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ABSTRAKT

Hlavnim cilem této diplomové prace je poskytnuti zékladniho porozuméni konceptu EVA
— ekonomické ptidané hodnoty, jejiho vyvoje v literatute, jejich vyhod a nevyhod, a poté
implementace tohoto konceptu k méfeni a fizeni vykonnosti podniku. Na zakladé¢ literarni
reSerSe diplomova prace ukazuje, jak mize koncept EVA pfispét ke zvyseni podnikové
vykonnosti. Hlavnim vysledkem diplomové prace je navrh uspé€sné implementace EVA, v
podob¢ méfeni EVA, vypoctu EVA, systému odménovani, tréninkového programu a ut-

vareni povédomi o tomto konceptu ve vybraném podniku.

Kli¢ova slova: Ekonomicka pfidand hodnota — EVA, systém méteni vykonnosti, hod-

notovy management, hodnota pro akcionare, €isty operacni zisk.

ABSTRACT

The main objective of this thesis is to provide the basic understanding of the “Economic
Value Added — EVA” concept, its developments in literature review, its advantages and
disadvantages, and consequently, to implement it for measurement and management of
company performance. On the basis of literature reviews, the thesis aims to decide how
EVA can contribute to the improvement of company’s performance. Main results of thesis
are the most important challenges of successfully implementing EVA such as EVA meas-
urement, EVA calculation, the compensation plan, training program and mindset creation

in selected company.

Keywords: Economic Value Added — EVA, performance measurement system, Value
based management, shareholder value, net operating profit.
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INTRODUCTION

One of the biggest concerns nowadays among managers of any type of business is to create sus-
tainable competitive advantages for their companies. Because of the increase in customer powers
and highly competitive business environment, every company needs to create and sustain their
competitive advantages to differentiate with their competitors and attract customers. Some com-
panies depend on their advances in technology and strong research and development activities to
be the first to launch new line of products/services. Some others depend on the highly skillful
employee forces and implementations of new management practices (Lean, Kaiban, etc.) to be
efficient in their operating business processes. Some others companies depend on their strong
network with both suppliers and customers to exploit the larger profit margins comparing to
competitors. And so on. However, the main principle in all companies which would like to main-
tain long-term competitive advantage is that they need to create value to both customers and
shareholders to survive and prosper in different phases and cycles of the market. In other words,
they need to do well in both strategic tasks: choosing the right things to do and do the chosen
things in the right way. For achieving these objectives, performance measurement system plays a
crucial role as a popular norm in business usually expresses that: we cannot manage what we
cannot measure. For years, traditional performance measures are mostly used by companies and
mangers for monitoring and evaluating company performance. The drawbacks of traditional per-
formance measures are clearly observed by many instances and managers have been searched for
new way of measuring performance. In 1982, new concept of the economic value added (EVA)
was introduced which based on the practice of value based management. EVA offers new way
how to measures company performances, especially the financial performances. EVA overcomes
many drawbacks of traditional performance measures which closely link the benefits of manag-
ers to shareholder values. The main concept of EVA focuses on how to extract the real economic
value from the operating of business which is impossible when using traditional measures which
are affected largely by accounting policies. Moreover, EVA is not just a performance measure. It
is a lot more. EVA has an application to every facet of corporate performance management.

The main objective of this thesis is to introduce the EVA concept for stakeholders of Nam Viet
Joint Stock company (here referred to as “Navico”), aligning the managers interest and the

shareholder benefits. EVA concept would raise the economic performance of company toward to
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the sustainable development since EVA improved the limitation of the traditional metrics. Thesis
as a whole is divided into 2 main parts: Theoretical part and Practical part. The former men-
tioned the concept of EVA and described in details, the means of its utilization are highlighted,
on the basis of the literature review the implementation of the economic value added is suggest-
ed. The latter consists of the analytical and the project part. In the analytical part the different
types of analysis such as macro and microeconomic analysis, internal analysis and financial
analysis are carried out. The EVA for the five years is calculated and consequently compare with
traditional measures, which are used by the company. In the project part, the proposal of EVA
implementation is elaborated. It deals with topics such as EVA measurement centers, EVA cal-
culation, the compensation plan, training program, mindset creation. Later on the EVA imple-

mentation plan is develop, its costs calculated and the contribution of the project described.
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OBJECTIVES AND METHODS OF MASTER THESIS PROCESSING

The objective of this master thesis is provide fully information about EVA concept and how
EVA implement in corporate, notably those companies mainly follow the traditional metrics to
evaluate financial performance and have not used EVA as a tool to combine management and

financial performance.

Firstly, the literature of the research will be collected, reviewed and summarized with special
emphasis on EVA. After reviewing the relevant literature including in the theories and previous
researches, author will collect secondary data from Nam Viet Joint Stock Company. The data is
collected mainly from financial statements and accounting ledger from 2011 to 2015. Second,
using basic functions in spreadsheet processing program such as Excel, the financial analysis and
EVA which are the main subjects of the thesis are calculated. Then, the comparison between
traditional financial measures and EVA is conducted to highlight the main content of the thesis.
Third, for the objective of understanding the contexts of the investigation in this thesis, SWOT
and Porter’s five forces model are employed to analyze the strengths, weakness, opportunities

threats and competitive picture of the market where Nam Viet Company is operating.
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|. THEORETICAL PART



TBU in Zlin, Faculty of Management and Economics 14

1 PERFORMANCE MEASUREMENT

The norm “performance” encompasses the firm’s results in both economic perspective and effec-
tive perspective. The “results” (i.e: Revenues, quantity) are the absolute achievements in a cer-
tain period and do not take into account the costs whilst the “performance” is the relative

achievement that compare the results and costs spent to get those results.

Investor measure overall performance as a whole to decide whether to invest in the firm or to
continue with the firm or to exit from it. Metrics of performance plays important role not only in
evaluating the current situation but also in achieving higher performance and growth in the fu-
ture. The metrics of performance have a variety of users, which include all the stakeholders
whose well-being depends on the continued well-being of the firm. Principal stakeholders are the
equity shareholders, suppliers, debt holders, employees and the end-users of the products and
services. Value creation and maximization depends on the alignment of the various conflicting
interests of these stakeholders towards a common goal. This means maximization of the firm
value without jeopardizing the interests of any stakeholders. Any metric, which measures the
firm value without being biased towards any of the stakeholders or particular class of partici-

pants, can be hailed as the true metric of performance (Bhattacharyya & Phani, 2004).

There is no single performance measurement is appropriate for all purposes and all users. A
completed picture of firm’s operation can be seen only when users combine all metrics together,
since one metric alone could mislead users. Generally, Young and O’Byrne (2001) pointed out 3

metric groups of measuring performance in common use nowadays are:

- Traditional income measures: including net income and earnings per share, can be easily

manipulated, and they do not account for the cost of equity.

- Market-based measures: including market value added (MVA), excess return and future

growth value (FGV), can be only calculated for public-traded entities.

- Cash flow measures: including cash flow from operation (CFO) and cash flow return on

investment (CFROI), include neither the cost of equity nor the cost of debt.

Obviously, traditional measuring performance can be subdivided into financial and nonfinancial

indicators (Milost, 2013). The former is parameters express relationship between financial report
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items to evaluate the firm’s liquidity, solvency, profitability, efficiency. Some typical financial
performance measurements are: ROE measures the performance from the perspective of the eq-
uity holders, ROA measures the asset productivity and operating profit margin reflects the mar-
gin realized by the firm at the market place. The net income figure in itself is dependent on the
operational efficiency, financial leverage and the ability of the entity to formulate right strategy

to earn adequate margin in the market place. (Bhattacharyya & Phani, 2004).

However, from financial statements we cannot read about the company's coexistence with the
local community and its wider environment, about the company's technological development,
employee satisfaction, health and safety at work, etc. There is also any information on competi-
tive advantages and company's weaknesses, its market share, customer satisfaction, new prod-
ucts, quality control expenses, branch development and the like. Financial statements do not
show the value of investment in employees; neither do they show their knowledge and skills
(Milost, 2013). Alternate non-performance measures are thus dealing with those problems. Nev-
ertheless, traditional measurements seem not so useful in today’s business due to some main rea-

sons as follows:

- Those measurements do not consider the influence of inflation, the value of money and

the opportunity costs as well as cost of risk.

- Financial reports are a lagging metric since they are usually closed monthly, and are a
result of decisions made one or two-month prior, making it too old to be useful (Ghalayini et al.,
1997).

- Most of ratios are calculated easily since they are derived from financial statements
which could be accrual manipulated by either talented chief accountant or conflict of interests of
stakeholders. Consequently, investors may be misleading by that information, in some cases; the
firm operation is not truly good as shown by its ratios. For instance, the quick ratio of ABC com-
pany is about 3.1 which seems relative high. However, ABC’s current assets including a signifi-
cant amount of current tax assets (VAT overpaid). Tax assets are known as the lowest liquidity
since it normally would be offset with tax obligation next year. Hence if we deduct these tax as-
sets when calculate quick ratio, quick ratio is only 2.2 not 3.1 as before.
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- Non-financial performance measures are that they may be biased, that their computation
may change over time and often differs between firms, which hamper comparison of perfor-
mance between firms (Eccles & Mavrinac, 1995). Ittner et al. (1997) also argue that these non-
financial performance measures are easier to manipulate than the financial measures since they

are rarely subjected to public verification.

- Another important disadvantage is this group focus on short-run profit, the investment

which is profitable in long run can be therefore rejected as non-profitable.

Due to many limitations of the traditional methods, over recent decade scholars pay more atten-
tions on Market-based measures such as residual income, market value added, and excess return.
The Market-based measures are in the spotlight when firms start to adopt the value creation ap-
proaches rather than just focused on producing and selling processes. Among stakeholders’ val-
ue, shareholder is the most essential one for the growth and survival of any type of companies.
However, it is true that firms only deliver value to shareholders only when they deliver value to
their other constituencies (Young & O’Byrne, 2001). Shareholders’ value is one the top of priori-
ties but for sustainable competitive advantage, others stakeholders’ value should also be taken
into account. In this sense, Value-based management might be one of the most popular ap-
proaches until now supporting the creation of shareholders’ wealth and also aligning closely the
benefits of other stakeholders with this ultimate objective. Although the recent financial crisis
has caused many questions on the use of Value-based management approach, the underlying
concepts are still robust (Martin, Petty & Wallace, 2009). Still, the use of Value-based manage-
ment should be tailored for adapting with firms’ particular contexts and situations (Blume,
2015). In accordance with the Value-based management approach, firms start to employ number
of value-based metrics. The underlying idea behind such metrics is clear: managers should be
evaluated in a manner that is consistent with the way that the capital markets will evaluate their
firms. One of the most popular ones is market value added (MVA). MVA is the difference be-

tween the market value of the firm and the total capital invested in the firm:
MVA = market value — invested capital.

