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Abstract 
Value-based management provides managers with tools and techniques support-
ing the development and implementation of value-creating strategies. It further 
offers incentives which encourage managers to realize only those strategies which 
create value. In this chapter we present a brief overview of four important con-
cepts of value-based management and of their popularity among the DAX-23 
companies. Because of its extreme importance we then portray the EVA/MVA 
concept of Stern/Stewart in more detail. Moreover, we outline selected applica-
tions and techniques of value-based management with reference to strategy de-
velopment, mergers & acquisitions, and performance management. We substanti-
ate our theoretical discussion with an empirical analysis of the value creation of 
the DAX-23 companies. Lastly, we evaluate German utility companies’ EVAs and 
compare them to EVAs of Austrian and Swiss utilities. 
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2.1 Introduction 

Within the last two decades, increasing competition on the global capital markets 
in general and a growing influence of institutional investors in particular have 
triggered the growing popularity of value-based management concepts. They have 
also intensified the pressure on corporations to focus on value orientation. Creat-
ing value requires investments on which returns exceed the capital cost of invest-
ment. This implies, first of all, that managers must be able to identify and imple-
ment value-creating strategies. But since property rights theory (e.g., Alchian & 
Demsetz, 1972) and agency theory (e.g., Jensen & Meckling, 1976) argue that 
managers’ and shareholders’ interests may differ, this ability is insufficient. Man-
agers must, secondly, be offered incentives that are in alignment with value-
creating strategies. Such incentives must align managers’ interests with those of 
shareholders. Otherwise, managerial behavior dictated by self-interest may destroy 
value. Value-based management is a solution for both challenges mentioned. Not 
only does value-based management provide managers with metrics and analytical 
techniques for identifying value-creating strategies; it also aligns managers’ and 
shareholders’ interests by linking managers’ compensation and promotions di-
rectly to value creation (Ryan & Trahan, 2007; Martin & Petty, 2000). Value-
based management can be defined as an “approach to management that aligns a 
company’s overall aspirations, analytical techniques and management processes to 
focus management decision making on the key drivers of value” (Koller, 1994). 
Consequently, implementing a comprehensive value-based management system 
helps a company to attain the goal of value maximization. 

The idea of value-based management can be traced back to the end of the 19th 
century (e.g., Marshall, 1890). However, this concept did not become widely rec-
ognized and popular until Alfred Rappaport published his seminal book “Creating 
Shareholder Value” in 1986. Since then, numerous consulting firms have devel-
oped different value-based measures to enable corporations to make strategic and 
operational decisions in line with the goal of value creation. The most important 
metrics are the economic value added (EVA), which was popularized and trade-
marked by Stern Stewart & Co., the cash flow return on investment (CFROI), 
conceptualized by HOLT Planning Associates/Boston Consulting Group, and the 
return on invested capital (ROIC), developed by McKinsey & Co. All these meas-
ures concentrate on value creation and are mathematically linked to a series of 
value drivers. Another essential advantage of value-based metrics is that they cap-
ture real value creation by taking account of the risk notion, the impact of infla-
tion, and partly opportunity costs, which is not the case for traditional accounting-
based performance measures. Copeland et al. (2000) even state that value is the 
only performance measure that uses complete information. 

The fact that creating sustainable intrinsic value ought to be a firm’s ultimate 
goal can be illustrated by its connection to superior economic performance in the 
long run. In fact, creating value and attaining a competitive advantage are two 
sides of the same coin. In strategic management literature, superior economic per-
formance is seen as the result of a sustained competitive advantage. Within an 
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industry, a superior strategy leads to a competitive advantage.4 The consistent im-
plementation of one of Porter’s (1980) generic strategies (cost leadership, differ-
entiation, or focus) together with a strategic group membership is thus considered 
to be the source of a competitive advantage. A firm that has gained a sustained 
competitive advantage is then able to create more economic value than rival firms, 
with economic value defined as the difference between the total perceived cus-
tomer benefits and the full economic costs of a firm’s products or services (Barney 
& Hesterly, 2006). In terms of the EVA concept, a competitive advantage leads to 
a return on capital employed (ROCE) above the industry average of the weighted 
average cost of capital (WACC). Consequently, focusing on value creation is 
equivalent to concentrating on attaining a competitive advantage, which entails 
superior economic performance. 

2.2 Concepts of Value-based Management 

2.2.1 Overview of Different Concepts 

The four above-mentioned works on shareholder value and value-based manage-
ment stand out from all other concepts in this stream of research because of their 
scientific and practical acceptance. They share the idea that increasing the funda-
mental company value should be the ultimate target of corporate management. 
Pursuing this objective is beneficial not only to shareholders, but also to all stake-
holders, because without shareholders’ risky investments none of the stakeholders’ 
claims could be satisfied (Rappaport, 1986). In this section, we outline the key 
aspects of the four concepts, after which Table 2.1 at the end of this section offers 
a brief synopsis. 

