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Summary: 1.Method of Calculating Based on the Basis of Value Added;
2.Combination of Factors That Affect the EVA and SVA; 3.Information and the
Method of Adjusting Operating Profit and Invested Capital in the Calculation of
EVA and SVA.4. The Example of Calculating EVA for Russian Company on the

Basis of Financial Statements Prepared according to the National and Inter-
national Standards : .

1, Method of Calculating Based on the Basis of Value Added

The financial and economic indicators used in the management of
economic- entities comprise criteria, characterizing property status of an
organization, its profitability, financial stability, business activity and its
value. The latter includes value added, in particular, economic value add-
ed (EVA), market value added (MVA), shareholder value added (SVA),
cash value added (CVA) and cash flow return on investment (CFROT).
The indicators of EVA, MV A and SVA are detailed below.

Economic Value Added (EVA) is the trademarked name for a specific
approach to calculating economic profit developed by the consulting
company of Stern Stewart & Co. in the 80's of XX century. In 1990 B.
Stewart published his famous monograph «The quest for value: a guide
for senior managers» [7, 13]. . _

EVA provides for estimating the real economic profit at the_requl_red
rate of return, which shareholders and lenders could receive by investing
their capital in other assets with the same level of risk. ,

There are two basic ways to calculate the economic value added [7,
pp. 178-179, 14]:
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1. EVA = Net operating profit after tax (NOPAT) —
- Weighted Average Cost of Capital (WACC)*
* Invested Capital (CAPITAL employed)

2. EVA = [rate of return on capital (ROI') -
- Weighted average cost of capital (WACC)) *
* Invested Capital (CAPITAL employed)

While EVA allows estimating a rate of return from investments by

it adjustment, the index of the Market value added (MVA) enables to
nt market capitalization of the company which is more significant for
t-stock companies with the shares being quoted on exchange stocks.
value of shares determines shareholders” welfare better than income.
eneral; the MVA characterizes the difference between capital market

1¢-increase achieved for the period and the capital invested in a com- -

y-(increase of a company market value after deduction of investment

il’lisezs%] Accordingly, expression for calculation MVA is as follows [7,

[VA= Market Value of Debt + Market Value of Equity' — Total
R : Adjusted Capital)*

Aarket value of debt is generally discounted in the process of MVA
ulation, as it is not always possible to define the value. Bonds only
be quoted on stock exchanges. Other debt components (loans, debts
t are defined as book costs. The following expression is used for de-
unation of MVA in this case [7, 14, 17]: ‘

2 MVA = Market Value of Equity —Total Adjusted Capital.

I Z=-NOPAT/ Capital employed.
tket .\{alue' of Equity — market value of the issued ordinary shaves.
al Adjusted Capital — size of net assets by balance estimation.
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For the purpose of interpretation convenience instead of MVA abso-
" Jute value the standardized MVA value is defined as the ratio of MVA
for the period to the value of equity [22, 23]

Standardized MVA = Change in MVA for the Year /
/ Adjusted Equity at Beginning of Year

Thus, the estimation of increase or reduction of the company market
* value in percent is formed for period.
One of MVA disadvantages is the fact that the market capitalization is
affected by many factors, and some of them are beyond the Company
Management control. This indicator does not give a clear picture of when
~ (in the current year or years ago) and how the cost was created. There-
* fore, orientation on MVA annual change is more correct [18].
. The factor of the shareholder value added (SVA) is lighted up in the
A. Rappaport research “Creating shareholder value: a guide for managers
and investors”, which reflects the results of activity of company “L. E.
K. Consulting” founded by Mr. Rappaport in the 80s with the registered
trademark SVA [19]. - .
In Alfred Rappaport reasearch SVA is determined as an increment be-
tween two indicators — the cost of sharcholder equity after some opera-
tions and the cost of that capital before the operation. The following oth-
er interpretation is often provided: SVA is an increment between the ad-
justed equity estimated value (for example, by DCF method) and the ad-
justed (shareholders) equity balance value. Notwithstanding the substan-
tial differences in these two approaches, the following is common be-
tween them - it is required to define the market value of equity for de-
termination of SVA and well-known methods for company value estima-
tion by way of cash flow discounting are used for that [14, 16]. The dis-
advantage of this model is complexity of calculations and difficulties as-
. sociated with the cash flows forecasting.

