








































































































should analyse key financial indicators thoroughly and clearly articulate the impact that
changes of these indicators might have on the value of the company and its shares.
Investors must for instance analyse if more v L is crea 1 by increas 3 reven

growth or by improving margins and must understand if the resources of the company
are allocated and utilised in a manner that ensure maximum shareholder value-creation.
According to Kaplan and Norton (2001:25) the quest for better understanding the drivers
of shareholder value-creation has led companies to extend financial framw wvorks to
embrace financial metrics that correlate better with shareholder value, leading to

economic value-added (EVA) and value-based management (\ M) metrics,

The commitment to maximising shareholder value and returns must be accompanied by
selecting appropriate measures that will optimally asses the returns to shareholders
over time. Afrill and McLaney (2007:319) argue that the traditional methods for
measuring shareholder returns are seriously flawed and should not be used for this
purpose and state that there are broadly four problems with using accounting profit, or a
ratio based on profit to assess shareholder returns, (1) profit is measured over a
relatively short period of time, usually one year, (2) the level of risk that has to be
incurred in order to achieve certain levels of return, is ignored, (3) accounting profit does
not take account of all of the costs of the capital invested by the company, and (4)
accounting profit reported by a company can vary according to the particular accounting

policies that have been adopted by the company.

The argument is therefore, that in order to asses changes in shareholder value fairly,
measures need to be utilised that will consider the long-term, take account of risk,
acknowledge the cost of shareholders funds and will not be affected by accounting
policy choices. Ward and Price (2006: 1) state that there are many formats in which
financial statements are prepared and even when conforming to generally accepted
accounting practises (GAAP) are difficult to interpret and not useful for financial analysis
and decision-making as GAAP tends to deal with issues of disclosure rather than of
interpretation. DiPiazza and Eccles (2002: 4) state that the management and boards of
companies are not consistently making available information that investors would want
and that too often this failure is based on the mistaken belief that playing “the earnings
game”, managing and beating the market's expectation about the next period’s

earnings, will increase shareholder value; however, today shareholders and other
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value- drivers and understand how a change in any one of them can affect one or all of

the others.

2.7 SHAREHOLDcR VA' 'J_ CREATION METRICS
2.7.1 Economic Value-Added ("VA)

It is argued that EVA is based on the idea of economic profit which has been around for
many years. EVA reflects the point, that in order for a company to be profitable in an
economic sense, it must generate returns that exceed the required returns of investors.
When measuring company performance, it is not enough to measure only accounting
profit, because this measure does not take full account of the retumns required by
investors. The creation of economic value is therefore, an economic and not an

accounting concept.

Ward and Price (2006:96) argue that if managers of a company rely solely on traditional
financial statements, these managers will not be able to know whether the decisions
taken are going to increase the value of operations and that managers need practical
measures of the company’s operating performance that correlates with the factors on
which shareholders base decisions in the market place. The return to a shareholder,
who purchases equity in a company, will be reflected by changes in share-price over
time and the objective of any shareholder is, that the value of a held share porifolio
should increase at an acceptable rate that reflects the risk for holding the investment. A
company should be viewed as successful only if the return on its projects is better than
the rate investors could expect to earn for themselves in the capital market. Bodie,
Kane and Marcus (2008:445) state that a company increases share value only if the
company earns a higher return on invested funds than the opportunity cost of capital,
that is, the market capitalisation rate and that to account for this opportunity cost, the
success of a company should be measured as the difference between the Return on
Assets (ROA), and the opportunity costs of capital. EVA is the spread between ROA
and the cost of capital multiplied by the capital invested in the company and therefore,
measures the currency value of the company’s return in excess of its opportunity cost of

capital.
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From this equation it can be seen that a company adds value if its ROIC is greater than
its WACC, and that if WACC exceeds ROIC, new investments in operating capital will
reduce the company’s value. _ /A is an estime of a .y true . ofit
for a year and it differs significantly from accounting profit due to the fact that EVA
represents the residual income that remains after the cost of all capital, including equity
has been deducted, whereas accounting profit is determined without imposing a

charged for equity capital (Brigham and Ehrhardt, 7105:110}

In order to increase EVA, ROIC should be maximised and WACC minimised. Mills
(1998:64) states that a company is only profitable in a truly economic sense if it
generates a return in excess of that required by its providers of funds, that is the
shareholders and investors and that an increase in EVA correspond with improving the
return on capital, decreasing the cost of capital and decreasing the capital employed
within a company. Figure 5 below depicts graphically how any action taken on these,

should improve performance in terms of EVA.

Figure 5: Three courses of action for Economic Value-Added (EVA) improvement
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(Source: Mills, 1998:64)
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Value of operations = Vo, = Present Value \ V) of expected future free cash flows,

FC =

. e o

+ + ... +
(1 +WACC)' (1 + WACC)? (1 + WACC)”

From the equation above, it can be seen that the value of a company is dependent on
its ability to generate free cash fiows. The: free cash flows should be optimised
through optimal managerial decisions that have the maximum impact on the value-

drivers that increase FCF.

The relationship that exists between FCF and share price of a portfolio of companies
will be analysed in this study and conclusions will be formulated on the effectiveness of
FCF to explain changes in the share price of companies. Black, Wright and Davies
(2001:54) state that large institutional investors are moving from earnings-based return
calculations to a more sophisticated assessment based on risk, growth expectations
and cash flow returns on invested capital. An independent market research initiative by
Pric waterhouseCoopers on 50 of the largest global investment managers, confirmed
that cash-flow-based economic models are vital as valuation techniques (Black, Wright
& Davies, 2001:337).

2.7.4 The wuPont Analysis

In order to understand the factors affecting a firm’s return on equity (ROE), including its
trend over time and its performance relative to competitors, analysts often “decompose”
ROE into the product of a series of ratios, each having meaning in itself and serving to
focus an analyst’s attention on the separate factors influencing company performance
(Bodie, Kane and Marcus, 2008:657). The DuPont analysis breaks down ROE into
three factors, often called profit-drivers or profit-levers that describe the ways in which
management can improve ROE. According to Short, Libby and Libby (2007: 253) profit
drivers are measured by (1) net profit margin, (2) asset turnover, and (3) financial
leverage. Net profit margin is Net Income/Net Sales and measures how much of every
rand of sales is profit and it can be increased by (1) increasing sales unit volume, (2)

increasing sales price, and (3) decreasing expenses. Asset tumover is Net
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Figure 62 below, indicates a scatterplot of the values for YESP and Cash Flow Per
Share (CFPS) for the years 1998.

Figure 62: Scatterplot of the values for ¥ _3P and Cash Flow per Share (CFPS) for the
year 1998
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From table 7 it can be seen that the coefficient of correlation between CFPS and the
YESP had increased from 0.66955 in 1998 to C.. J059 in 2t 7. The mean CFPS value
of the companies in the sample had increased with 87%, compared to an increase of

197% in the mean YESP from 1998 to 2007, as indicated in Table 2.

The minimum coefficient of correlation for the period 1998 to 2007 was 0.61349 in the
year 2000 and the maximum coefficient of correlation 0.78059 in 2007, as indicated in
Tabie 7. The mean coefficient of correlation for the 10-year period was 0.71282, as

depicted in Graph 22 on the next page.
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