Concept of Rappaport 

Alfred Rappaport (1986) contends that accounting-based performance measures 
such as net profit, return on investment (ROI), and return on equity (ROE) are 
inadequate measures to assess the achievement of the proclaimed goal of value 
creation for shareholders. Instead, Rappaport advocates the use of the shareholder 
value (SV) as a key performance indicator. SV is the difference between the com-
pany value and the market value of debt. Company value can be calculated as the 
net present value of cash flows from operations plus a residual value and the mar-
ket value of tradable securities. Three main items have to be determined for this 
calculation: the free cash flows available to compensate debtholders and share-
holders, the residual value after the planning horizon, and the cost of capital. The 
cost of capital is calculated as the WACC, using the aspired (market value-based) 
capital structure to weigh the after-tax cost of debt and the cost of equity. The lat-

                                                           
4 In contrast, traditional industrial organization research explains superior economic per-
formance by industry effects and ignores firm behavior variables. 
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ter is determined in accordance with the capital asset pricing model (CAPM). In 
addition to SV, Rappaport (1999) introduces the shareholder value added (SVA). 
It is a measure for residual firm performance within one period and reflects a 
change in shareholder value. 

Concept of Copeland/Koller/Murrin 

Tom Copeland, Tim Koller, and Jack Murrin (2002) distinguish between two 
ways of calculating SV: the 'entity model' and the 'economic profit model'. The 
entity model follows the aforementioned approach of Rappaport (1986) with only 
minor adaptations. In the economic profit model, the sum of the currently invested 
capital and the present value of all future economic profits constitute company 
value. The authors define economic profit as the residual rent of the invested capi-
tal, i.e., the difference between ROIC and WACC. To discount future economic 
profits, the WACC is applied. 

Concept of Lewis 

Thomas G. Lewis (1995) suggests total shareholder return (TSR) on the basis of 
stock price changes and dividend payments as a key performance indicator. Lewis 
identifies three drivers that increase future free cash flows (FCF) and thus TSR: 
increasing returns, growth in activities whose returns exceed their cost of capital, 
and dividend payments whenever an investment in activities whose returns are 
above their cost of capital is impossible. To measure the return on an activity, 
Lewis propagates the CFROI, because to his mind traditional accounting-based 
performance measures are not sufficiently correlated with company value. The 
CFROI is a ratio of the cash flow a company has generated to the cash invested in 
the company’s assets in a given period. It represents an internal rate of return. The 
cash value added (CVA) as a residual profit measure of an investment for a spe-
cific period depends on the difference between the investment’s CFROI and its 
cost of capital. The latter is calculated on the basis of a broad portfolio of compa-
nies listed in the most important national economies. This implies a standardized 
cost of capital without firm-specific adjustments. Lewis explicitly rejects the 
WACC with the cost of equity according to the CAPM, as empirical substantiation 
for it is lacking. 

Concept of Stern/Stewart 

The concept of Joel M. Stern and G. Bennett Stewart builds on the EVA. Its start-
ing point is a firm’s net operating profit after taxes (NOPAT). From the NOPAT a 
charge for the capital employed (CE), which is used to generate the NOPAT, is 
subtracted to yield the EVA. The capital charge is calculated by applying the stan-
dard WACC to the CE. The EVA is a measure of residual profits from an entity 
perspective for one period. The analog multi-periodical measure is the market 
value added (MVA). It is a cumulative measure of firm performance, which illus-
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trates the assessment of the NPV of all current and planned investment projects of 
a company. 

Table 2.1: Comparison of valuation methods of value-based management concepts 
(following Hahn & Hintze, 2006) 

 Performance measure 
per period 

 
Cost of capital 

Residual Return 

Present 
value over 
life cycle 

Rappaport WACC, cost of equity 
according to CAPM SVA Return on 

sales SV 

Copeland et al. WACC, cost of equity 
according to CAPM 

Economic 
profit ROIC Equity 

value 

Lewis Empirically determined 
average cost of capital CVA CFROI 

Market 
value of 
equity 

Stern/Stewart WACC, cost of equity 
according to CAPM EVA ROCE MVA 

From an external point of view, MVA is the difference between the market 
value of a company and its book value. From an internal perspective, MVA is 
equal to the net present value of all future EVAs. The EVAs are discounted with 
the WACC. Maximizing MVA should be one a firm’s top priorities, and EVA 
should be used to measure periodical performance (Stern et al., 1996; Stewart, 
1999). 