“Market value is the sum of the market value of all capital claims held against a company by the

capital markets as of a particular date” (Young & O’Byrne, 2001). In other word, it is the market
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value of firm’s debt and equity. Market value is assumed to be equal to the capital market expec-
tations of future free cash flows, discounted at the cost of capital. This shows the capital market
perceptions about how good firm will perform in the future based on the current firm’s position
in the market and investments. On the other hand, invested capital is the amount of capital in-
vested by firms’ investors including both lenders and owners as of that same date. If the market
value exceeds invested capital, MVA is positive, which means that the capital invested is used
effectively and managers are successful in enlarging it and thus, creating more value to the
shareholders. As a result, the higher the MVA, the better it is. Negative MVA, in contrast, shows
that the wealth of shareholders is destroyed by investing in projects which market capital give
very low evaluation on their value-generating capability. MVA increases only when capital is
invested in projects which earn a rate of return greater than the cost of using that amount of capi-
tal. Nevertheless, MVA suffers one of the fundamental conceptual flaws: MVA metric ignores
the cost of capital when evaluating the capital invested over time. This flaw will consistently
undervalue the real amount of capital invested at a specific moment. Thus, it will overvalue the

MVA which might mislead managers in making decisions according to this metrics.

Another problem with MVA is that it doesn’t take into account previous cash returns to share-
holders. MVA is the “snapshot” about the difference between market value and invested capital
on a particular day. For instance, two companies having the same market value and invested cap-
ital are equal in value according to MVA metric. However, one of them which has frequently
paid out dividends to their shareholders in the past and the other has never done the returning
cashes initiative. This is clearly that MVVA snapshot cannot cover all the value created in the
company which usually return cash to their shareholders and undervalue them to be equal to the

company which have the same MVA evaluation.

Fortunately, excess return as another value-based metrics can mitigate these problem of MVA.
Excess return is the real measures of a company’s cumulative wealth creation, rather than MVA.
“Excess return is calculated as the difference between actual wealth and expected wealth at the

end of measurement period”, defined by Young and O’Byrne (2001):

Excess return N = actual wealth N — expected wealth N
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The expected wealth is the future value of the initial investment, lo (1+ce) N, where I is the initial
investment, ce is the cost of capital, and N is the number of periods. Actual wealth is the future
value of the cash flows received by shareholders over the measurement period, which can in-
clude dividends and share buy backs initiatives. Although excess return metrics should be the
ultimate objective of firms which follow value-based management approach, it has inherited
some serious weakness as the market-based measurements of firms’ performance. Because ex-
cess return is calculated based on the future cash flows receiving by shareholders in the capital
market, it cannot be calculated in the lower business units such as divisions or departments. Ex-
cess return and also MVA can only be evaluated for publicly traded entities. Therefore, their
effects on motivating and evaluating managers below the top manager ranks are too dim and
distant. Taken collectively, the performances of employees, especially lower-ranking managers
who directly making decisions on firm’s daily basic activities, determine the capability of any

firm to deliver value to its shareholders.

Excess return and MVA are still affected by another problem. Both are “stock” measures, a term
used to describe the wealth that has been accumulated as of a specific date. They are snapshot
and cannot evaluate the managerial performance over a period of time. For the purpose of meas-
uring firm’s value-creation performance over a longer timeframe, the flow measures are needed.
Flow measures cover all the efforts of managerial activities in a specific timeframe such as 6
months or one year which provide more completed pictures of firm value-creation performance.
Consequently, what we need is measures, having some of the features according to Young and
O’Byrne (2001):

1. They are able to measure at lower-ranking business units, thus providing the motivations

for managers at these business units.

2. They are flow measures, which give the evaluation over a period of time.
3. They are value-based management measures, which promote the value creation for share-
holders.

For achieving these features of measures of performance, scholars and managers turn into anoth-
er type of measure which is called “Economic Value Added” or in shorter form “EVA”. Alleviat-

ing the weakness of market-based measures such as MVA and excess return, EVA can be calcu-
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lated at lower-ranking business level. EVA is a measure of profit, thus, it also satisfies the sec-
ond criterion. EVA measures the results of all managerial efforts over the specific timeframe
such as monthly, quarterly or annually. EVA, as expressing its name, is the measures for eco-
nomic profits rather than accounting profits like the traditional financial measures. Therefore,
EVA is one of the measures which align with the value-based management approach which en-
courage the real value-creation activities from managerial efforts. In sum, EVA satisfies all three
criteria which make it one of the most powerful performance measures at present. After a lengthy
period of gestation, EVA was launched by Stern Steward & Co. in 1989. Since then, more than
300 companies worldwide adopted EVA framework for financial management and incentive
compensation. Those companies applied EVA are Coca-cola, Quaker Oats, Boise Cascade,
Brigg& Stratton, Lafarge, Siemens, Tate & Lyle, Telecom New Zealand, Telstra, Monsanto,
SPX, Herman Miller, JC Penny, and the U.S, Postal Service. (Joel Stern & John Shiely, 2001).
EVA, in turn, has helped the managers of these companies create hundreds of billions of dollars
in shareholder wealth (Al Ehrbar, 1998).

EVA has widely promoted as a perfect performance measurement in many companies not only in
the United States, but also in Europe, Asia and Latin America. The Coca-Cola Company had
long been No.1 in soft drinks but it was decidedly mediocre in the wealth creation department in
1983 when the late Robert Goizeuta became one of the first CEO to adopt EVA. In 1994, Coke
had become the No.1 wealth creator in the world, and by the end of 1996 its sugar water has en-
riched shareholders by $125 billion. In addition, SPX Corporation, a faltering auto part company
in Michigan, Muskegon, implementing EVA in 1996m and its stock price shot from the mid-
teens to $69 a share in just 2 years, the company created nearly $350 million of shareholders in
its first year on EVA and another $400 million in the second year (Al Ehrbar, 1998).
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2 INTRODUCTION OF EVA

Economic Value Added is the profit that remains after deducting the cost of the capital invested
to generate that profit (Joel Stern & John Shiely, 2001).

Young and O’Byrne (2001) summarized calculation of EVA based on financial statements:

Net sale

- Operating expenses

= Operating profit (or earnings before interest & tax, EBIT)

- Taxes

= Net operating profit after tax (NOPAT)

- Capital charges (Invested capital x Cost of capital)

= EVA

As Robert Goizueta, the late CEO of Coca-Cola, an early convert to EVA, once put it, “You only

get richer if you invest money at a higher return than the cost of that money to you”, the cost of
capital thus includes equity capital as well as debt capital (Joel Stern & John Shiely, 2001). The
cost of capital is so called the require return. That’s the compensation rate for the risk of invest-
ment (Joel Stern & John Shiely, 2001). The cost of using capital is the price entrepreneurs must
pay for their business ordinary processes - those are debts, ordinary shares, preferential shares,
retained earnings. Thus, cost of capital is the weighted average of all funding resources
(WACC).

Therefore, EVA can be rewrite as: EVA= NOPAT- WACC* Invested Capital (CIMA, 2005).
Young and O’Byrne (2001) defined clearly about all factors related to EVA:

- NOPAT is the firm’s operating profit, net of tax, and measure the profits the company has
generated from its ongoing operations.

- The WACC equals the sum of the cost of each component of capital- short-term debt,
long-term debt (only debt bearing interests), shareholder equity — weighted for its relative pro-
portion, at market value, in the company’s capital structure.

- Invested capital is the total all the firm’s financing, however it takes into account only the
shareholder’s equity, all interest-bearing debts, both short-term and long-term, and other long-

term liabilities.
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Since invested capital equals the net assets that is the sum of cash, working capital requirements,
fixed assets, Young and O’Byrne (2001) also gave another way to determine EVA:
EVA= (RONA-WACC) * Invested Capital
Where: RONA= NOPAT/ Net assets.
Statistically, in 1998, Al Ehrbar proposed different strategies for increasing EVA to maximize

shareholder value:

- Reduce operating costs, reduce taxes and fines. Push NOPAT without raising capital.
That is, it is more efficient to make higher profits than the capital invested in the business.

- Make all investments that NOPAT grows higher than the increase in cost of capital
(growth profit). Or, invest in profit growth by implementing projects with positive net present
value, promising to generate a return on capital that exceeds cost of capital.

- Savings from reducing the cost of capital use exceed the NOPAT reduction. That is, stop
investing or liquidating assets and non-profitable operations equal to or greater than the cost of
capital. Major changes in this area are the sale of assets that are more valuable than others, but
also include other items such as inventory reduction, acceleration of receivables collection (both
can be included in Capital investment).

- Restructure the company's finances by reducing capital expenditures (the responsibility of
the financial department, the CEO, and the board of directors). In general, EVA depends on the
three main factors are operating profit after tax; Capital investment; And the average capital-
using interest rate (WACC).

2.1 Net operating profit after taxes (NOPAT)

EVA is well-known as economic profit, so accounting profit must be adjusted when calculating
EVA. Stern Stewart & Co pointed out that more than 160 adjustments could be used to calculat-
ing NOPAT and invested capital. Any adjustments using could lead different results of EVA.
However, most of companies concern some major important adjustments as follows: (according
to Al Ehrabr, 1998):

- Research and development (R&D): Most of Accounting Principles around the world re-
quires companies immediately recognized all those research and development expense for this

fiscal year because R&D can be seen as incurred. If managers cut down R&D expense, compa-
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ny’s profit in the current fiscal year can be higher, although this may result in the loss of a prom-
ising investment which could bring higher return for shareholders. However, as the shareholders
and managers point of view, R&D is the investment in future products and processes. EVA
therefore capitalized R&D investment (add current outlays to the balance sheet as an assets) and
amortized them (charge a portion against earnings each years) over appropriate period.