The main assumption for SVA calculation according to A. Rappaport
are [7, p. 185 - 189] the following:

- the forecast period is limited by the period of competitive advantag-

- es;
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value, added by new investments is taken into account in the
1e year when the investments were completed;

initial investment capital is fixed at market estlmatlon rate when
:ulating the business value.

z is the following method for the shareholder value added index
ion:

SVA = Change of the invested capital value,
where the cost of invested capital =
= Accumulated present cash flow value +
+ Present depreciation value

ppaport distinguishes the followings factors, determining a
der value added [7, p. 188-189]: rates of revenue growth, profit
erating activities, increase of investments in the fixed assets, in-
f mvestments in workmg cap1ta1 taxes rates cost of capital.

mbmatwn of Factors That A ffect the EVA and SVA

nrs, determlmng SVA- and EVA, are shown in fig. 1 and 2 {7, p

is obvoius that indicators of EVA and SVA are influenced by |

external and internal factors. At that, it is reasonable to distin-

stween the micro- and macrolevel factors and consider them in" .~

or example, the following factors have influence on:
of profit growth: market size, market share, tumover, purchasing
rer of buyers;

it from operating act1v1t1es retall prices, the level of serv1ce, '

'¢ rate, raw materials prices;

ease in fixed assets investment: the substitution of equipment,j

ipment maintenance, the scope of operations;

ease of investments in working capital: depreciation of equip-
it, accounts payable, accounts recewable, terms of delivery con-
s, raw materials prices;

-ate: the effectiveness of tax structure;

of capital: property rate, debt rate, securities productivity.
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FIGURE 1. Major SVA forming factors

Present value of
strategic inve-
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In addition to the above mentioned factors the balance estimation of
otal capital and net operating profit can influence the value added indica-
ors, the estimation in tum, depends on the accounting treatment of assets
iabilities. The international accounting practice focuses on the addi-
onal disclosure of the assets market value and total value of liabilities.
‘hese requirements on disclosure of information are now included into
he Russian national accounting standards (RAS) — Regulations for ac-
ounting "Accounting of Inventory" and “Fixed Assets Accounting”
PBU 5 and PBU 6), where the requirement to disclose the market value
f-assets in the in the accounting records is stated.
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FIGURE 2. Major EVA forming factors

:-Irgf'ofmdﬁbn and Method of Adjusti : |
- . ljusting Operating P g
vgsted Capiral in the Calculation of E l'/g A arf:d hY VnAg rofit and In

l‘e adjustment shall be made for eliminating the distortions due to
>counting methods and some accounting principles in order to ob-
1€ obj ective characteristics of the net operating profit and total capi-
or calculating the net operating profit (NOPAT) it is recommendr;d

Jlement the following adjustments, contributing to obtaining the ob-

¢ NOPAT value:

t operating profit after tax (NOPAT)=

rerating profit after depreciation and amortization
ntergst Qayments for using loan sources

gjplled interest expense on operating leases
roodwill amortization

ncrease @n bad debt reserve

ncrease in net capitalized res

ypotical taxes orpCash operateiigc?axa?si development
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| The information required for calculation of the net operating profit is
tated in Table 1 below.