2.2.2 Overview of Performance Measures Utilized by the DAX-23 
Companies 

As already pointed out, the concepts of value-based management portrayed all 
have their origins in Anglo-American science and consulting practice. How ap-
propriate they are for Europe in general and for Germany in particular has been a 
topic of discussion for quite a while. Anyway, the importance of value-based 
management concepts in Germany has increased sharply in recent years. Today, 
almost all management systems of the DAX-23 companies are directly or indi-
rectly value-based. About 70% of the DAX-23 companies utilize the EVA as their 
key performance indicator (see Figure 2.1), including roughly 9% that employ a 
revised EVA (R-EVA). The R-EVA differs from the EVA in that it uses market 
values – instead of book values – to determine the cost of capital (Bacidore et al., 
1997). Because of the enormous practical relevance of the Stern/Stewart concept, 
we offer a detailed description of the EVA and MVA and all underlying calcula-
tions in the following section. 



20  A. Bausch, M. Hunoldt & L. Matysiak 

n/a
(1 company)

ROCE
(4 companies)

CFROI / CVA
(2 companies)

Economic value added (EVA)
(16 companies,
thereof 2 companies R-EVA)

 

Figure 2.1: Value-based management applied by the DAX-23 companies (without 
banking/finance/insurance; status as of 1st quarter 2007) 

2.2.3 Calculation and Interpretation of EVA and MVA 

Stern et al. (1996) underline that they conceived a consistent integrated financial 
management system that is based on one key figure: the EVA. Some of the major 
advantages of their approach are its simplicity and its straightforwardness. Be-
cause of the power of this concept, it is essential to fully understand all variables 
that affect the EVA, all necessary steps of the EVA calculation, and all underlying 
assumptions. The constitutive formula for the EVA as defined in Section 2.2.1 is 

CEWACCNOPATEVA *−=  (1) 

The NOPAT is derived by subtracting (fictitious) taxes according to the corpo-
rate tax rate from the earnings before interest and taxes (EBIT). Applying the cor-
porate tax rate on the EBIT implicitly assumes a completely equity-financed in-
vestment. A number of adjustments are recommended to transform the accrual-
based EBIT into NOPAT. Among them are the capitalization and amortization of 
costs associated with strategic investments such as research and development costs 
or marketing costs. In practice, however, very few adjustments are usually made, 
as they increase the complexity of the EVA approach dramatically while only 
marginally improving its explanatory power (Stewart, 1994). 

The CE is defined as all operating capital necessary to generate the NOPAT. 
This is commonly the sum of the net working capital (the difference between cur-
rent assets and current liabilities) and the net fixed assets (all long-term assets less 
accumulated depreciation). 

The capital charge for the CE is calculated with the WACC, which uses the as-
pired market value-based equity-to-capital ratio and debt-to-capital ratio to weigh 
the cost of equity (CoE) and the after-tax cost of debt (CoDa.t.). 
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Both CoE and CoDa.t. are the sum of a risk-free rate and company-specific risk 
premiums. CoE is derived from the CAPM as follows: 

])([*)( fmfi rrEßrrECoE −+==   (3) 

The dependent variable E(ri) denotes the expected return on an individual secu-
rity. The variable rf is the rate of return for a risk-free investment, usually a long-
term government bond rate. The beta factor, ß, represents a firm’s systematic risk. 
It is a sensitivity factor, indicating how a share’s return reacts to a market or index 
movement. The independent variable E(rm) reflects the expected return of the 
market or index. Consequently, the difference [E(rm)-rf] is the risk premium ex-
pected for an investment in the market rather than an investment in the risk-free 
alternative. 

The after-tax cost of debt is calculated as follows, where s is the marginal tax 
rate: 

)1(*.... sCoDCoD tbta −=  (4) 

It is important to take account of the tax shield of debt financing at this point of 
the calculation, because the EVA would be underestimated otherwise. This is be-
cause the NOPAT was derived with tax expenditures and on the assumption of 
complete equity financing. The cost of debt before taxes may either be calculated 
from expected interest payments according to long-term debt contracts or by add-
ing the rate of return on a risk-free investment and a risk premium derived from 
credit spreads and credit ratings. 

As the capital charge includes both the cost of debt and the cost of equity, it can 
be interpreted as the amount necessary to compensate debtholders and sharehold-
ers for the risk they bear with their investments. Furthermore, this calculation of 
the capital charge implicates that the EVA accounts for differences in capital 
structures. 

Restating formula (1), which is frequently labeled the capital charge formula 
for the EVA, offers some additional information regarding the circumstances in 
which value is created. To this end, NOPAT as an absolute accounting-based per-
formance measure from an entity perspective is divided by CE to result in the 
ROCE as a relative measure. 