- Goodwill: Goodwill arises whenever companies acquire other companies for a price ex-
ceeding the fair market value of the acquired company’s assets. Goodwill can be negative or pos-
itive. In the case of positive goodwill, the company might bring the future profit. Therefore,
goodwill should be capitalized as the long term assets, added back to NOPAT and smoothly de-
preciated over appropriate number of years.

- Differed tax: Differed tax arises due to the temporary differences between taxable income
and the book income recognized under accounting standards. The source of differed tax could be
depreciation since total depreciation over an asset’s life remains the same in either case, but tim-
ing differences in the recognized of depreciation expense will arise. Other reason for differed tax
is when companies make provision for future costs that reduce current book income- to cover
warrantees, restricting, environmental cleanup, and so on- but not tax-deductible until the com-
pany actually spends the cash in a later accounting period. Because the company will continue to
invest, as earlier timing difference are reserved, the new timing differences emerge, and the dif-
fered tax liabilities still remain on the balance sheet. In the other words, the liabilities are never
really paid off, which implies that the differed tax is more like equity than debt. So any changes
to profit during the year as a result of differed taxes should be restored to NOPAT (YYoung and
O’Byrne, 2001).

- Expense recognition: In reality, many companies willingly incur marketing costs to es-
tablish new brands, enter new market, or gain market share. All those expenses can be seen as
new investment to acquire new assets called customers. According to the accrual accounting
principle, these expense must be recognized immediately at the cost of the period to determine
the profit of current fiscal year. In the other hand, according to economic point of view, those
expenses shall be capitalized and allocated over period of time, which means added back to
NOPAT and also added to invested capital.

- Depreciation: For most companies, the straight-line depreciation of plant and equipment

used in GAAP accounting works acceptably well. While straight line depreciation doesn’t really
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match the actual economic depreciation of physical asset. Thus using straight line depreciation in
calculating EVA can create a powerful bias against investment in new equipment. That’s because
the EVA capital charges declines in step with the depreciated carrying value of assets, so that old
assets look much cheaper than new ones. Managers thus would be reluctant to replace “cheap”
old equipment with expensive new gear. To deal with this problem, the depreciation cost should
be added to the profit, and an economic depreciation charge is made instead. Economic deprecia-
tion reflects the actual change in property values during the period (unlike accounting deprecia-
tion). If no details are given about economic depreciation, we will look at accounting deprecia-
tion equivalent to it.

- Balance sheet adjustments: All the adjustments mentioned thus far can have a significant
impact on the measurement of capital, or economic book value. Capitalizing R&D and adding
back amortized goodwill and tax reserves all add to capital, for example. Several other adjust-
ments that affect the balance sheet partly. One that many EVA companies make is to subtract
passive investments (such as the large cash reserves that some companies hole in market securi-
ties) because they do not represent capital used to produce the operating profits. So the income
on those investments should be subtracted from NOPAT. Another balance sheet adjustment is to
subtract the free financing all companies enjoy, which comes in the form of accrued expenses
and non-interest bearing accounts payables. Finally, companies should remove all off-balance-
sheet items, such as the operating leases and securitized receivables, back into the balance

sheet. This is essential to avoid mixing operating and financial decision.

According to James L. Grant (2003), there are 2 approaches of calculating of NOPAT from the

Financial Statement: bottom-up approach and Top-down approach.

Table 1. Bottom-up approach [James L. Grant (2003)]
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Begin

Operating profit after depreciation and amortization

Add (+)

Implied interest expense on operating leases:

+ Increase in LIFO reserve

+ Increase in accumulated goodwill amortization
+ Increase in bad-debt reserve

+ Increase in capitalized R&D

+ Increase in cumulative write-offs of special items

Equals (=)

Adjusted operating profit before taxes

Subtract (-)

Cash operating taxes

Equals

NOPAT

Table 2. Top-down approach [James L. Grant (2003)]

Begin

Sales

Subtract (-)

Cost of goods sold
Selling, general and administrative expense

Depreciation

Add (+) Implied interest expense on operating leases:

+ Increase in LIFO reserve

+ Increase in accumulated goodwill amortization

+ Increase in bad-debt reserve

+ Increase in capitalized R&D

+ Increase in cumulative write-offs of special items
Equals (=) Adjusted operating profit before taxes

Subtract (-)

Cash operating taxes

Equals

NOPAT
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2.2 Invested Capital

Stewart (2013) defines invested capital as “the total money that has been raised from lenders or
shareholders or retained from the company’s earning and is used to finance the company’s busi-
ness assets”. In more details, capital is the amount of money which transforms into working capi-
tal and short-term assets such as inventories, accounts receivable, etc.; into long-term and financ-
ing assets such as property, plant, machines and equipment; or into various different business
assets, including the goodwill premium paid for acquiring another firm. As the main principle,
the assets bought in need to be financed with capital sources to make the balance sheets always
balanced. In another point of view, invested capital can also be defined as the total investment
regardless of type of financing which operating revenue is derived. This view emphasizes not
only the role as the sources of operating assets but also the alignment between operating revenue
and capital invested for generating it. Therefore, when calculating invested capital, numerous
adjustments need to made to make sure the capital used in EVA calculation is the one used in
producing the operating revenue and NOPAT.

There is more than one way to calculate invested capital used in EVA calculation, but the follow-

ing three steps will be used in this study:

= Stepl: Starting with the value of book capital from the balance sheet.
= Step 2: Make adjustments that convert accounting accruals to cash.
= Step 3: Make adjustments that recognize off-balance-sheet sources of funds.

The problem with the value of book capital from the balance sheet is that it contains not only the
capital invested by lenders or shareholders which use for generating the NOPAT but also others
funding sources. For example, account payable, the amount which firm owes to its suppliers.
Suppliers are not actually the one who lend us the capital or invest in our firm. Therefore, ac-
count payable is not a part of capital invested. The similar adjustments need to be done in the
step 2 to convert accounting accruals to actual cash which used for producing NOPAT.

Another problem with value of book capital is that they do not include some other financing
sources which are actually capital invested for directly generating value for shareholders. For
example, reserves are contra asset accounts that reduce asset values for probable future losses (in
the case of inventory reserves or loan-loss provisions) or resolve the difference in accounting

treatments (in the case of LIFO reserves). Reserves are off-balance-sheet items which usually
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account for very large percentage of accounting total assets in financial firms. Reserves adjust-
ments usually increase the actual invested capital significantly (New Constructs, 2013). Another
off-balance sheet items which are operating leases also need to be added back into invested capi-
tal. These adjustments make sure that all companies are responsible for earning returns on the

actual invested capital used, not just the accounting value of total assets.

2.3 Weighted Average Cost of Capital

Young and O’Byrne (2001) stated that the cost of capital is based on expected returns, not histor-
ical returns. The cost of capital is an opportunity cost that reflects the returns investors expect
from other investment with similar risk. Because the difference forms of financing carry different
risks for investors, they must also carry different costs for the issuing company. The company’s
cost of capital depends not only on the cost of debt and equity financing but also how much of
each it has in capital structure. (Young and O’Byrne, 2001).
WACC= E/V * Re+ D/E * Ry * (1-Tc)

Where: Re: cost of equity

Rq: cost of debt

E: Equity

D: Debt

V: Total financing. Tc: Tax rate.
Cost of debt is easily measure by pre tax rate that company must pay for its creditors. The coop-
erate tax rate is important for WACC purpose due to its deductible expenses, it produces tax sav-
ing. Cost of equity could be derived from the most popular model so called the capital assets
pricing model (CAPM).
CAPM describes the correlation between cost of equity and the systematic risk of the firm which
is estimated by B (beta). That states the expected return on a risky asset, such as an equity in-
vestment, equals the return on a riskless asset plus a risk premium.
Re= Rt + [B x (Rm- Rp] where:
Ry -the return on risk free assets (such as government bond)
Rm -the expected return on the stock market
Rf — Rm: the risk premium

B (beta) measures the volatility of how risky a specific security to overall stock market.
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3 THE APPLICATION OF EVA (IN FINANCIAL ASPECT AND
MANAGEMENT ASPECT)

EVA is not only an advanced performance measurement but also the framework for a completed
financial management and incentive compensation system that can guide every decision a company
makes, from the boardroom to the shop floor; that can transform a corporate culture; that can im-
prove the working lives of everyone in an organization by making them more successful, and that
can help them produce greater wealth for shareholders, customer and themselves (Al Ehrbar, 1998).
When companies employ EVA to the fullest, EVA is the way of adding up costs and computing
profits, also the special tools as set follows (Al Ehrbar, 1998):

- The corporation performance measure that is tied most directly to the creation of shareholder
wealth, both theoretically and empirically, managing the higher EVA is managing the higher stock
price.
- EVA is the only performance measure that always give the right answer since it provides concrete
picture and consistent focus for shareholders in economic point of view. EVA thus is the instrument
for sustainable development. In contrary, actions that increasing profit margins, EPS or even rate of
return sometimes destroy shareholder wealth.
- The framework underlying a comprehensive new system of corporate financial management that
guides every decision, from annual operating budgets to capital budgeting, strategic planning, and
acquisitions and divestitures.
- A simple but effective method for teaching business literacy to even the least sophisticated work-
ers.
- The key variable in a unique incentive compensation system, for the first time, truly aligns the in-
terest of managers with those of shareholders and causes managers to think like and act like owners.
- A framework that companies can use to communicate their goals and achievements to investors,
and that investor can use to identify companies with superior performance prospects- what Steve
Einhorn, director of global equity research at Goldman Sachs, calls “a power tool in the analyst’s
tool kit”.

- Most important, an internal system of corporate governance that motivates all managers
and employees to work cooperatively and enthusiastically to achieve the very best performance

possible.
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4 THE ADVANTAGES AND DISADVANTAGES OF EVA

Although EVA, as an advanced measures of performance, is aligned closely with the value-

creation activities for shareholders, it still exposes itself to some risks and disadvantages which

are common to any type of measures based on accounting value and financial measures (Brewer,

Chandra & Hock, 1999; Keys, Azamhuzjaev & Mackey, 2001). Some main advantages and dis-

advantages of EVA are discussed and presented in Table 2.

Table 3: Main advantages and disadvantages of EVA [own elaboration]

Advantages/Strengths

Disadvantages/Limitations

The adjustments in EVA calcula-
tion help to overcome the distor-
tion of results inherited from the
accounting policy. This strength
of EVA helps to match precisely
the managerial efforts with the
for

value-creation  activities

shareholders.

