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ABSTRACT
MEASURING TRUE PROFITABILITY OF PUBLIC LISTED COMPANIES IN
SARAWAK

By:
Chow Soon Fah

The purpose of this study is to measure the true profitability of public listed companies
in Sarawak. The traditional measurement such as EPS, ROI and ROE that commonly
used by today companies has some limitations. These measurements are seriously biased
measures of true profitability. In contrast, Economic Value Added (EVA) is an unbiased
measure of true profitability as EVA is including cost of equity in calculation which
could lead to a more accurate result. EVA was developed by Stern Stewart and Co. in
1982. It claims to have successfully eliminated financial and accounting distortions and
provides a true measure of company’s success in driving shareholder value. A sample of
16 public listed companies in Sarawak traded on the Bursa Malaysia from 2004 to 2006
is used. The study is based on secondary data, and the balance sheet, income statements
and other related data are obtained. The research in this study was carried out using the
Economic Value Added (EVA) calculation. A positive EVA value indicates that the
company has created value, while a negative EVA value indicates that the company has
destroyed value. The result shows that only three of the sixteen companies had a positive
EVA, which indicates that the value is created and the company is profitable. However,

one of these three profitable companies has improved its negative EVA values in 2004
to positive EVA values in 2005, but the positive EVA values has changed to negative
value in 2006. While the rest of the thirteen companies had negative EVA over the three
years period, indicates that these companies are destroyed value and not profitable.

ABSTRAK
MENGUKUR KEUNTUNGAN SEBENAR SYARIKAT AWAM YANG
DISENARAIKAN DI SARAWAK

Daripada:
Chow Soon Fah

Tujuan kajian ini adalah untuk mengukur keuntungan sebenar syarikat awam yang
disenaraikan di Sarawak. Ukuran tradisional seperti EPS, ROI and ROE yang biasa
digunakan oleh syarikat-syarikat hari ini mempunyai beberapa batasan. Sukatan ini
merupakan ukuran keuntungan sebenar yang serius berat sebelah.

Sebaliknya,

Economic Value Added (EVA) merupakan ukuran keuntungan sebenar yang tidak berat
sebelah dan ia termasuk kos ekuiti dalam pengiraan yang boleh membawa kepada
keputusan yang lebih tepat. EVA telah dibangunkan oleh Stern Stewart dan Co. pada
tahun 1982. Ia mendakwa telah berjaya menghapuskan ganguan kewangan and
perakauan dan menyediakan ukuran sebenar bagi kejayaan syarikat dalam memacu nilai
pemegang saham. Satu sampel 16 syarikat tersenarai awam di Sarawak yang
didagangkan di Bursa Malaysia dari 2004 hingga 2006 digunakan. Kajian ini adalah
berdasarkan data sekunder, dan kunci kira-kira, penyata pendapatan dan lain-lain data
yang berkaitan diperolehi. Penyelidikan dalam kajian ini telah dijalankan menggunakan
EVA pengiraan. EVA yang bernilai positif menunjukkan bahawa syarikat itu telah
mewujudkan nilai, manakala EVA yang bernilai negative menunjukkan bahawa syarikat

itu telah memusnahkan nilai. Hasil kajian menunjukkan bahawa hanya tiga daripada 16
syarikat mempunyai EVA yang positif yang menunjukkan bahawa nilai itu diwujudkan
dan syarikat itu adalah menguntung. Walau bagaimanapun, salah satu daripada ketigatiga syarikat yang menguntung telah meningkatkan nilai negative EVA pada tahun 2004
kepada nilai positif EVA pada tahun 2005, tetapi nilai positif EVA telah ditukar kepada
nilai negative pada tahun 2006. Selebihnya 13 syarikat yang lain mempunyai EVA yang
bernilai negatif sepanjang tempoh tiga tahun, ia menunjukkan behawa syarikat-syarikat
ini memusnahkan nilai dan tidak menguntung.

Acknowledgement

This appreciation is dedicated to those who have contributed their support and assistance
toward the completion of this study. Firstly, I would like to express deep appreciation to
my supervisor, Dr Harry Entebang, who has reviewed my work in detail and giving
useful comments and suggestions which dedicated his valuable time and assistance
throughout this project paper. I would also like to thank my beloved family for their
loving efforts and financial support throughout my three years course in UNIMAS. In
addition, thanks to all the colleagues and friends who have encouraged and supported
me during the process of completing this study.