CE
NOPATROCE =   (5) 

Combining formula (1) and formula (5) leads to the value spread formula of the 
EVA. 

CEWACCROCEEVA *)( −=  (6) 
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Obviously, the difference between ROCE and WACC determines whether 
value is created or not. Firms only create value by employing capital in the case of 
a positive difference. If ROCE equals WACC, the firm’s profit is just sufficient to 
compensate both debtholders and shareholders for the risk they bear. No value is 
created beyond this compensation. Finally, a negative difference implies that the 
CE is not able to earn sufficient profits to pay the cost of capital. 

Formula (6) illustrates the existing ways to increase EVA over an investment’s 
life cycle: 

(a) Increase the ROCE, which implies increasing the NOPAT that is generated 
by the current CE. 

(b) Increase the amount of CE as long as the ROCE exceeds the WACC. 
(c) Divest if the ROCE is lower than the WACC. 
(d) Adapt financial management methods that lower the WACC (e.g., by a 

change of capital structure). 

The EVA concept may be extended with the MVA, as defined in Section 2.2.1. 
With regard to the MVA, it is noteworthy that from an external perspective it is 
usually calculated as the difference between the market value of equity and the 
book value of equity, where market value of equity is the product of the number of 
outstanding shares and the share price. This simplification assumes that market 
and book value of debt do not differ. Furthermore, this calculation is only correct 
if efficient capital markets are assumed. The internally calculated MVA as dis-
counted future EVAs is equal to the externally calculated MVA only if expecta-
tions on the stock market are the same as expectations within the firm. With re-
spect to interpretation of the MVA it has to be noted that a positive MVA is a sig-
nal of overall value creation and a negative MVA is a signal of overall value de-
struction, through business activity. While a negative EVA of a single year may be 
overcompensated by other years’ positive EVAs, a negative MVA gives an indica-
tion that circumstances exist in which restructuring, spin-out, or liquidation might 
make sense. All in all, in the long run, maximizing the MVA is the ultimate finan-
cial goal of shareholder-centered management. In accordance with the interde-
pendence of MVA and EVA, this entails maximizing EVAs (Stewart, 1994). 

2.3 Applications and Techniques  
of Value-based Management 

2.3.1 Overview 

Integrated value-based management systems influence the strategy, structure, 
processes, analytical techniques, and performance measures of a firm (Arnold, 
1998). The most prominent areas of application include strategy development, 
mergers & acquisitions (M&A), and performance measurement. We explain tech-
niques of value-based management selected from those used in these areas in this 
section. Depending on the area of application, the unit of investigation varies from 
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a company over specific business units and subsidiaries to investment projects 
(see Figure 2.2). 

Company

Divisions

Business units

Subsidiaries

Products

Projects

EVA
MVA/

Company
value

EBIT
± Adjustments

– Taxes on EBIT
= NOPAT

– Capital charge
=

=

(ROCE – WACC) • CE 

Strategy development

Mergers and acquisitions

Performance measurement 

Unit of analysis Area of applicationPerformance measure

... per period ... over all periods

ROCE =
EBIT • (1 – Marginal tax rate) 

Capital employed

Rewarding

Investor relations

 

Figure 2.2: Areas of application of value-based management 

2.3.2 Strategy Development 

Strategy development can be regarded as one of the most important areas in which 
to apply value-based management tools, as strategy has a very substantial and 
long-lasting effect on the value-creating potential of a company (Morin & Jarrell, 
2001). While value-based management cannot be understood as a creative tool 
that could be used to develop strategy alternatives, its metrics are extremely useful 
in assessment of the sustainability and desirability of potential strategies. One of 
its unique strengths is that it links strategy formulation to financial management 
while centering on value creation. Distinguishing between the two levels of corpo-
rate strategy and business unit strategy, a firm’s strategy development process is 
aimed at either creating a parenting advantage or at gaining and sustaining a com-
petitive advantage (Johnson et al., 2006). 

On the level of corporate strategy, choosing to do business in attractive indus-
tries is crucial. Industry attractiveness greatly depends on growth potential. This 
implies that establishing business units in fast-growing industries or creating 
growth through internationalization or with new, innovative products and services 
is desirable. The potential for value creation that results from corporate strategic 
decisions must be fully tapped by consistent business unit strategies (see Fig-
ure 2.3). Their focus should be on improving the relative profit margin, e.g., by 
technology-based differentiation or cost optimization, which is reflected in a fa-
vorable competitive position. 
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Industry 
attractiveness

Competitive position

highlow

high

MV/S*  1-2

Growth, Potential for
value creation

low
MV/S*  0,5

MV/S* 1-2

Nokia

Emerson

AMD
HP

* Market value of equity / Sales 
(as of January, 2008)

Microsoft

MV/S*  >  4

Invensys

(Relative) Profit margin, Level of efficiency

3Com Intel

 

Figure 2.3: Drivers of company value 

Management decisions on industries and business units in which to remain and 
in which to invest and on acquisitions or divestments to be made should be de-
rived from value considerations (Malmi & Ikäheimo, 2003). Regarding corporate 
strategy, value-based management can be utilized as a portfolio management 
technique. In this case the business units of a firm are the units of investigation. 
Figure 2.4 links each unit’s current EVA (EVAc) as a single-period performance 
indicator to the net present value (NPV) of all of its estimated future free cash 
flows. 