Require numerous of adjustments to profit and capital invest-
ed. Therefore, in critical view, there are some inconsistencies
in adjustments of capital invested and NOPAT. The complex-
ity in calculating EVA can make EVA less desired by man-
agers and investors (Keys, Azamhuzjaev & Mackey, 2001).

EVA can be calculated for low-
er-ranking or divisional business
units. This encourages the proper
actions of divisional mangers in
seeking the real returns on their
real financing sources. The ap-
plication range for EVA is wider
than most of other performance

measures.

EVA, as an absolute measure does not support the compari-
son between divisions. This drawback is more serious when
using EVA to decide the value-creation capability when the
sizes of firms or divisions are not comparable to each other
(Brewer, Chandra & Hock, 1999).

EVA is calculated based on a lot of assumptions which uses
for calculating the WACC. This reduces the transparency of
EVA metrics. In addition, EVA is easy to manipulate by
managers (Keys, Azamhuzjaev & Mackey, 2001).
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EVA is calculated based on the historical financial data.
Therefore, the forward-looking explanations of EVA about
firms’ performance are limited. EVA can be considered
sometime the short-term measures. Shareholders need to
combine EVA metrics with others information to evaluate

future performances (Keys, Azamhuzjaev & Mackey, 2001).
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5 IDENTIFICATION OF FACTORS INFLUENCING EVA

According to the calculation of EVA, there are some crucial factors which affect the result of
EVA and thus, the performance of firms and its value created to shareholders. They are: the
amount of operating profit; the structure of used assets and invested capital; and the costs for
using the capital invested (Pavelkova & Knapkova, 2011). The relationships between these main
factors and EVA evaluation are presented in the Figure 1 below. In Figure 1, the positive and
negative associations between these factors and EVA when they increase one unit is expressed
by the signs: negative relation is expressed by subtract sign (-) and the positive one is expressed
by plus sign (+) or question mark (?) to express that relations depend on effectiveness of using
these factors not on its levels.

The amount of operating profit and NOPAT is determined by the differences between revenue
and operating expenses. Revenue, in turn, depends on the volume of products sold and the price
firms receive. The more products sold at consistent price level, the better the Revenue and oper-
ating profit are. This branch of factors actually shows that how good a company understands the
demand of customers and how good their competitive advantages for competing with other com-
panies. The main decision here is to choose the right things to do. On the other hand, operating
expenses show how effectively a company can run their business processes regardless of what
business process or products/services they choose for manufacturing. Combining both these two
main decisions and making enough space between revenue and operating cost will positively
boot the performance of EVA and value creation to shareholder.

The amount of the used capital corresponds to the total value of the company assets. The asset
turnover ratio of is important. Asset turnover is a financial ratio that measures the efficiency of a
company's use of its assets in generating sales revenue or sales income to the company. The inef-
fectiveness of assets in generating sales can undermine the operating profit level and then the
EVA. For achieving good revenue turnover, the structure and the rate of turnover of the compo-
nents of the assets, such as fixed assets, inventory, receivables and financial assets are taken into
account. Long turnover times generally cause high expenses and lost profits. Another important
element in this branch of factors is about the structure of assets. As long as long-term capital
mainly covers the fixed assets as well as the part of permanent current assets, firm’s liquidity is

not the issues to the operating of the firm. The difference between long-term capital and the
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short-term assets creates working capital for the company. Low working capital may cause li-
quidity problem, a too high coverage of the current assets by the long-term capital may be too
expensive.

The structure of invested capital has profound effect on the amount of capital expenses bearing
by the company. One of the main ratios describing the differences of structural capital is equity
and debt ratio. Choosing funding from equity by issuing shares to investors or borrow money
from lenders will affect the capital expenses of the company. Companies with high rating usually
obtain capital at lower costs or can obtain it easier and at lower cost on international financial
market. In the view of management perspective, the capital allocation decisions on which capital
is distributed and converted into types of asset such as fixed assets, current assets (working capi-
tal) or others determined how effectiveness a firms use the capital. Successfully managing how
to finance the sources of fund with minimized cost and how to allocate them effectively will
have big positive impacts on EVA measures.

Companies operating in different industries and sectors have different asset and capital structures
that depend on the type of business. Even firms in the same industries might pursue different
capital structures accordance with their chosen business strategies. Thus, the relationship be-
tween returns, costs and profitability are also different. When venturing and financing the invest-
ed capital, companies expose to a certain type and degree of risks and consequently require dif-
ferent opportunity costs or particular rate of return for compensating these risks, i.e. different
costs of equity (re) (Pavelkova & Knapkova, 2011). According to the Capital Assets Pricing
Model, these costs can be expressed (in %) as the sum of the risk-free interest rate of the given
capital markets and risk premium (for the venture risk, for the reduced liquidity of assets, for
financial structure and for financial stability). The risk portfolio of a specific firm will decide
their cost of capital. The lower the risk and hence the cost of capital, the superior EVA will be.
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Figure 1: The main factors affecting EVA result [own research adapted from Pavelkova (2016)]
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6 EVAIMPLEMENTATION

As indicated in previous part, EVA is not only a measurement system. It’s also a tool for
communicating the value-based management principles and changing managerial behaviors.
In order to fully taking advantage of EVA, all managers in all levels and all employees in the
best case need to understand the underlying concepts about value creation of EVA. However,
it is very burdensome to change all the mindset of all managers at the same time, especially
financial executives who have been using traditional accounting principles for their entire life.
Changing the attitude of operating managers toward value-creation approach is also tough
tasks which require the transparency in the finance and accounting function. These challenges
can be achieved when managers and employees understand what the company’s financial
goals are, why these goals are chosen, and what they can do to achieve them. After all, the
successful of EVA implementation is not only the responsibility of only top managers but also
of every employee. The financial specialists and top managers can design the appropriate capi-
tal structures of capital and proper measuring and result reporting system but the real value
creation rests with operating managers and their employees. However, for successful EVA
implementation, the tailored-made EVA system should be made to adapt with the specific
situation for each company (Blume, 2015). Nevertheless, according to Young and O’Byrne
(2001), there is a common framework including four following common steps in EVA imple-
mentation:
Step 1: Building solid commitments at the board and top management levels
about EVA concepts and EVA implementation.
Step 2: Making the essential strategic decisions on the EVA program. There
are some key questions which should be considered:
Which is the business unit level for applying EVA measurements?
How will EVA is calculated?
What adjustments will be made?
How often will EVA be calculated?
What is invested capital to use?
How the management compensation is linked with EVA measurements?
Step 3: Develop an implementation plan.
Step 4: Set up a training program.
Following this common framework, there are two common problems when implementing

EVA measurements system which are: the underinvestment problem and the synergy problem.
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The underinvestment problem state that EVA can lead managers to underinvest in physical
and intangible assets or projects such as developing new products and equity brands. It might
happen because under the pressure of EVA, cut off some invested capital can be a way for
improving EVA measures. For dealing with this problem, the momentum or growth in EVA
should be focused, instead of the level in EVA bonus plan. In addition, the underinvestment
problem can be mitigated largely if nonfinancial value drivers are used (Steward, 2013). It
means that, beside EVA, the value drivers which are important to create value and growth in
EVA should be measured and monitored as well. This problem also highlights a very big con-
cern in EVA implementation which is management compensation. The management compen-
sation need to be tightly tied with EVA in the manner which encourage the value-creation
managerial efforts from managers in all level.

The synergy problem is the problem about the cooperation between business units, divisions
or departments in a company when each independently has their own EVA measurement sys-
tem. In fact, the smooth operation of any business processes needs the synergy between differ-
ent departments or divisions. In this sense, cost allocation and transfer pricing between de-
partments can be obstacles preventing the success of EVA implementation (Young and
O’Byrne, 2001). There is no way to get rid of these synergy problems completely but several
practices can be useful to alleviate them. One of the most popular approaches is to select value
drivers which can be more easily and directly related to lower-ranking managers than EVA. It
helps to side step the issues of cost allocation and transfer pricing when calculating EVA at
divisions. At some companies where Activity-based costing (ABC) are employed rather than
traditional approaches to overhead cost allocation, managers gain a better understanding of the
forces that drive overhead costs in their divisions. Using ABC can help to have more accuracy
EVA at the divisional level.

The effects of EVA implementing on firm performance also attracts the attention of research-
ers. After Steward (1991) claims that EVA is the best performance measures, many research-
ers attempt to test this statement by examining the relationship between EVA implementation
and stock returns or between EVA adoption and firm value. The results are mixed between
supporting the extra explanatory power of EVA on stock returns and rejecting this. Bao and
Bao (1998) examined the US firms for finding the usefulness of EVA measures and abnormal
economic earnings. They found that EVA has higher explanatory power over accounting earn-
ings on market returns. Machuga, Pfeiffer and Verma (2002) also found that EVVA is the relia-

ble measures for future returns on stock market rather than the Earning per share metric. How-
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ever, when comparing the association between EVA and stock returns with the one between
accounting earnings and stock returns, Ismail (2006) found that EVA is not better in explain-
ing stock returns than net operating profit and net income. The mixed results are expected
when successful EVA implementation is considered as one of the dramatic changes in not

only accounting principles but also the whole companies’ culture and business approach.



TBU in Zlin, Faculty of Management and Economics

37

Il. PRACTICAL PART
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7 COMPANY PROFILE

7.1 History

Nam Viet Joint Stock Company (NAVICO) was previously Nam Viet Limited Company,
which was established in 1993, with ordinance capital only 27 billion VND, working on the
construction.

In 2000, realizing the robust potential of Pangasius & Basa fish in An Giang Province, the
company decided to broaden trading fields to process maritime products, beginning with
building up Nam Viet processing maritime products factory with 30.8 billion VND of the total
invested capital, specialized in processing frozen Pangasius & Basa fish for export, with ca-
pacity about 300 tons of fish material per day. In 2004, building up the new Thai Binh Duong
processing maritime products with capacity of 200 tons of fish material per day and activated
in the end of November 2004, raising total average processing capacity of the company to 500
tons per day. By that time, Navico purchased raw fish (fish material) from famers.

Coming into being and having robust development annually, in order to develop continuously
in larger size and faster, in 2006 Nam Viet officially became joint-stock company with the
ordinance capital of 600 billion. In April 2007, Nam Viet was allowed to issue more stock and
selling to public 6 million shares (in total value of 60 billion VND). That is the milestone for
NAVICO to be listed in Ho Chi Minh Stock Exchange Market. The company’s total ordinance
capital is 660 billion VND according to business registration certificate number 5203000050
of An Giang department of planning and investment issued in 18/08/2007.