Information source:

Indicator IFRS R4S
perating profit after
gprcciation and amor- | Profit and Loss Account | Profit and Loss Account

Accounting Policy, Profit and
Loss Account (if percents are
shown in a separate line), if they
are accounted in the cost value,
then an explanatory note will be
required

Profit and Loss Account
and consolidated state-
ments

mplied interest ex- Profit and Loss Account
ensé- on operating | and consolidated state- | An explanatory note

ments
L _ Annex to Balance Sheet form Ne
oodwill amortization : .
' 5, an explanatory note
e Report on capital structure, an-
crease in bad debt | o P
o R I . nex to Balance Sheet form Ne 5,
Ve Consolidated statements

an explanatory note

Annex to Balance Sheet form
NeS and an explanatory note

Report on consolidated
returns, an explanatory
note
- TABLE 1. Information required for calculation of the net operating profit

Report on the consolidated re-
turns, the explanatory note

* EVA and SVA values are significantly influenced by the amount and
ost of invested capital. A number of adjustments is required to calculate
‘the company invested capital. Some roscarchers assure that 5 to 6 ad-
-justments are sufficient for full using of EVA concept in the company
: WWW.evanomics‘com). Others state that EVA calculation of is not easy

193



Elena Ryabova

» understand, as the required number of adjustments to be used in the
ympany for EVA calculation (so that EVA reflects the actual business
tuation) should be more than 20 [13]...
The adjustments for calculation of the capital employed include the
lowing in the standard version: _
- accounting for all intangible assets, capitalization of R&D, expenses
on brand, building management team;
- consideration of all paid sources of finance and in some cases item
"spontaneous financing" ;
- capitalization off ~balance-sheet leasing and rent;
-~ recalculation of inventory based on LIFO method according to FIFO
method;
- rediscount of doubtful investments from principle “successful ef-
. forts” to full costs (for example, capitalization of all €xpenses on

. drilling at oil and gas companies — both successful and unsuccess-
- ful).

According to Samylin A.I. opinion, the adjustment of operating profit
d invested capital, as recommended by Stewart G. Bennett - the creator
“this factor, should not be conducted for the Russian small-scale enter-
ises because they do not belong to the operations usual for small-scale
mpanies [12]. However, it should be noted that, despite the fact that
1all-scale companies can refrain from calculating the deferred taxes
cording to PBU 18/02 "Accounting of income tax calculations” - it
'esn’t mean that such operations are not characteristic for the economic
tivities of small companies. For example, the discrepancies in the dates
d order of depreciation for the purposes of book and tax accounting, in

>'ordet of the creation the provisions for doubtful debts, exceeding of

el ‘expenses and other operations which can lead to the formation of
rmanent and temporary differences when calculating the profit tax.