NPV

EVAc+–

Business units to divest, reorganize or close down

–

+Growth business Platform business

X % Y %

 

Figure 2.4: Portfolio balance 
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Only business units with a positive NPV create value in the long run. There-
fore, business units with a negative NPV should be either divested, reorganized, or 
closed down – irrespective of whether or not they earn a positive EVA. Among 
the business units with a positive NPV there may be some with negative EVAs for 
the current and upcoming business years. This is acceptable, because the positive 
NPV indicates that any negative EVA is overcompensated by the discounted fu-
ture cash flows. The desired proportion of business units with currently negative 
EVA, i.e., 'growth businesses', and business units with currently positive EVA, 
i.e., 'platform businesses', depends on corporate strategy. In this context it should 
be a company’s goal to realize a portfolio balanced between overall value creation 
and current earnings. This is essential because 'platform businesses' offer the fund-
ing necessary to invest further in 'growth businesses' and thus to convert these to 
'platform businesses' in the future. Based on the profitability index a company can 
also identify the business units with the highest value added, which should be 
given priority when scarce firm resources are to be allocated. 

Value-based management cannot only be used for corporate strategy purposes 
but also to formulate and assess strategies at business unit level. To realize a sus-
tained competitive advantage at business unit level, the consistent implementation 
of one of Porter’s (1980) generic strategies is inevitable. A thorough analysis of a 
business unit’s value drivers assists with keeping a consistent strategy focus and 
determining management priorities. To this end, first of all an overview of all 
value drivers of a business has to be generated. In a second step, a sensitivity 
analysis reveals the strength of the influence of a value driver on business unit 
value. This sensitivity of the value driver is then compared with the degree to 
which management is able to influence the value driver. Value drivers with little 
impact on company value may be integrated into an early warning system if man-
agement can control them. Otherwise, they have a low priority. In the case of 
value drivers with a strong link to company value, managers may choose risk-
reducing strategies if their influence on the value driver is limited. If their influ-
ence is high, however, the value driver should be a key performance indicator with 
strong priority. 

2.3.3 Mergers & Acquisitions 

Two of the most significant value-based management techniques that are regularly 
employed during acquisition processes are company valuation and dilution analy-
sis. We explain their main features in the next two sections. 

2.3.3.1 Company Valuation 

If company shares are traded on the stock market, multiplication of the number of 
shares outstanding by the current share price yields the market value of equity at 
any point in time. For companies without publicly traded shares, it is more comli-
cated to determine their equity value or, from an entity perspective, their company 
value. One way to approximate the company value is offered by the multiples ap-
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proach. Its goal is a conclusion by analogy. First, reference companies are identi-
fied. It is imperative that they closely resemble the target company. Furthermore, 
the value of the reference companies has to be known. This is the case when either 
the reference company itself is listed or the reference company was a previous 
transaction target for which the purchase price was published. The first case is 
termed 'trading comparables' and the latter case, 'transaction comparables'. Com-
mon multiples include the sales multiple, the EBIT multiple, and the EBITDA 
multiple. They are the result of dividing the known value of the reference com-
pany by its sales, its EBIT, or its EBITDA, respectively. To obtain an approxima-
tion for the value of the target company, the multiple is then multiplied by the 
sales, the EBIT, or the EBITDA of the target company (Penman, 2007). Because 
of its simplistic nature, the multiples approach is employed at an early stage of the 
acquisition process, aimed at gaining a first assessment of a company’s value.  

Especially in later stages of the acquisition process, information is evident that 
cannot be accounted for by the multiples approach. In this case, the DCF method 
is often preferable (Damodaran, 2002). It usually consists of a phase of 5 years for 
which explicit planning of FCF is meaningful and a phase beyond this planning 
horizon (see Figure 2.5). 