TABLE OF CONTENTS

LIST OF TABLES

xi

LIST OF FIGURES

xiii

CHAPTER 1: INTRODUCTION
1.0

Introduction

1

1.1

Background of study

1

1.1.1

3

1.2

1.3

Valuation metrics

Problem statement
1.2.1

Practical problem

5

1.2.2

Research problem

6

Objective of study
1.3.1

General objective

6

1.3.2

Specific objective

6

1.4

Rationale of the study

7

1.5

Scope of the study

8

1.6

Structure of the study

8

1.7

Conclusion

9

CHAPTER 2: LITERATURE REVIEW
2.0

Introduction

10

2.1

Traditional performance measures

10

2.1.1

Return on assets (ROA)

11

2.1.2

Return on investment (ROI)

11

2.1.3

Return on equity (ROE)

12

2.1.4

Earnings per share (EPS)

13

2.1.5

Operating profit margin (OPM)

13

2.1.6

Discounted cash flow (DCF)

14

2.1.7

Internal rate of return (IRR)

14

2.1.8

Net present value (NPV)

15

2.2

Disadvantages of using traditional measures

2.3

Shareholder value creation, Market value added (MVA),

16

Economic value added (EVA)

18

2.3.1

Shareholder value creation

19

2.3.2

Market value added (MVA)

20

2.3.3

Economic value added (EVA)
2.3.3.1 EVA defined

20

2.3.3.2 Calculation of EVA

22

2.3.3.3 Importance of EVA

23

2.3.3.4 Advantages of EVA

24

2.3.3.5 Limitation of EVA

26

2.4

Compare traditional measures and Economic Value Added

27

2.5

Previous studies on EVA

29

2.6

Theoretical framework

32

2.7

Conclusion

34

CHAPTER 3: RESEARCH METHODOLOGY
3.0

Introduction

35

3.1

Conceptual framework

35

3.2

Research design

37

3.3

Sample

37

3.4

Data collection

39

3.5

Data analysis

39

3.6

Conclusion

47

CHAPTER 4: RESULTS AND INTERPRETATION
4.0

Introduction

48

4.1

Calculating Economic Value Added (EVA) for public listed
Companies in Sarawak

48

4.2

Discussion of the findings

90

4.3

Conclusion

98

CHAPTER 5: CONCLUSION
5.0

Introduction

100

5.1

Approach followed

100

5.2

Research results

101

5.3

Conclusion and recommendation

102

5.4

Limitation of the study

104

5.5

Further research

104

REFERENCES

APPENDIX

106

Chapter 1
Introduction

1.0

Introduction

This chapter introduces an overview of the study. It deals with the
background, problem statement, objective, rationale and scope of the study. The
research structure is also defined.

1.1

Background of study

Under the traditional measurement, most companies seem profitable, but in
fact, they are destroying value instead of creating value (Kumar & Sharma, 2010).
The reported profit of the company usually does not give the real indication of its
value. Most companies are using traditional measures for assessing profitability, but
fail to measure the actual value created of a company.

They are many types of traditional measures that are often used, namely
return on assets (ROA), return on investment (ROI), returns on equity (ROE),
operating profit margin (OPM), earning per share (EPS), discounted cash flow (DCF),
internal rate of return (IRR) and net present value (NPV). These traditional measures
commonly are based exclusively on the information available from financial
statements that are compiled according to the Generally Accepted Accounting
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Practices (GAAP) thereby exposed to accounting distortions. Besides that, they have
been criticized for not taken the total cost of capital into consideration and hence
considered inappropriate to be used for measuring true profitability of a company
(Stewart, 1991).

Recent developments in finance have emergence of several new measurement
tools such as shareholders value creation, market value added (MVA) and economic
value added (EVA) to assess profitability. Economic Value Added (EVA) is one of
most widely used method which effectively reflects both the value of company and
shareholder’s interest. EVA was developed and trademarked by the US consulting
firm named Stern Stewart & Co. Stewart (1994) defined EVA as the difference
between a company’s net operating profit after taxes and its cost of capital which
includes both equity and debt. EVA is not only can accurately capture the company’s
real profit than traditional measurement, but also the measure directly linked to the
shareholder’ wealth creation over time.

EVA is superior to the traditional measures because it accounts for the total
cost of capital which has includes the cost of equity. The accounting profits fails to
recognize all capital costs and then the riskiness of operations of a company. The
capital charge is the main feature of EVA model. By taking total cost of capital into
account, EVA can provide an exact figure of whether a company is creating or
destroying value during a particular period. A company’s value is created only when
the company’s return on capital invested exceed the total cost of capital. EVA can
eliminate the accounting distortions resulting from GAAP (Stewart, 1991).
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This study undertakes to measure the true profitability of public listed
companies in Sarawak. The EVA model is used in this study as it is arguably one of
the best methods to quantify value creation. In doing so, the sample consisting of
public listed companies in Sarawak were used to test EVA in order to determine
whether the company has truly profitability.