In 2011, Navico started raising aquatic materials (basa fish, pangasius, ...) at farming areas,
forming the new feeding fish process from preparing ponds, breeding young fish, takes care
about fish, and as final phase to harvest them. In 2012, fish meals factory was built with 6
producing chains with total capacity about 500 tons per day, providing 100% required food for
raising fish at ponds. In 2015, total area of pangasius farming were about 252 hectares, provid-
ing about 70% to 80% of all production.

Kind of issued share:

- Common share par value: 10.000 VND/share

- Quantity of first-time issued shares: 66.000.000 shares

- Date of an exchange of the first share: 7th December 2007.
- Stock code: ANV
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Oriented developments:

- Society: Implementing transparent hours, wages, social welfare regimes. Ensuring

right and legitimate interests of employees. Protecting the health and create healthy

working environment for employees.

- Business process: The aquaculture and seafood processing continues to be the core

business of Nam Viet and maintain the current area of fish farming.

- Environment: Improving the system of environment implementation & management,

preventing polluting, protecting natural resources and enhancing working environment.

- Expand investment: seafood processing would certainly be the ordinary business activ-

ity and solid foundation for investing more into the equipment for the fish meals facto-

ry to increase the plant’s capacity to 750 tons per day and selling the fish’s feed in the

market for the near future.

7.2 Subsidiaries and affiliated companies

a. Subsidiaries

Table 4. Subsidiaries [own elaboration]

Name of subsidiaries Business activities Ordinance capital | Own rate of
Navico (%)
Indian Ocean Limited | Processing, maintaining aquatic | 36 billion VND 100%
Company products and producing fish oil,
fish powder...
East Sea Seafood Lim- | Trading and exporting seafood | 5,3 billion VND 90.91%
ited Company products
b. Affiliated companies
Table 5. Affiliated companies [own elaboration]
Name of affiliated | Business activities Ordinance capital | Own rate of
companies Navico (%)
DAP 2 Joint Stock | Producing and trading fertilizers | 1.500 billion VND | 40.5%
Company-Vinachem | and chemicals
Green Farm Vegeta- | Processing and maintaining vege- | 27 billion VND 44.4%

ble Joint Stock Com-

table products
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pany

7.3 Business overview

Fish meals factory
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Figure 2. Business Model of Navico [own elaboration]

7.4 Quality control process summary

a. Purchasing raw material

- Appointing officers to fish ponds to inspect conditions, raising document and take
samples.
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- Test 5 antibiotic criteria (CAP, AOZ, MG/LMG, En/Cip, Trifluralin) and purchasing
only batches of material without antibiotics.

b. Producing finished products

- Controlling technical parameters, checking product quality and the material as well as
sub-material in every step during the production from receiving the material to loading
goods; conforming HACCP, IFS, BRC in controlling and checking.

- Controlling quality of water used in the processing according to the standard
98/83EEC.

c. Inspecting quality of cargos

- Quality inspecting department, under the head of company, picks up samples randomly
from cargos to inspect the quality. Only cargos, that are qualified according to regula-
tions, are permitted to be exported.

d. Inviting Nafigad to inspect and issue quality certificates

- When cargos are finished, Quality Control Department invites authorities concerned,
Nafigad, to come to pick up samples for quality inspection according to regulations of
the import market or request of the customer, then Nafigad issues quality certificate for
the cargo before exporting.

e. Loading goods
Quality Controllers (QC) in finished-product area inspects and monitors the loading

process (i.e hygiene conditions, means of transportation, carton quality, strap, etc...)

7.5 Typical products

Navico produces variety of products made of pangasius, basa fish and tilapia. Some typical
products are: Untrimmed Pangasius Fillet, Pangasius Loin/ Cube/ Fin/Steak, Tilapia HGT,
Red/Pink Tilapia Fillet.

7.6 Consumption market

NAVICQO’s products are exported to more than 100 countries around the world: America
(Mexico, Brazil, Colombia, ...), Europe (Spain, Portugal, Denmark, ...), Asia (China, Thai-
land, Malaysia, ...), Middle East (Arab Saudi, Kuwait, ...), Australia, ... Among these mar-
kets, Europe and America are main markets accounting for more than 60% of total exported
volume. The export volume exceeds 50 thousand tons, export turnover reaches 105 million

USD annually. Export accounted for 93% of total revenue.
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8 RELEVANT MACROECONOMICS AND MICROECONOMICS

8.1 Overview relevant macroeconomic factors

8.1.1 GDP of Vietnam economy

GDP growth
8,00%
7.00% 6 2% 6,68%

5,98%
6,00% 5,25% 5,42%

5,00%

4,00%
3,00%
2,00%
1,00%

0,00%
2011 2012 2013 2014 2015

Figure 3: Vietnam GDP growth over 2011-2015. Source: Vietnam General Statistics Office

According to World Bank, Vietnam’s development record over last 25 years is remarkable.
Vietnam had enjoyed a strong economic GDP growth. Since 1990s, Vietnam’s GDP per capita
growth has been among the fastest ones in the world. According to State Bank of Vietnam,
Vietnam as South East country has low middle income and the annual unemployment rate is
about 3%. As other emerging countries, Vietnam has high performance of agriculture sector
and manufacturing production. Although Vietnam faces drought, flood, corruption and rural
poverty, this Southeast Asian country is forecasted to grow again by more than 6% since there
are no signs of slowing. Even if the TPP dies under Donald Trump, Vietnam can replace it
with other trade pacts. The country is known for lower prices than China since they keep giv-
ing investor incentives to manufacture exports. Manufacturing products are moving up in a
value-added capability for economy, from traditional exports to consumer electronics. Viet-
namese consumers nowadays are earning and spending more money and startups backed by
venture capital are giving private business a sudden boost.

In addition, the economic recovery in 2015 remains fragile in advanced countries, euro area
and mixed across the member countries according to GDP growth in USA and some strong

Asian countries (i.e. Japan, China, India). Some emerging countries recorded slowing GDP
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growth (i.e. China) and downward vision for their outlooks in next 2 years (due to the increas-
ing of private and public debts and the low commodity prices). Generally, global growth be-
comes more mute and sparking the risk aversion, affected broadly by the consumption in the
global market, which creates unfavorable condition for those countries mainly depending on

exporting goods & services as Vietnam.

8.1.2 Inflation
Inflation
25,00%
20,00%
15,00%
10,00%
o0 [
2011 2012 2013 2014 2015
-5,00%

Figure 4: Inflation in Vietnam period 2011-2015. Source: World Bank Data

As presented in Figure 4, inflation strongly declines since 2014 and 2015 due to the down-
trend of oil prices, fuel and foods (especially rice). Those commodity goods contributed 17%
for basket of goods. The crude oil in the world tends to have lowest price level since 2009,
coal is not different. Modest growth recovery in developed countries and slow growth of Chi-
na are main reasons that lead the slump of aggregate demand of energy and raw materials of
the world. Plus, rice prices in Vietnam are lower than other countries (India, Thailand) due to
the competitiveness in exporting around the world.

GDP growth is quite stable whilst inflation has downtrend, which states that the real GDP
would be sharply growing up, this means Vietnamese economy is growing up thanks to the
impact of macroeconomics factors, not the price factors. The reduced gasoline price and the
low of rice and food (in comparison with other Asian countries) strongly contributed to lower
cost of products. Clearly, price factors are stimulating producers to expand production scale

and purchasing power of economy.
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8.1.3 Exchange rate

Vietnam - Exchange Rate (aop) Data

2011 2012 2013 2014 2015

Exchange Rate (vs USD. aop) 20,663 20,874 21,029 21,198 21,929

Figure 5: Exchange rate of Vietnam currency (2011-2015). Source: Vietnam State Bank

Vietnam applied managed floating exchange rate. Exchange rate has significant fluctuation
since 2015 due to 2 main negative influences of:

e On Sep 2015, China has cut the value of its currency (the Yuan) for several times con-
secutively. They turned fixed exchange rate into float market exchange rate. China
aims to boost the economy, maintain growth and employment. GDP growth of China
has fallen from double digits few years ago to only 7% recently, also the development
model based mainly on investment and exports is no longer effective. China wanted to
enhance their currency’s power and strengthen their central role in the global economy.
The weaker Yuan will support commodity exports while making it less expensive in
the world market. As a result, Vietnam Dong has to be weakened due to competition in
the export market.

e In addition, on Sep 2015, FED is expecting to increase US rate. The possible FED rate
hike by that time would weaken the appeal of Vietnam currency even more since US
interest rate would strengthen dollar demand, dollar price could get higher, strongly
negatively impact on emerging countries (especially for those countries depending on
the commodity exports). So that Vietnam State Bank decided to devaluate Vietnam
Dong to improve the situation.

Vietnam is among top 5 seafood exporters in the world. Exchange rate plays a crucial role in
the competitiveness of exporting seafood companies, also influents on net profit over years

due to exchange rate differences.
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8.1.4 Additional factors

e Government policy
The corporate income tax would be cut to 22% from 25% starting since 2014 and to
15% since 2015 for aquatic and agriculture industry (according to 71/2014/QH13
Law). This would help domestic business to recover and attract more foreign invest-
ment to revive the economy.

e Climate risks and challenge loom
Vietnam is highly vulnerable to climate change and natural disasters, posing signifi-
cant risk to development gains and further progress. Already, Vietnam is experiencing
rising temperature and sea levels, stronger storms, floods, and droughts. Average eco-
nomic losses amount to 1-1.5 percent of GDP over the past two decades.

e Important agreements

In 2015, Vietnam has signed on 2 important agreements as follows:

TPP (Trans-Pacific Partnership) is a proposed regional free trade agreement (FTA), current-
ly under negotiation between Australia, Brunei, Canada, Chile, Malaysia, Mexico, New Zea-
land, Peru, Singapore, the United States, and Vietnam; which are all important partners of
Vietnam’s seafood processing industry. This event would create economic block with the few-
er barriers hindering flows of goods and services.