Also, the interest payments on loans and financial leasing shall not be
sregarded. Practice in Russia proves that small companies are actively
solved in such transactions, as they don’t have a surplus of owned fi-
ncial resources for renewal (upgrade) of fixed assets and working capi-
- When bringing the loan for acquisition (construction) of fixed assets
> differences in tax and accounting may form immediately. It is related
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o the procedure of interest on loan payment. For the accounting purpos-
s, the interests for the loan paid in the period of objects creation, form -
he initial object value, i.e. capitalize, and for the_tax accounting purposes
hey are taken into account as pa;t of 1:10n~operat1ng expenses in the same
' ing period as they were charged.
apclzlulrggl gppinion, with S)l{.lch approagh the .results of the iqdicators cannot
be recognized as objective when perform%ng a comparative analyms, as
ome companies have to adjust the operating pr_oflt apd debt capital ‘val—
ue, while the others do not. On the other hand, it is d}fﬁcult or practical-
y impossible for an external user to make such adjustments for small
companies due to lack of information, the courses of wh1cl_1 are stated in
able 1. To my mind this is the main reason for complexity of calcula-
d interpretation of results. _ _
tl.mllvla:ny autll.ﬂ)rs do not consider the composition of the mvested, cz_tpltal
in detail [10, 11, 12). However, for the purposes of adjusifment it is re-
quired to specify which components shall be considered as mvest-cd capi-
tal for the Russian companies. For example, Eﬁmov_a_O. V. cgns.lders the
nominal value of ordinary and preferred shares, additional paid-in capital
#nd value of donated assets as invested capital. The first component of
invested capital is represented in the balance sheet of Russian mtzllpnsesl
by equity capital, the second - by additional capital. At that, additiona
| pital takes an intermediate position bepwc_cn the invested and ac;‘cugl;- |
lated capital, according to economic principles. The elements of a 't'l-l
tional capital are partly included into the group of the invested capi ?s |
(profit from fixed assets revaluation, emission profit and donated assi_ '
value), partly — into the accumulated capital as net profits spent ont hl; .
nancing of capital investments [8]. The current practice of formmlg °
accounting and reporting information on using profits to finance long- .
term investments in Russia came into conflict with the logic of i_‘ormatlon
and movement of items describing the value of accumulated c_apltal. X
. The demonstrative example is considered below. Accordn}g _to 't (el
Federal Law "On Joint Stock Companies” and the Federal Law L1m11te :
Liability Company" the entities have the right to determine themse Ve:
the directions and activities to be financed from the net profit. The source .
of financing of capital investments, associated w.1th fixed assets p}iqcmfj‘t |
ment, may be either company own assets — retained profit, which is not. |
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listributed for dividends or other n i
stributec on-capital ' i
;20‘%2:1 .fixgd asfs_etj ?lll'n borrowed funds%3 Ecoﬂgrxfl?: esseﬁiléa;%e:ccieuff (;:r-
ained profit / “uncovered loss” consists in ac i X
: P rered lc cumulat I
Lostp I;zﬁ 2; _?(l)‘ifrll(tje?dskor retained profits as well as the profit :gi;igg E:
. ~-stock company based e decisi
rSi—I as an internal source of%mﬁing. o the decisions Of fhe sharchold-
owever, this leads to complication in i
\ : aplic understanding of accounti
scotliis.n\fhenfmakmg-the capital investments (purchasingg of ass;lsl;ltifs%
c% e et profit, the current assets of the company (money in the curr
;nigutllie) g:e t%rz%ugiiy movlllng to being the non-current assets. At thi::t
the a ance sheet reflect acquisition of fixed ets in the
ccounting. Movement of capital investm, ng Souroes & ot o
1 ents financing sources i -
l;:;gd digmﬂlj;?l tl;actllin;ehshef}:lt. 1’(li‘hus,f In spite of the factgthat the ::f);?afy
. : shareholders for purchasing of fixed 1
sed actually (i.e. objects will be s Tact will b o o be
sed actuz Le. objects 3 purchased), this fact will be i
;gggit:d ei:1111fthe hal:n!nEy side of balance sheet [15]. Inform:tig;ngnwt]iy
g Isanatg;y a;:lgltnm(t;og of i;:((ied assets objects can be gained only fron?
_ €. Urder of determining the profit value, di
Ig a year to financing of capital i 5 tod g dur-
yidogurr_lents P~ accounting. f Investments 1s not stated in the norma-
VACZ?ll;Ing% ;o thle opipioq qf the article author, for the purposes of
b A dcg culation it is required to revise the invested capital
pastare ok rgl . a)rrt i(zie;f.th]ilﬁlléﬁva.thup of the invested own capital
1l nclude the ough which the cash assets were obtai
.ﬁ;rgllls:lxl;);l :)ztl_cgg?t,acliqnated assets value, as well as the capital(ziirt:g::g
~Ainar | investments. All other co iti
ipital apply to the accumulatec i o ot et tdditiona)
pital apy ‘ ed capital. In this respect
¢ reports again has difficulties relat imin of the. roon user of
- ed to obtaining of th ired i
rmation as the additional capital i i s s o 1o tn-
rmat the a pital is stated in balance sheet i
LIA(S) rfglr;?ti capltaltell'esgrves, it is formed depending on thea?:t;);;zlig; 'Ie
: er as stated in the law or according to th ' -
nces. However, in both cases the capital resomven 1o fonore:
ICES, cver, amount of i
xu-net profit, which is the accumulated capitr:tf._aplta1 resef\f?s * formed

owevet, the above composition of the invested capital for a calcula-

m-EVA and SVA cannot b i - s -
count the borrowed oapital fe conmdered. complete as it doe‘snjt take into
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Invested capital =
book value of common equity:

+ preferred stock or chartered capital value;
+ minority interest,

+ deferred income tax reserve;

+ additional capital as part of invested funds;

"+ accumulated goodwill amortization;

+ interest-bearing short-term debt;

+ long-term debt;

+ capitalized lease obligations;

+ present value of non capitalized leases.