1.1.1

Valuation metrics

The key question in any discussion of value creation is: How is value
measured? The value metrics commonly are categories into two which are
accounting metrics and economic value metrics.

Accounting metrics such as return on assets (ROA), return on equity (ROE),
earning per share (EPS), return on investment (ROI), and operating profit margin
(OPM) are based on accounting data. These traditional measures are derived from
accounting profits which can be manipulated easily and they are not giving an
accurate yardstick for the evaluation of performance (Hall & Geyser, 2004). Most
accounting usually produces historical data which may not have relation with the
actual status of company. Reported earnings can be influence by managers by using
accounting model (Shil, 2009). In addition, accounting profit do not indicate the cost
required to produce that profit by ignoring the capital investment, so that it is say
nothing about the value creation.
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By contrast, the economic model could convey the profits associated with the
amount of capital employed to generate that profit when it measures the return
generated from the operation of business. There are different ways for these methods
to measure economic profit and capital of a company (Hall & Geyser, 2004).

Stern recognized the problems of traditional accounting-based methods and
he was believed in economic-based methods. “The quest for value” is a book that
published by the Stern partner, Stewart in 1991. In this book, the method of
determining value of shareholder was Economic Value Added (EVA). EVA is an
economic performance metric proposed by Stern and Stewart and it has considers
economic profits and capital to clearly show the company’s value created or
destroyed in a reporting period (Hall & Geyser, 2009).

Rutledge (1993) stated that economic profit is the return on equity capital
employed by the managers, and the managers could not claim for having profits if
return on equity capital is not earned. There are a number of writer have investigated
that there must be a deduction of capital costs from earnings. According to Solomons
(1965), so-called “the excess of net income more than the cost of capital” is the
residual income and it is the right assessment for managerial success.

The traditional accounting-based measures and Economic Value Added
(EVA) will discuss in detail in Chapter two.
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1.2

Problem statement

Problem statement includes practical problem and research problem.

1.2.1

Practical problem

Traditional measurement cannot effectively determine the true profitability of
the company. The traditionally used profit indicators are ineffective parameters in
ascertaining whether the capital costs have been covered by reported profit (Rakshit,
2006). Under traditional measures, most companies seem profitable, but in reality,
they are not creating value. These companies actually destroy value because they
earn less than the total cost of capital (Kumar & Sharma, 2010). Traditional measures
are generally based on accounting information which could be distorted by Generally
Accepted Accounting Practice (GAAP) and often criticized for excluding a firm’s
cost of capital (Stewart, 1991). If the capital costs were not fully included, the cost
calculations would become inaccurate and misleading. Although these traditional
measures have been trusted by many companies for a long time, the problems posed
by these measures make them become less trustworthy.

As a result of the perceived limitations of traditional measures, the EVA tool
is use to incorporate the cost of capital and it can effectively shows the amount of
company’s value has created or destroyed during particular reporting period.

5

1.2.2

Research problem

The study aims to determine whether public listed companies are truly
profitability or not. A positive EVA would indicate that value is being added whilst a
negative EVA would indicate the value is being destroyed (Stewart, 1991). The
question that this study will search to answer is:
(i) How profitability is the public listed company in Sarawak?

1.3

Objectives

Objectives include general objective and specific objective.

1.3.1

General objective

This study is to measure the true profitability of public listed companies in
Sarawak.

1.3.2

Specific objective

1. To measuring the true profitability of public listed companies in Sarawak by
using Economic Value Added (EVA) model.

2. To identify the profitability of the public listed companies in Sarawak over
the 3 years during 2004-2006.
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3. To determine whether these public listed companies in Sarawak has been able
to generate economic profit.

1.4

Rationale of study

Many scholars and financial institutions in foreign countries have carried out
studies on measuring performance of a company in respect of profitability. However,
similar studied of Sarawak case cannot be found. Therefore, it provides substantial
motivation for research in this area to measuring true profitability of public listed
company by using Economic Value Added (EVA) method in order to determine
whether the company has truly created value. This study could provide useful
sources of information for researchers or managers who want to implement EVA in
profitability measurement.

Besides that, this study would be useful for public listed companies in
Sarawak in assessing profitability of their company. By using EVA tool, the
companies are able to include all the cost of being in business on financial statement,
and making managers aware of money they spend. This awareness of the efficient
use of capital was increase that eventually would produce additional shareholder
value.

Specifically, anyone can benefit from this study because EVA measurement
is not limited to certain industries or areas of business. It helps business leaders
prioritize what really needs to be done to create wealth. Besides that, it can provide
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the investor with a more rounded measure of a company’s performance in term of
profitability. The distortion caused by using historical cost accounting data is
eliminated.