The AEC (ASEAN Economic Community): Tariffs on ASEAN goods have already been re-
duced and more tax cuts will be forthcoming in line with an approved road map. According to
the Ministry of Finance, 8.603 tariff lines have been brought down to zero in accordance with
the ASEAN Trade in Good Agreement and 15 more tariff lines will be lowered to 0% this
year. The country will cut 77 tariff lines on completely built-up automobiles from 50% to 40%
this year, and the rate will further fall to 30% in 2017 and 0% in 2018.

Those are great news for Vietnamese products and Vietnamese businesses on their way for
selling and providing oversea with fewer limitations. In the other hand, domestic businesses
would be competing immensely due to price competition, Vietham companies must try harder
either to make more products’ differentiation or lure more customers.

8.2 Relevant microeconomics

Based on Porter’s 5 Forces Model, we clarify all those relevant microeconomics:
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Threat of new entrants: Relatively Low

Since the entrant is required intensive-capital, high technology, strict regulation and protecting
environment, the threat of new entrants is relative low.

Threat of substitute products: Pretty High

Due to customer preferences, people rather eating fish than meat, however, if the price of pan-
gasius and basa fish is not attractive, final customers would turn to other substitutes of fish or
seafood with many various other options.

Bargaining power of buyers: High

Vietnamese aquaculture processing industry is currently under high pressure from the anti-
dumping duty of the US Ministry of Commerce for catfish & seafood, which has significant
impacts on the competitiveness in global market and exporting catfish (pangasius, basa fish,
etc.). This is a big challenge for in the integration period.

Thus, Navico so far have get some threatens from:

+ Threat of un-claimable receivables by the customer those are facing the anti-
dumping lawsuits.

+ Threat of losing orders in strict markets as EU and US.

Bargaining power of suppliers: Low
Navico creates closed manufacturing processes, materials are being produced from internal
processess, which are affected by some factors as follow:

+ Threatened from polluted environment: Polluted environment is immense concern
nowadays, especially in Vietnam. In 2016, Vietnam marine life disaster was water crisis, af-
fecting four provinces in central Vietnam. It was tremendous shock for seafood processing
industry since approximately 80 tons of fish carcasses had been washed to the shores and the
marine life destruction were worsened by red tide and toxics generated by the steel plant in
Taiwan.

+ Threat of salted water intrusion due to climate change that could lead to narrow

down of living fish and aquatic fish- those are main materials for seafood processing.

Competitive rivalry: Extremely High

Navico used to be the largest pangasius exporter in Vietnam in 2007-2008 period. Nonethe-
less, the company gradually lost its leadership position when loosing Russian market. So far
Navico is the 3" largest exporter, accounting for 6.6% of total Vietnam’s pangasius export

value.
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Though, there are about 200 companies in the industry, Navico is not only competed by do-
mestic companies but also other companies broadly from other countries (notably China).
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9 SWOT ANALYSIS

Figure 6: SWOT analysis of Navico [own elaboration]

Strengths

- Navico has closed manufacturing process,
so Navico could be truly positive in moni-
toring and controlling in

- Navico has been operating more than 20
years and used to be the largest fishery
company in the past- basically Navico
could be reliable for novel customer.

- Navico as a whole is located at Mekong
Delta where is well-known as abundant
natural resource (fishery, water and soil),
which is pretty good condition for sustain-
able development.

- Join in aquaculture processing industry
since 1993, Navico has matured experience

in rising and processing pangasius fish.

Weaknesses

- Not much pay attention on R&D activities
- The products are not diversified; finished
products are mainly pagasius, tilapia with

different parts/forms.

Opportunities

(mentioned in the part” Additional factors”

above)

Threaten

- Technical barriers risk: Most of the target
markets consider technical and hygienic is-
sues when importing Vietnamese pan-
gasius, especially US & EU market. Cur-
rently, Vietnam’s pangasius is facing with
hurdles from these barriers and moving to
markets having less requirements such as
Asian, China and others, dampening the
export value.

- Foreign exchange risk: EU is one of the
Vietnam largest export market, so EUR

devaluation has negative impact on fishery
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companies. In 2 first quarters of 2015,
pandasius businesses suffered a dramatic
drop in export value.

- Epidemic risk: epidemics took place on
over 730 hectares of pandasius farming ar-
eas in Mekong Delta, accounting for 12%
of total farming square. Epidemic creates
restriction for Vietnam’s pangasius to ex-
port. On the other hand, some epidemics
have high mortality rate, up to 90% and se-
riously affect the farming efficiency. Navi-
co shall pay attention on monitoring epi-
demics and controlling the use of antibiot-

ics and vaccines.
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10 FINANCIAL ANALYSIS AND STRATEGIC PROPOSES

This part will deal with analyzing the financial situation of Navico during period 2011-2015
and proposing the strategy accordingly. Since Navico has not yet applied EVA concept, the
traditional financial measurements are currently using for decision making of managers and
shareholders. The financial analysis is set as follow to give overall picture of Navico’s busi-

ness activities:

10.1 Liquidity Ratios

The liquidity of the firm measures how can firm’s ability to satisfy its short term obligation
when they come due. Liquidity refers to the solvency of the firm’s overall financial position-
the ease in which all bills are repaid. Since the common symbol of distress and bankruptcy is
low or declining liquidity, these ratios can provide good signs to recognize cash flows problem
and predict for business failures. Having enough liquidity for day-to-day operation is im-
portant. However, some current assets do not earn particular high of return (for instance: cash
in banks, marketable securities, ...), so shareholders do not want to overinvest in liquidity. In
the other hand, firms have to balance the need of the safety and the need of generating the re-

turn for investors.

Liquidity Ratios
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Figure 6: Liquidity Ratios of Navico period 2011-2015 [own elaboration]

Higher current ratio indicates greater degree of liquidity. How much liquidity the firm needs
depends on variety of factors, including the size of the firm, its access on firm financing re-
sources like banks or financial institutions, the volatility of its business. For example, the li-
quidity of the grocery store whose revenues are relatively predictable may not need as much

liquidity as Navico who faces sudden and unexpected shifts in demand for its products and the
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inventories account for the significant position in Navico Company. The more predictable a
firm’s cash flow, the lower acceptable current ratio.

In case of Navico, liquidity ratios are generally declining over the years since 2011 to 2015.
The current ratio dropped from nearly 2.0 to 1.04 in 5 years, although current ratio in 2015 is
slightly higher than 2014. That mainly has driven by the declining gradually in trade receiva-
bles due to the fact that Navico made a debt forgiveness for those receivables had 100% provi-
sions for doubtful debts, and the lost in market share (some big customers are no longer trad-
ing with Navico).

The difference of current ratio and quick ratio is relatively high, inventories thus account for a
significant proportion in current assets, it is predictable for lower inventory turnover. Obvious-
ly, in 2015, Navico had huge amount of harvested fish that have not been sold due to competi-

tion with China market.

Liquidity Ratios
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Figure 7: Compare liquidity ratios of Navico and aquatic industry [own elaboration]

Current ratio and quick ratio are pretty low in compare with the aquatic industry during recent
years whilst liquidity of industry is quite stable over this period. Besides, when going through
Navico report, there are some important points that investors should pay attention to. Navico’s
ability is not as really shown by quick ratio and current ratio since in balance sheet 2011-
2015, Navico’s other current assets include significant amount of deductible VAT (VAT over-
paid). Tax assets are known as the lowest liquidity since it normally would be offset with tax
obligation next year. Hence, if we don’t take into account those deductible VAT, the current
ratio is truly much lower than that. In addition, cash ratio is way too low- nearly close to zero,

which states that investor shall pay attention on the liquidity of Navico.
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10.2 Activity Ratios

Average age of inventory (days)
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Figure 8: Compare average age of inventory of Navico with aquatic industry [own elaborati-

on]

Activity Ratios measure how long various resources of the company are converted into sales
or cash — inflow or outflow. Those important resources could be inventories, receivables or
payables, since every single firm is formed by close cycle continuously from an inventory
management, disbursements and the collection.

Average age of inventory presents how many days of inventory the firm has hand on. Average
day’s sale of Navico inventory is about 150 days to 220 days. It means it would take from 3
months to more than 7 months to sell finished goods, which is almost 1.5 times of the average
age of industry. Basically, Navico’s business activities are producing feed for material fishes,
raising young fishes and fish processing, Navico’s warehouse thus contains variety of invento-
ry categories which provide for many different stages of producing final products. In addition,
due to the fact that young fish are going to be harvested after 2 months raising at the pond (or
even longer depends on what kind of fishes), aquatic industry would have longer days in aver-
age age of inventory in compare to other industry. However, Navico’s average age of invento-
ry exceeds the average one of aquatic industry, which is not good sign for investors. Notably
in 2015, Navico’s average age of inventory is twice higher than industry due to high produc-

tion in fish harvest whilst the consumption is retarded.
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Figure 9: Compare average collection period of Navico and aquatic industry [own elaborati-

on]

Generally, average collection period of Navico is higher (even many times higher during
2012-2013) than average payment period. That means it would be difficulties for Navico in
working capital management. To make sure payables are paid on time, Navico sometimes has
to ask for short-term loans/ borrowings. In the other hand, the differences between that 2 ratios
are narrowed down gradually, which states that Navico is on its way to improve the liquidity
situation.

Navico’s average collection period is decreasing over years and reached the average one of the
industry in 2015. That is plus point for Navico in their efforts in declining numbers of collect-
ing receivables. In addition, we would say Navico has good relationship with customers in
credit term and collection policies. Also, it would bring Navico more advantages to compete
with other companies in the market.

Regarding payments, average payment period is about 20 to 30 days, which is quite stable

based on Navico’s binding contract with suppliers.
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Figure 10: Total asset turnover Navico and aquatic industry [own elaboration]

Total asset turnover is the ratio of the value of a company’s sales or revenues generated rela-
tive to the value of its assets. Generally speaking, total asset turnover of Navico is moving the
same direction but it is pretty lower than average of industry during 2011-2015. Navico is de-

ploying its assets in generating revenues in not efficient way as the aquatic industry requires.

10.3 Debt Ratio

The debt ratio measures the portion of total assets financed by the firm’s creditors. The higher
this ratio, the greater amount of other’s people’s money is being used to generate profits. In

contrary, it would be risky if company uses too much debt for financing their assets.