When defining the value of invested capital the user has a problem

which is not less complicated, that is on assessing the cost of each ele-

ment for the purposes of calculation of average weighted value. There is

.no common approach in the special literature to assessing the value of

“funding sources, own capital in particu
is underestimated, then the created value added
the created value added is low. Obviously,
these values can become determinant when making the decisions within
the framework of company management. It is necessary to realize that a
“Specialist shall not just calculate the indicators, but also he should cor-
rectly interpret the result and apply it in the process of management deci-

‘sions making. In the author’s opinion, in the process of calculation of the

values of the above mentioned indicators there are quite many assumpr
iteria, |

tions and faults, which prevent from using them as the unique cr1
* characterizing the efficiency of company activity.

lar. However, if the cost of capital
is high, if it is overpriced
the correct calculation of

4. The Example of EVA Calculdtingfor a Russian Company on the |
Basis of Financial Statements Prepared in Accordance With the Na-

tional and International Standards.
ation by adjustment of operating

le of the Russian company is
arability of the

The simplified version of EVA calcul
profit and invested capital on the examp
stated below. The example demonstrates the lack of comp
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:sults and complications in interpretation of financial statements indices
zscribed above.

JSC (joint stock company) «Rostclekom» is the largest operator n
ussia for the operators providing for the complete range of services of
wain network and connecting the networks of the Russian operators into
single national network. The company is also the largest telecommuni-
ition service provider for state organizations and departments, radio and
levision companies, Internet service providers. The largest shareholder
f.“Rostelecom™ is JSC “Svyazinvest” holding company, which owns
1% of ordinary (voting) shares of the Company. Thus, 49% of ordinary
iares and 100% of preferred shares of “Rostelecom™ are in free circula-
on. In 1998, the program was launched with ADR of the second level
sted on the New York Stock Exchange (ticker ROS). The Company se-
rrities are traded on the largest Russian and foreign stock exchanges,

cluding RTS, MICEX, New York, London and Frankfurt stock ex-

ianges [20].

‘Based on the balance sheet, profit and loss account, the explanatory
ite as well as other statement forms of “Rostelecom” for 2007, pre-
nted on the official website of the company, we will make adjustments
“operating profit and invested capital to prevent significant distortions
‘the resulting economic value added indicator (EVA).

:Adjustment of profit before deduction of percents and taxes is stated -

Table 2 below.
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RAS IFRS
cton Article value Information source | value Information
source
EBIT 12 832 Profit and  loss 4054 Repc3rt on fi-
account nancial results
Interest  pay- _ Article 16 of
ments for using - | Balance sheet 184 | consolidated
loan sources statements
Goodwill amor- Article 7 of
tization - | Balance sheet 271 | consolidated
: statements
Article 11 of
Increase in bad .50 ?gn;leoi.'fe:nilan article consollldated
debt reserve 3. planatory 815 | reporting,
note P&L  state-
ment
Long term in-
crease in net .
capitalized re- - | Explanatory note - Consolidated
search and de- statements
velopment
. Article 19 of
Taxrates | 3170 | ATicle 74 of expla- |00 | nsolidated
natory note
statements
Net operating
profit after tax | 10512 4130
{NOPAT)

ABLE 2. Adjusted net operating profit after tax of “Rostelecom” JSC according
‘ to the Russian and international standards for 2007, mlo.rub

djustment of the invested capital is stated in Table 3.