1.5

Scope of study

The study will be conducts in Sarawak. It is limited to only public listed
company in Bursa Malaysia. The study was pertains to the financial year 2004 to
2006. In addition, this study would be focus on using Economic Value Added (EVA)
model to measure the true profitability of public listed companies in Sarawak.

1.6

Structure of the study

This study is systematically divided into five chapters. Chapter 1 contains a
broad overview of the study. The background of the study, problem statement,
objectives, rationale of study, scope of study, review of related research and general
structure are provided. In Chapter 2, the literature review from the previous study
and the theoretical framework will be presented. Chapter 3 will describe the
conceptual framework and the research methodology employed in the study. Chapter
4 would present the output from the analysis and the discussion of findings. Chapter
5 highlights the conclusion, limitations of the study, and recommendation as well as
suggestion for future research.

8

1.7

Conclusion

As a whole, this chapter covers on the introduction, background of study,
problem statement, objectives, rationale of study, scope of study and research
structure.
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Chapter 2
Literature Review

2.0

Introduction

Financial managers of company generally use financial performance
measures to assess profitability. These performance measures give exact figures how
company using its resources efficiently to generate profit. There is some debate as to
whether to use traditional or value added measures to determine the profitability of a
company.

This chapter first looks at the different types of financial performance
measures available. The benefits and shortcomings of each measure are discussed,
and then traditional measures and EVA are being compared. Past research conducted
on EVA are also included. Finally, it describes the theoretical framework used in this
research.

2.1

Traditional Profitability Measures

Most of the traditional measures directly relate to the current net income of a
business with equity, total assets, net sales or similar surrogates of inputs or outputs.
These measures are return on assets (ROA), return on investment (ROI), return on
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equity (ROE), earnings per share (EPS), operating profit margin (OPM), discounted
cash flow (DCF), internal rate of return (IRR), and net present value (NPV).

2.1.1

Return on Assets (ROA)

ROA is the percentage of return to the total assets. It is used to measure of
how well a company using its assets to produce income. ROA was varies across
different industries. For instance, capital-intensive industries that has to own
expensive assets to do their business will yield a low ROA whilst the industries that
requires minimal assets will yield a high ROA. The calculation of ROA is expressed
in the following formula:
ROA= Net income / Total assets

The benefit of using ROA is that it is able to compare enterprises’ return from
different sector of economy, to compare different sizes enterprises, and to compare
the performance of a business with the financial instruments’ performance. However,
the costs of financing the assets of business have strong affect on profits. This can be
the weaknesses of the measure (Mampane, 2005).

2.1.2

Return on Investment (ROI)

ROI is the measure that presents the percentage return of a company on the
amount invested in the company. It is basically used for comparing the efficiency of
various investments. The calculation of ROI is expressed in the following formula:
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ROI= Net Income / Invested capital

The benefit of using ROI is that it can effectively reflect the ability of
corporation to raise the capital internally through profitability to repay the equity
holders and debt. However, ROI ignores the requirement that return rate should be
high as capital cost which can lead to easily misallocation of the capital. It also
ignores the fact that the wealth of shareholder is not maximized when the rate of
return is maximized (Makelainen, 1998).

2.1.3

Return on Equity (ROE)

ROE is the percentage of return to the equity capital that shareholders have
invested into the company. It reflects how much income is generated with the money
that shareholders have invested into the company and it used to compare two or more
companies in the same industries. The equity does not include the preferred shares.
The ROE is computed as follows:
ROE= Net income/ Shareholder’s equity

The benefit of using ROE is widely understood and easy to compute.
However, the long term debt that used for financing income-enhance assets can raise
the income without changing the equity’s amount paid to the company. This can be
the weaknesses of the measure which ROE can be affect by the amount of long term
debt held by the company (Freberg, Boland & Barton, 2000)
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2.1.4

Earnings Per Share (EPS)

EPS is a small variation of ownership ratio. It is computed by dividing net
income by total number of share outstanding. It is used for deterring of share price.
EPS is calculated using the following formula:
EPS = Net income / Total number of share outstanding

EPS is good profitability measure when compared with EPS of similar
companies because it can show the earning power of the firm. However, simply
investing with more capital can increase EPS. EPS is not a best measure of company
performance because invested capital is mix of debt and equity and it increases only
when the rate of return on invested capital is in between the cost of debt and zero
(Makelainen, 1998).

2.1.5

Operating Profit Margin (OPM)

OPM is ratio that indicates how much profit a company makes after paying
for the cost of production such as raw materials and wages. The calculation of OPM
is expressed in the following formula:
OPM = Operating income / Sales revenue

The benefit of OPM is it gives a best look at the change of operating margin
over time. Besides that, it reveals important information about the profitability of
firm in respect of cost control. Higher margin is preferable and it can show that the
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