Debt Ratio
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Figure 11: Debt ratio of Navico and aquatic industry [own elaboration]
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Generally, debt ratio of Navico is hiking gradually over years, it is moving in the same direc-
tion with aquatic industry. Navico’s debt proportion increase mainly due to the long term
loans from banking and the other liabilities that dividends have not been paid to shareholders.
Compared to the aquatic industry, Navico’s debt ratio is about 6 to 15% lower. That presents
Navico is less risky than the average company in industry. It would probably find it cheap to
borrow money since creditors trust that it is in solid financial position and can be expected to
pay them back in full. In the other side, Navico would not statistically generate high return as

the average level industry required in the future.

10.4 Profitability

Profitability Ratios

16,0%

14,0%

12,0% mmm ROA ANV

10,0% ROE ANV
8,0% ROS ANV
6,0% =0—ROA Aquatic industry
4,0% —8—ROE Aquatic industry
2.0% I ' ROS Aquatic industry
0,0% L _ I.\_‘

2011 2012 2013 2014 2015

Figure 12: Profitability Ratios of Navico and aquatic industry [own elaboration]

ROA is an indicator of how profitable a company is relative with its total assets. This indicator
also means how efficient management is at using its assets to generate earnings. ROA of Nav-
ico is fluctuated sharply over year 2011-2015, started at quite attractive digits in 2011 (4.3%)
and ended at unfavorable conditions in 2013 & 2015 (only 0.1-0.2%). Whilst total assets re-
main increasing stably, the driver factor is the abnormal fluctuation in net profit after taxes.

- In 2013, selling expenses are twice higher than previous years since Navico started
approaching new markets in India and Israel, brokerage fee is thus arising which pays to bro-
kerage company, plus the shipping overseas fees/charges increased at the time due to some
customers would like to choose the currier brands which they prefer, Navico has no chance to
choose the best shipping fees/charge. Also the administrative expenses in 2013 increased

sharply due to the provision expenses for the bad debt 21 billion VND.
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- In 2015, the provision for long term investment in DAP Joint Stock Company in-
creased to 67 billion VND, which lead to the financial expenses fluctuation in 2015, net profit

has thus strongly declined.

The unstable growth in net profit caused the abnormal volatility of Return on Equity (ROE),
return on sales (ROS). ROE measures how much profit the company generates with the money
shareholders have invested. The Navico’s ROE’s in 2013 and 2015 are almost zero which are
truly unexpected from investor’s point of view.

Generally, ROA and ROE of Navico are still positive but much lower than the average of
aquatic industry. Profitability ratio draws an unfavorable picture for Navico. In the other
words, Navico is ineffective in converting its resources (i.e. money, assets) into next profit.
However, a free cash flow is another form of profitability and can be used instead of net in-
come. Navico could be good example to demonstrate how to look at traditional measurement

that could mislead investors:

Cash and cash equivalents at the end of the year (Vnd)
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Figure 13: Cash and cash equivalents of Navico (2011-2015) [own elaboration]

Even though ROA and ROE in 2015 (as well as 2013) are lower than in 2014, conversely,
2013 and 2015 have healthier cash flow level than in 2014. Investors should pay attention on

this when making decisions- the fairly low ROE does not mean bad investment.

10.5 Strategic propose

Through the analysis of financial performance of Navico and other factors in the current mar-
ket, numbers of strategic risks which are likely to affects the future development of the com-

panies can be clearly observed:
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- The decreasing of business operating effectiveness: Most of the activities ratios are
worsening and much worse than average aquatic industry measures. For example, the average
age of inventory is nearly two times higher than the industry average; the total asset turnover
ratio is much lower than industry average.

- The liquidity problem is at the very high risk level: Current ratio and quick ratio are
pretty low in compare with the aquatic industry. In addition, the significant differences be-
tween current ratio and quick ratio highlight the risk of company’s survival when there are
sudden shocks in the market. This issue is more severe when the debt ratio is rising dramati-
cally in recent year.

- The risk of losing competitive advantage: Navico is gradually losing their leadership in
the aquatic industry. From being the leader in the market, Navico is now only the third one.
More importantly, the reasons are mainly contributed to the ineffectiveness of current internal
business processes and the old business model is not adaptive frequently enough to the new
trends in the market.

- The unreliable and limited usefulness of current profitable measurements: Traditional
profitability ratios represent the historical performance of Navico. ROA and ROE of Navico
are still positive but much lower than the average of aquatic industry. Although they clearly
show the current problems in the companies but they are affected largely by accounting poli-
cies and cannot capture the real reasons behind the declines in company competitive ad-

vantages.

From these strategic risks stated above, numbers of strategic business propositions can be de-
fined to help Navico overcome current challenges and increase their chances to prosper in the

long term:

- Focusing all the company’s efforts and resources on reinventing their competitive ad-
vantage as one of the leaders in the industry. Navico still possesses some most essential and
important strengths to compete in the market such as: strong brand name, strong connections
with suppliers and customers, wide distribution channels and strong know-how powers from
the experiences employees and expertise of management team. In other word, choosing the
right things to do is the most important tasks at the moment. For this purpose, investing in
market research and R&D are the must for Navico.
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- Reallocating resources to the profitable business units and divesting the unprofitable
ones which show no long-term benefits to companies. Especially, the divesting activities are

necessary in current period to reduce the risk of company’s liquidity problem.

- After choosing the right things to do, doing them in the right way is also important for
competing. Important business operating processes such as inventory management, cost man-
agement, etc. should be carefully monitored and improved with new approaches. Implement-
ing new development in lean manufacturing should be seriously considered to bring the effec-
tiveness of production at least up to the industry average level.

- On top of all, all above strategic business processes cannot be implemented effectively
if there is no appropriate performance measurement system which captures all the effects of
these activities on overall firm performances. The traditional financial performances meas-
urements cannot fulfill this crucial role. Therefore, new performance measurements systems
and indicators should be used. Especially, the new performance measurements systems should
tightly link the employees’ and manager’ benefits to the successful of new business objectives.
From this point of view, EVA as a new performance measurements system can satisfy mostly

all requirements.
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11 EVA CALCULATION, IDENTIFICATION OF FACTORS
INFLUENCING COMPANY’S PERFORMANCE

Navico is not using EVA for financial measurement and management measurements. EVA
measures economic profit, not accounting profit.
Follow this formula: EVA= NOPAT- WACC*Invested Capital, we can trace on each factor:

11.1 Net operating profit after tax (NOPAT)

As mentioned on theoretical part, accounting items should be adjusted into economic point of

view with mainly some major adjustments:

11.1.1 Tax differed assets

The tax differed assets arose in only 2011 only due to the different time on recognizing the
revenue of an invoice. This tax differed assets would be offset with tax obligation of the flow-
ing year. When converting accrual into cash, this tax differed assets thus would be subtracted
when calculating NOPAT.

Table 4. Impact of Tax differed on NOPAT [own elaboration]

(Thousand VND)

Tax differed 2011 2012 2013 2014 2015

Tax differed assets 303,242 - - - -

Impact on NOPAT | (303,242) | - - - -

11.1.2 Provisions

The provision reflects a decision to make additional expenses in anticipation of future cash
losses, it is not the actual cash reduction. So that we add back to cash-based NOPAT.
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Table 5. Impact of Provisions on NOPAT [own elaboration]

(Thousand VND)

Provisions

2011

2012

2013

2014

2015

Provisions
for devalua-
tion of in-

ventories

(1,049,000)

(4,280,812)

(1,373,887)

(1,182,010)

(1,660,540)

Provision
for doubtful
debt

(66,604,283)

(67,209,403)

(29,846,091)

(89,670,809)

(31,017,222)

Provision
for long
term in-

vestment

(11,887,176)

(3,666,053)

(9,611,883)

(13,821,319)

(85,389,796)

Impact on
NOPAT

79,540,468

75,156,269

40,831,862

104,674,138

118,067,559

11.1.3 Expense recognition

Flipping through the ledgers of item” selling expenses”, we filter the marketing costs for en-

tering new market, join in trade fair which could bring the future customer and benefit for

Navico. According to economic point of view, all these expenses should be allocated into rea-

sonable number of years (in the case of Navico is 5 years ahead). Simultaneously, these costs

would be added back as invested capital.




TBU in Zlin, Faculty of Management and Economics 61

Table 6. Impact of Expense recognition on NOPAT [own elaboration]

(Thousand VND)

Allocated into 5 years

Expense recogni-

tion

Amount

2011

2012

2013

2014

2015

Marketing costs for
entering new mar-
ket, join in trade
fair in new market
of 2011

534,778

106,955

106,955

106,955

106,955

106,955

Marketing costs for
entering new mar-
ket, join in trade
fair in new market
of 2012

1,846,767

369,353

369,353

369,353

369,353

Marketing costs for
entering new mar-
ket, join in trade
fair in new market
of 2013

4,775,634

955,126

955,126

955,126

Marketing costs for
entering new mar-
ket, join in trade
fair in new market
of 2014

2,256,847

451,369

451,369

Marketing costs for
entering new mar-
ket, join in trade
fair in new market
of 2015

5,338,637

1,067,727

Impact on
NOPAT

106,955

476,309

1,431,436

1,882,805

2,950,533
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11.1.4 Operating leases

Navico leases lands or farming area to establish ponds under operating leases. The lands are
typically leased for 5 years. Lease payments over 5 years are fixed on the binding contracts.
Navico treats operating leases as expenses, and operating leases places no liabilities on the
balance sheet, they are type of off-balance sheet financing. However, those lands are closely
related to operating activities of business, so they need to be put back on the balance sheet and
they are treated as capital leases over years. The operating leases must be added back into list
of Navico’s assets as the normal assets which are funded by debt obligation, and economic
point of view also imposes those capital leases the amount of implied interest expense, which
is added back these interest expense into earning before tax and interest.

In 2015, Navico rent the new farming area with total annual payment about 1.037.872.667.
We can predict the future obligation stream that Navico has to pay during 5 years ahead, and
then estimate the present value to future payments by discounted to weighted average cost of
capital of year 2015. Implied interest expense therefore is the cost of debt implied on the pre-

sent value of future obligation which has been counted.

Table 7. Calculating Implied Interest Expenses [own elaboration]

(Thousand VND)

Year 2015 Annual payments PV of payment to 2015

2015 1,037,872 1,037,872

2016 1,037,872 978,453

2017 1,037,872 922,436

2018 1,037,872 869,626

2019 1,037,872 819,840

Total capitalized leases 5,189,363 4,628,230

Implied interest expenses 205,272

We can carry out those step Similarly to the land leases of the year 2011-2015 and continue

added the implied interest expense on NOPAT.