BIT = Profit (loss) before taxation + Interest expense = 12 594 243 + 237736 = -
831 979 thousand rubles.
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ction|  Article Value Information source

) RAS IFRS Value

Ordinary ’

shares balance 1,822 Balance sheet

value and Consolidated sta- 1,822
. Preferred 060 Explanatory tements B

" | shares - 607 | note 0,607

b _Mmont?_e inter- Consolidated Ba-

_ est ‘ lance sheet 26
+ | Deferred taxes 23779 | Balance sheet | Article 19 4119
+ LIFO Reserve 0 -

Accumulated Article 7 of Con-
+ . gqqd}vill“s a- 0] - solidated state- 271
morfization ments :
""" | Short-term
‘- | debt for which a5 Article 17 of Con-
| interest s cal- , 9 solidated state- 1008
culated Balance sheet ments
' Consolidated Bal-
. Long-?:erm lo- 4044 3 ance and article
‘| an capital ’ 18 of Consolidated 2757
. I statements
. IS:Spi;t;hzed ol - Consolidated Bal- 306
ance - sheet and
Present va}ue article 16 of con-
c?f the capita- 0 - solidated  state- 108
. lized leasing ments
| Original inve- 6 940,
sted capital 529 B687,429

TABLE 3. Adjusted invested capital in 2007 mln, rub.

ow a simplified assessment of
out. According to the report
hted average cost of debt capital
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[20], the
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The cost of equity capital, calculated using the model CAPM (E(ri) =
+ Bi*(E(rm) - rf)), amounted to 32,3%. At the same time the average
turn on GSO-FST (government short-term obligation - federal state
bonds) at the Russian market at the end of 2007 [25], which amounted to
approximately 6.01% was taken as a risk-free rate. Coefficient B is de-

rmined on the basis of “Rostelecom” shares prices and RTS index for
he period from January, 1, 2000 to December 31, 2007 [24] and it
ounted to 0,95. Average market profitability rate was calculated ac-
rding to RTS index and amounted to approximately 33.69%. The
WACC iss 6,09 % (2429/(6 940 529)*0,323 + 6938 091/(6 940
29)*0,08%(1-0,24) ) using the capital values stated in Table 3. EVA val-
ue will be defined on the basis of information calculated using the data as
the Russian accounting standards. The results are shown in Table Ne
(second column). Economic value added amounted to 10 089 min. rub.
considering one period and at assumption that prognosis parameters for
scenarios are similar, therefore they are not evaluated.

Reporting Period
Indicator RAS without taking | RAS with taking
; additional capital into | additional capital IFRS
account into account
2 3 4
NORAT 10 512 10512 4130
2 CAPITAL —em-| (o4 14960 8 687
ployed
3. WACC, % 6,09 20,14 6,98
Payment for capital 423 3013 606
5. Economic value
i +3524
added +10 089 +7 499

- TABLE 4. Estimation of “Rostelekom” economic value added for 2007, min. rub.
- However, the additional capital, part of which has, as mentioned be-

fore, investment character, is not accounted in the adjustment of the in-
- vested capital. When we turn to "Rostelecom" statements prepared ac-
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cording to the Russian standards, it is obvious that the additional capital
amounts to 8 020 318 thousand rubles. According to the explanatory note

(article 6.11) this type of capital is created by paid-in capital, derived -

from sale of the company shares. " Accordingly, this type of capital can
be considered as an investment one, therefore, the economic value added
value differs the one calculated above, which is clearly shown in Table 4
(column 3). The WACC under these conditions would be 20,14 %
(8022/(14960)*0,323 + 6938 /(14960)*0,08*(1-0,24)), and the economic
value added is 7499 min. rub. The fourth column of Table 4 contains the
:conomic value added calculated on the basis of the adjusted data of the
>onsolidated statements prepared in accordance with the requirements of
nternational accounting standards. The average capital is at the follow-
ng level = 6,98 % (299/(8687)%0,323 + 8388/(8687)*0,08*(1-0,24) ).

5. Conclusions

The information shown in Table 4 proves that the results of calcula-
ion of economic value added have different values, it is difficult to form
decisive judgment on efficiency of management decisions and company
ctivity. That is why it is required to study the shown indices in dynamics

nd together with other criteria, charactetizing financial and operational
ctivities of the company. :
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