Enterprise
value
(EV)

Residual 
value (RV)

WACC

Free cash flow per year1

3

2

2009 2010 2011 2012 2013 2013

EV*   =
FCFt

(1 + WACC)t

t = 1

5

(1 + WACC) 5
+

RV 5
*  Entity approach

+ Non-operating
assets

4 Non-operating
assets

 

Figure 2.5: DCF approach with two phases 

For the first phase, each year’s FCF is estimated and discounted with the 
WACC. For the second phase, a residual value at the end of period five is calcu-
lated. When an exit is assumed, this residual value may be obtained via the multi-
ples approach. With assumption of a going concern, the perpetuity model may be 
utilized. This means that a linear (positive, negative, or zero) growth of the last 
estimated FCF, possibly adjusted, is assumed in perpetuity. Company value is then 
reflected in the sum of the discounted FCFs of the first phase, the discounted re-
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sidual value of the second phase, and the company’s non-operating assets (Hig-
gins, 2007). 

2.3.3.2 Earnings Dilution 

Earnings dilution describes the situation when the earnings per share (EPS) of an 
acquirer may be higher before a transaction than they are after it. On the one hand, 
a transaction entails performance effects that affect the numerator of the EPS. 
These may include the earnings of the target firm, synergies, transaction costs, 
restructuring costs, integration costs, goodwill depreciation, and financing costs. 
On the other hand, the number of issued shares may be changed by a transaction, 
which will have an impact on the denominator of the EPS. Diminished EPS in the 
first periods following a transaction are quite normal and not necessarily a sign of 
a wrong strategy. Since desired synergies of M&As may not be realized until a 
few years after the transaction, short-term EPS reductions should be tolerated if 
they are overcompensated by long-term EPS increases. Unfortunately, investors in 
the capital market frequently determine the fair price of a company’s stock by 
multiplying its EPS by the price-to-earnings ratio (P/E ratio) of its industry. In this 
case, the earnings dilution leads directly to a stock price decline with all its nega-
tive consequences, including higher financing costs (Bausch, 2003). 

2.3.4 Performance Measurement 

Performance measurement is of decisive importance in a company’s high-level 
strategic and financial control processes, which include target setting, performance 
monitoring, and responding to differences between expected and actual results 
(McTaggert et al., 1994). Performance measurement is therefore a key element 
when management focuses on value creation. Firm performance can be measured 
on different levels (see Figure 2.6). From an entity perspective, the operating per-
formance of the company as a whole is relevant. The entity perspective reflects the 
management’s point of view. Taking an equity perspective implies assessing cor-
porate performance from the shareholders’ viewpoint, which includes all operating 
and non-operating elements. Lastly, the residual perspective, which is emphasized 
by value-based management approaches, examines the value created after both 
debtholders and shareholders have received adequate compensation for their in-
vestment in the company (Bloxham, 2003). Within each of these three categories, 
absolute performance measures can be distinguished from relative performance 
measures. 

Entity perspective’s absolute performance can be measured by means of either 
EBIT or NOPAT, the only difference being that NOPAT includes tax effects. 
Thus, NOPAT can be understood as the earnings available to pay interest to deb-
tholders and dividends to shareholders. In relative terms, the ROCE reflects the 
rent earned by the capital employed. Only if the ROCE is at least equal to the 
WACC, risk-adequate compensations of shareholders and debtholders are assured. 
Especially NOPAT and ROCE may serve to assess the performance of the man-
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agement of strategic business units (SBUs) of a company, because they reflect 
operating business only and do not include financial income or expenses. In addi-
tion, use of the ROCE is appropriate to compare management performance be-
tween different SBUs within a firm or even between different companies, as it 
corrects for firm size. 
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Figure 2.6: Different perspectives on performance measurement 

The adequate absolute performance measure from a shareholder’s point of view 
is net income. This includes the operating income, financial income, and taxes. 
Since all other claims have been settled, net income as the bottom line of the in-
come statement reflects the amount of money that could be completely paid out to 
shareholders. Presumably, it does not matter to shareholders whether income has 
been generated via operations or via financing activities. The corresponding rela-
tive performance measure is the ROE, defined as the ratio of net income to equity. 
Only if the ROE at least reaches the cost of equity, the company’s earnings are 
adequate to compensate shareholders for their risky investment (Higgins, 2001). 

The absolute performance measure from a residual perspective is the EVA, 
while the relative one is the spread, or relative EVA. Because the risk-adequate 
returns for both shareholders and debtholders are already included in the calcula-
tion of the EVA, there is no benchmark that has to be met. The EVA is an excel-
lent measure, as it points out how much value has been created (or destroyed) dur-
ing a business year, all of which can be allocated to shareholders (Ehrbar, 1998). 
To assess managers’ performance, EVA is only meaningful if managers are also 
accountable for financing. Comparing EVAs for different SBUs within a firm re-
veals where value is created and where value is destroyed. The explanatory power 
of EVAs is restricted, however, when there are significant age differences and 
differences in growth strategies. Older companies tend to have more hidden assets 
and thus less depreciation than younger ones. Companies relying on M&A for 
growth have higher goodwill and thus higher goodwill depreciation than compa-
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nies relying on internal growth. Depreciation differences result in NOPAT differ-
ences, which could be misinterpreted as differences in management capabilities. 

