fundamental idea of this value-based measurement is to reveal the creation of
shareholder wealth as it simultaneously accounts for both the return generated from
the invested capital and the cost of those capital invested (Rappaport, 1986).

One of the popular performance measure under value-based measurement is
Economic Value Added (EVA) which was developed by (Stewart, 1991). EVA is
comprised of several main components, namely the cash flow from operations (CFO),
operating accruals, after-tax interest, capital charge (cost of capital), and accounting
adjustments. The incorporation of the cost of capital in its calculation renders EVA
unique and enables the firm to measure its true or economic profit. This economic
profit provides an indication of the minimum profitability which needs to be earned by
the firm to cover its cost of capital employed. Proponents of EVA, such as Rappaport
(1982), Stewart (1991), and Young (1997) claimed that EVA not only represents the
firm’s true performance but also simultaneously captures the real value creation by
including the risk notion. EVA is claimed to be consistent with the firm’s primary
objective of maximizing the shareholder wealth as shareholders would be aware of the
value creation ability of the firm, which depends on the extent to which shareholders
expect future profit to exceed or fall short of the cost of capital contributed by them.
Moreover, it is believed that the implementation of EVA could solve some of the

corporate governance issues as the managers would act like the firm’s owners since



they are not compensated solely based on the profit or return generated but rather the
value created from maximizing the projects or investments that have been undertaken
(Chen and Dodd, 1997; Mamun and Mansor, 2012).

Despite the emergence of various invented alternative performance measures,
firm managers and business analysts have been debating on the dominance of the
alternative measure over traditional performance measures in explaining the
shareholder wealth. Review of the literature revealed mixed and inconclusive results,
where one branch of the studies suggested EVA as a better measure in explaining the
shareholder wealth than the traditional performance measures, while other studies
claimed that the traditional performance measures outperformed EVA in explaining
the shareholder wealth ( Lee and Kim, 2009; Gupta and Sikarwar, 2016; Sharma and
Kumar, 2010; Worthington and West, 2004).

In addition to the inconclusive findings, it was also argued that the findings of
the existing literature such as Wet (2005) and Sharma and Kumar (2010) could not be
generalized as the extant empirical works focused only on a single industry (sector)
and the sample sizes were relatively small. Hence, more studies should be conducted
across different industries (sectors) to validate the propositions that EVA is a better
performance measure in association with shareholder wealth. Stewart (2014) argued
that different sectors or industries differed in terms of its profit generated, capital
employed, and the cost associated with the capital which consequently could affect its
relationship with the shareholder wealth. The inconclusive results and limited studies
have ignited researchers’ curiosity to further explore and determine the most
appropriate performance measurement in explaining the shareholder wealth.

Other than the discussions on the dominance of either performance measures

in explaining the shareholder wealth, firm performance is subjected to the influence of



various factors such as firm-specific factors (Hawawini et al., 2003). Based on the
existing empirical literature, the firm-specific factors include both financial and non-
financial factors that influence firm’s performance. The financial factors are firms’
liquidity, leverage, growth, age, and size (see among others, Ha, Dang, Tran, Van Vu,
and Trung, 2019; Dawar, 2014; Delmar, Davidsson and Gartner, 2003; Mohamad and
Saad, 2010; Yazdanfar and Ohman, 2015; Zeitun and Tian, 2007; Alarussi and
Alhaderi, 2018). Meanwhile, in terms of the non-financial factors, the most commonly
associated factor is related to the corporate governance mechanisms. The extant
empirical literature showed that both internal and external governance mechanisms
have been examined (see, for instance, Claessens and Yurtoglu, 2013; Ducassy and
Guyot, 2017; Faccio and Lang, 2002; Omran, Bolbol and Fatheldin, 2008; Villalonga
and Amit, 2006).

Many studies on corporate governance have been conducted to explore the
effect of the internal governance mechanisms, such as a firm’s ownership structure
and concentration, characteristics and composition of board of directors (BOD), and
executive compensations packages on the performance of a firm (Brown, Beekes and
Verhoeven, 2011; Claessens, Djankov, Fan and Lang, 2002; Demsetz and Villalonga,
2001; Lin and Chuang, 2011). Ownership structure is one of the internal governance
mechanisms that signifies how the firms are grouped, either widely held or
concentrated. Firms with a widely held ownership are firms without owners with
substantial control rights, while firms with concentrated ownership are firms whose
owners have substantial control rights.

The work of Claessens and Yurtoglu (2013) further revealed that half of the
East Asian firms were highly concentrated in which they were largely controlled by

the majority shareholders. Essentially, this concentrated ownership structure aimed to



assist the firms in mitigating the agency conflict that may arise between the principal
(owner) and the agent (manager) (Anderson and Reeb, 2003). Several studies
conducted on the emerging markets revealed that higher occurrence of concentrated
ownership and limited protection towards minority shareholders intensified the
possibility of conflict between the majority (controlling) and minority shareholders,
which was referred as the principal-principal conflict (Li and Qian, 2013; Renders and
Gaeremynck, 2012; Young, Peng, Ahlstrom, Bruton and Jiang, 2008). Previous
studies highlighted that the existence of controlling (majority) shareholders led to a
situation where the principal-principal conflicts were at its extreme because these
majority shareholders were able to carry out their control of the company’s affairs and
derive private benefits of control, dampening the firm’s performance and value
(Banchit and Locke, 2011; Li and Qian, 2013; Morck, Shleifer and Vishny, 1988; Su,
Xu and Phan, 2008).

Another important aspect of the issue of ownership concentration is the
identity of the majority shareholders. Previous studies such as Allam (2018), Ducassy
and Guyot (2017) and Basu, Paeglis and Rahnamaei (2016) argued that these majority
shareholders cannot be assumed as a homogenous group of shareholders because their
influence among others depends on their ownership stakes and identity. The identity
of these majority shareholders are important because they have different investment
objectives, capacity for monitoring and decision making, and resource endowments
which could determine their relative power and incentives (Boone, Colombage and
Gunasekarage, 2011; Wiwattanakantang, 2001).

Furthermore, in a high ownership concentration structure, other governance
mechanisms, such as board governance should effectively play its supervisory

function to safeguard the interests of the minority shareholders, particularly from the