Successful performance management and measurement depends heavily on a 
sound understanding of the variables actually affecting the value of the business. 
A progressive disaggregation of performance measures and their linkages with 
forward-looking value drivers provide important insights into the sources of value 
creation (Young & O’Byrne, 2001). Therefore, the chosen performance measure, 
e.g., the ROCE, has to be broken down into its determinants. These can then be 
linked to operational value drivers that can be controlled by management (see Fig-
ure 2.7). 
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Figure 2.7: ROCE determinants and operational value drivers (following Koller, 
1994) 

2.4 Value Creation by Large German Firms 

Having depicted the power of selected techniques of value-based management in 
the previous section, in this section we analyze the value creation of large German 
companies. To address the issue of value creation we evaluated the EVA of the 
DAX-listed companies5 (not including companies from the banking and insurance 
sector) during 2000-2007. In total, the 23 companies destroyed a value of about 
€ 200 billion during the period under review.6 This sum consists of a cumulated 
value creation of about € 29 billion, as against € 229 billion of value destruction. 
                                                           
5 Companies in the DAX as of June 1, 2007. 
6 The average WACC for all companies and all years was 6.5%. 



30  A. Bausch, M. Hunoldt & L. Matysiak 

Four companies account for two thirds of the total value created. Of the total value 
destroyed about three fourths is allotted to only 4 companies. 
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Figure 2.8: Cumulated EVA (in billions of euros) of DAX-23 companies from 
2000-2007 

Out of the 23 companies, only 9 exhibit a positive cumulated EVA during the 
2000-2007 period (see Figure 2.8). Moreover, only 2 companies consistently cre-
ated value in the period under review, whereas 7 companies show constantly nega-
tive EVAs. 
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Figure 2.9: Annual EVAs (in billion of euros) of DAX-23 companies from 2000 to 
2007 
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For each of the 8 years the DAX-23 companies’ activities resulted in a negative 
EVA (see Figure 2.9). The year 2002 saw the highest negative value of 
€ 42.2 billion, while the lowest negative value of € 11.8 billion was recorded in 
2000. 

However, two periods with different developments can be identified. During 
the first period (2000-2002) the sum of the EVAs of the DAX-23 companies de-
creased significantly from minus € 11.1 billion to minus € 41.5 billion. In 2002 
only 4 out of the 23 companies had a positive EVA. The second period (2002-
2007) was characterized by an opposite trend. Although the sum of the EVAs was 
still negative in every year, the value destruction decreased steadily (except in 
2006, which was characterized by abnormal strategic investment expenses). Dur-
ing this second period the value destruction was reduced by nearly 66%, to minus 
€ 14.5 billion.7 

The drivers of value creation and destruction may be derived from an investiga-
tion of the ROCE (as described in Section 2.3.4). First of all, it is obvious from 
Figure 2.10 that the DAX-23 companies’ average ROCE reached its minimum in 
2001. The highest value destruction took place in 2002, however. This implies a 
rise in the WACC from 2001 to 2002 which could not be offset by the higher 
ROCE. 
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Figure 2.10: Annual average ROCE of DAX-23 companies and its drivers 

For the subsequent years, the overall positive trend of the ROCE goes along 
with the development of the cumulated EVA. Dividing the ROCE into asset turn-
over and return on sales (ROS) reveals the causes of the ROCE development. As-

                                                           
7 It should be kept in mind that the DAX-23 companies’ EVAs in the period investigated do 
not offer any information about the companies’ MVA. 
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set turnover decreased until the year 2002. It then stagnated until it started to rise 
again from 2005 to 2007. ROS, on the other hand, dropped significantly from 
2000 to 2001. In the years after 2001 it showed a more or less stable upward trend. 

One potential explanation for our findings is that the strongly negative EVAs in 
the time period researched may be due to a phase of comparatively high invest-
ment activities in growth business units by the DAX-23 companies. In accordance 
with the explanations in Section 2.3.2, we would expect the negative EVAs to be 
offset by positive EVAs in the future. The positive trend starting in the year 2002 
supports this view. Nonetheless, we cannot exclude the possibility that our nega-
tive findings are the result of a systematic bias in the evaluation of WACC com-
ponents, especially too-high costs of equity. 

2.5 Value Creation by Large and Medium-sized German 
Utilities 

In the previous section, the inter-industry investigation of the DAX-23 companies 
revealed enormous value destruction for the years from 2000 to 2007. In addition, 
two periods with differing trends in development of the EVAs were discernible. In 
this section we shift our focus to 94 companies operating within the German util-
ity industry. Three of these firms are considered large, with sales exceeding 
€ 10 billion. The other 91 firms have annual sales ranging from € 50 million to 
€ 10 billion and are considered medium sized. We were able to gather data for this 
sample for the period from 1999 to 2005. 
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Figure 2.11: Comparison of annual value creation by large and medium-sized 
German utility companies 
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As in the case of the DAX-23 companies, the cumulated EVA over all periods 
and all firms was negative, with a value of minus € 394 million. This cumulated 
figure consists of a total value creation of € 12.9 billion and a value destruction of 
€ 13.3 billion. The top four companies account for about 86% of the created value, 
while the bottom four companies account for about 59% of the value destruction. 
Of the 94 firms in the sample, 34 exhibit a positive cumulated EVA over the total 
period. Only 7 companies, however, constantly earned positive EVAs in each 
year. Of the 60 firms with a negative cumulated EVA, 22 destroyed value in each 
year of the period under investigation. 

As Figure 2.11 reveals, large and medium-sized utilities differ in EVA genera-
tion. The 91 medium-sized companies in our sample continuously improved their 
performance. From a cumulated value destruction of € 1.3 billion in 1999 they 
arrived at a cumulated value destruction of only € 107 million in 2005. The large 
utility firms, on the other hand, started with a cumulated EVA of € 2.1 billion in 
1999, which steadily declined until it reached its minimum of minus € 1.7 billion 
in 2003. In 2004 the cumulated value creation jumped to an apex of € 3.6 billion, 
followed by another decline to € 2.4 billion in 2005. It is furthermore noteworthy 
that the three large utility firms cumulatively created a value of € 3.6 billion, 
whereas the 91 medium-sized firms destroyed € 4.0 billion in value. 
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Figure 2.12: Distribution of medium-sized German utility companies by cumula-
tive value creation from 1999 to 2005 

Figure 2.12 depicts how many of the 91 medium-sized utility companies 
generated or destroyed how much value. All in all, the number of firms that 
destroyed value exceeds the number of firms that generated value. Moreover, it is 
obvious that the vast majority of firms are neither generating nor destroying a lot 
of value: 22 firms generated up to € 40 million, while 30 firms destroyed up to 
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€ 40 million. While there were only two firms that created more than 
€ 120 million during the period investigated, 13 firms destroyed more than 
€ 120 million. In this last group, the companies’ value destruction ranges between 
€ 120 million and € 569 million. 

Another interesting aspect is highlighted by our comparison of the annual 
average EVA of 91 medium-sized German utilities with 11 Austrian and 12 Swiss 
medium-sized utilities (see Figure 2.13). The German utilities reveal a positive 
trend from 1999 to 2005. The average value destruction decreased from about 
€ 14 million in 1999 to only about € 1 million in 2005. Austrian firms exhibit their 
highest value destruction in 2001 with an average of € 45 million. There is a 
positive trend until the year 2005, in which the lowest value destruction of only 
€ 4 million took place. The Swiss utility companies show the strongest turn-
around. From a low of € 52 million of value destruction in 1999 the continuously 
improved to a high of about € 20 million value creation in the years 2004 and 
2005. Country specific regulatory regimes and competitive intensities account for 
a major part of the observed variance between German, Austrian, and Swiss utility 
companies’ average EVAs. 
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Figure 2.13: Comparison of annual average value creation by German and Aus-
trian & Swiss medium-sized utility companies 

One reason for the overall positive trend in the three countries is the 
improvement of the ROCE from 7.6% in 1999 to over 10% since 2002. Detailed 
analyses show that up to 2002 improvements in both the asset turnover and the 
ROS were possible. From 2003 onward the ROS decreased. The constanly high 
ROCE could only be sustained because of a continued increase in asset turnover. 
This increase in asset turnover does not have its roots in sales growth but in a 
decrease of the asset base. Two main reasons for this are improved asset 
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management and postponements of investment in replacements and expansions 
(Bausch et al., 2006). 

Altogether, the differences in value creation between different companies, be-
tween different years, and between different countries indicate that within the util-
ity industry there was value destruction and value creation at the same time. In any 
year, there were always companies with positive EVAs, regardless of the total 
value destruction or creation of the whole sample. This implies that, regardless of 
the circumstances, the opportunity to generate positive EVAs always existed in the 
years from 1999 to 2005. Further analysis of the data reveals that the gap between 
the 10 companies with the highest value creation and the 10 with the greatest 
value destruction has widened in recent years. Deregulation in the utility industry 
has increased firms’ strategic options. Consequently, employing the previously 
described techniques of value-based management may help any utility firm to take 
the right actions that will allow to create value and to be among the leading firms 
in its industry. 
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