Table 8. Impact Operating Lease on NOPAT [own elaboration]
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(Thousand VND)

Operating Lease 2011 2012 2013 2014 2015

Implied interest ex-

pense 453,960 | 94610 | 156,245 | 166,385 | 205272

Impacton NOPAT | 453060 | 94610 | 156,245 | 166,385 | 205272

11.1.5 Prepaid expenses

According to cash flow point of view, prepaid expenses are kind of the provisions for the fu-

ture costs. Therefore, it could be processed as those provision mention above.

Table 9. Impact of Prepaid Expenses on NOPAT [own elaboration]

(Thousand VND)
Prepaid Expens-
es 2011 2012 2013 2014 2015
Long-term  pre-
paid expense - 12,968,867 | 52,229.380 | 62,110,890 | 48,787,084
Impact on
NOPAT - 12,968,867 | 52,229.380 | 62,110,890 | 48,787,084
11.1.6 NOPAT
Table 10. NOPAT Calculation [own elaboration]

(Thousand VND)

2011 2012 2013 2014 2015
Total  earning
before tax 92476970 | 40,725879 | 2.731,176 | 70,506,759 | 8,820,959
Loan interest ex-
penses 32164726 | 47,856.434 | 66,576,093 | 63,209,006 | 79,878,032
EBIT 133.715.85
124.641,696 | 88,582,313 | 69,307,269 5 88,698,991

Total accounting | 79793143 | 88,696,056 | 94,648,923 | 168.834,22 | 170,010,44
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adjustments 0 9

--> Net operat-
177,278,37 | 163,956,19 | 302,550,07 | 258,709,44

ing profit 204,439,839 0 3 6 0
> NOPAT 132,958 77 | 122,967.14 | 235,989.05 | 219,903,02
153,329,879 7 5 9 4

To be more visible, NOPAT is presented in this follow chart:

NOPAT 2011-2015 (VND)
250 000 000 000

200 000 000 000
150 000 000 000
100 000 000 000

50 000 000 000

2011 2012 2013 2014 2015

Figure 14. NOPAT 2011-2015 [own elaboration]

11.2 Weighted average cost of capital (WACC)

The main factors of Navico’s WACC is cost of debt, cost of equity and proportion of debts/

equity are financed.

11.2.1 Cost of debt after tax

Due to the fact that Navico financed their debts by vary sources (creditors, banks and financial
institutions), the interest rates are variety accordingly. In addition, in financial statement and
also in the Note of financial statements, Navico did not disclose the exactly interest rate to
calculate cost of debt. Hence, the cost of debt before tax is estimated by:

Loan interests expenses paid

Cost of debt before tax=

Total average debts (only borrowings and loans)
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Among that, total average debts are derived from the average debts balances at the beginning
and at the end of the year (from item “Liabilities” in B/S), both of long-term and short-term
debts- only which debts bearing interest expenses.

Loan interest expenses paid are derived from the item “Financial costs” in the Note of finan-
cial statement since according to 1AS 23, the financial costs in P/L statements are the borrow-
ing cost that company has used.

Due to the change in tax policy as well as the incentive policy for agriculture and aquatic over
years, income corporate tax rate is 25% from 2011 to 2013, 22% in 2014 and 15% in 2015.
After deducting non- bearing interest debts, the debt proportion is not as high as what mention
on debt ratio. All steps are presented in this tabular:

Table 11. Cost of Debt and Debt Proportion [own elaboration]

(Thousand VND)

Indicator 2011 2012 2013 2014 2015

Total Aver-
age debts 355,714,046 | 785,449,682 | 1,136,066,094 | 1,456,235,873 | 1,530,844,814

Loan interests
expenses paid 32,164,726 47,856,434 66,576,093 63,209,096 79,878,032

Cost of Debt

before
tax(Rd) 9.0% 6.1% 5.9% 4.3% 5.2%

Cost of Debt

after tax
(Rd) 6.8% 4.6% 4.4% 3.4% 4.4%

Debt Pro-
portion 20.5% 36.6%0 46.6% 52.7% 55.0%

11.2.2 Cost of equity

Navico is public traded company, hence cost of equity could be computed based on CAPM
model as set as follow:

Re= Ri + [B x (Rm- Rf)]

Where:

The Rt (risk free rate) is rate of return on the least risky assets, in this case it is the interest rate

of US Government Bond, is given in Thomson Reuters Database
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Beta coefficient (B): presents for level of the company’s risk, which is collected from the Ho
Chi Minh stock exchange, it is 0.97.

Market risk premium (Rm-Rs): is the difference between the expected return on a market port-
folio and the risk-free rate. According to Damodaran Data, Vietnam market risk premium is
6.4%.

Table 12. Cost of Equity and Equity Proportion [own elaboration]

(Thousand VND)
Index 2011 2012 2013 2014 2015
Rfr 3.99% 3.7% 1.7% 2.3% 1.87%
Market Risk Premium (Rm-
Rfr) 6.4% 6.4% 6.4% 6.4% 6.4%
Beta 0.97 0.97 0.97 0.97 0.97
Cost of Equity (Re) 10.2% 9.9% 7.9% 8.5% 8.1%
Equity Proportion 79.5% 63.4% 53.4% 47.3% 45.0%
11.2.3 WACC
After all components have been calculated, we use this formula for:
WACC=E/V * Re+ DIE * Rg* (1-T¢)
WaCC
10,00%

9,00%

8,00%

7,00%

6,00% —— —e

5,00%

4,00%

3,00%

2,00%

1,00%

0.00% 2011 2012 2013 2014 2015

|—e—WaCC 9,50% 8,0% 6,3% 5,8% 6,1%

Figure 15. WACC 2011-2015 [own elaboration]
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We hereby recognized that cost of equity is always more expensive than cost of debts.

Weighted average cost of capital of Navico is slightly declining over years, we would say it is

good signal for the company.

Although debt ratio is increasing over years, cost of debts is gradually decreasing. That is be-

cause Navico financed their debts mostly by short-term loans while interest rate of short-term

loans is normally lower than long term one.

11.3 Invested Capital

Table 13. Adjusted Invested Capital [own elaboration]

(Thousand VND)
Items 2011 2012 2013 2014 2015
Debts bearing
interests 355,714,046 785,449,682 | 1,136,066,094 | 1,456,235,873 | 1,530,844,814
Total equity 1,377,395,955 | 1,359,165,867 | 1,302,852,319 | 1,306,314,353 | 1,253,199,501
Adjustments:
+ Operating
leases 7,960,000 2,398,737 4,000,000 5,484,363 5,189,363
+ Expense
Recoghnition 534,778 1,846,767 4,775,634 2,256,847 5,338,637
+Provision 79,540,469 75,156,269 40,831,862 104,674,139 | 118,067,560
+ Prepaid - 12,968,868 52,229,380 62,110,890 48,787,085
Adjusted
Invested
Capital 1,821,145,250 | 2,236,986,192 | 2,540,755,291 | 2,937,076,467 | 2,961,426,961

Combine all components which have been computed above, EVAs over years from 2011 to

2015 showed as follow:

Table 14. EVA calculation [own elaboration]

(Thousand VND)
Items 2011 2012 2013 2014 2015
NOPAT | 153,329,880 | 132,958,778 122,967,145 | 235,989,059 | 219,903,025
WACC 9.5% 8.0% 6.3% 5.8% 6.1%
Adjusted
Invested
Capital 1,821,145,250 | 2,236,986,192 | 2,540,755,291 | 2,937,076,467 | 2,961,426,961
EVA (19,621,056) | (44,945,891) | (36,381,389) | 65,408,545 40,063,956
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EVA (Thousand VND)
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Figure 16. EVA Calculation 2011-2015 [own elaboration]

The negative EVA (2011-2013) states that Navico is not producing value from the funds in-
vested into business, but the situation could be changed in 2014 and 2015. EVA is even more
worse declining from 2011 to 2013. Generally, the trend of EVA is fluctuated as the same
trend of NOPAT. The most significant hike in EVA arises in 2014, the reason would be identi-
fied in the next part.

11.4 ldentification of factors influencing company’s performance

In 2014, EVA hiked sharply, which is good signal for investors. The pyramid analysis men-
tioned in theoretical part seems to be useful to identify which drivers have strong influence in
EVA of Navico. Started with the EVA original formula:

EVA= (RONA-WACC) x NOA

Statistically the spread RONA- WACC and the NOA affects EVA positively. In the case of
Navico, EVA increase is affected positively by the increase of the spread RONA-WACC as
well as NOA.
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Eva = Eva
(29,994,486,083)| 75,544,739,010 vear 2013 lyear 2014
+ Eva Increasement
ROMNA - WACC X Invested Capital (NOA)
-1.23% 2.73% 2,438 918 414 080 | 2,762,550,227 272
+ +
ROMA - WACC
5.0%] 8.5% 6.27%)| 5.81%
+

|| ]
RONA itself is influenced by the operating profit margin (NOPAT/sales) and invested capital
turnaround (sales/invested capital). As we can see from the graph, the operating profit margin
increase from 4.9% to 8.5% mainly driven by the growth of sales since the increase of costs is
not as much as the increase of sales in 2014. The invested capital turnaround negatively im-

pacts on EVA creation although it is relatively small decrease.

One of the important advantages of EVA comparing with other performance measures is that
it takes into account the cost of invested capital when calculating. As presented in previous
sections, cost of invested capital is represented by Weighted Average Cost of Capital (WACC)
considering both cost of equity and cost of debt together. Cost of equity is calculated using
Capital Asset Pricing Model (CAPM) in this study while cost of debt depends on the interest
rate in the market. Comparing two years 2013 and 2014, the WACC decreases from 6.27% to
5.81%. This reduction in the cost for using capital explains partly the significant improve-
ments in EVA in 2013-2014 periods. In more details, cost of debts decreased sharply from
4.4% to 3.4%. In contrast, cost of using equity increased marginally from 7.91% to 8.51%
because of the increase in risk free rate (from 1.7% in 2013 to 2.3% in 2014) while other fac-
tors (beta, risk premium) were unchanged. Clearly, using debt instead of equity was much
better in 2014 comparing to 2013. Thus, because of the increase in using debt over equity
(debt/ total equity ratio increased from 46.4% to 52.7%), Navico decreased the cost of total

invested capital.
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12 PROPOSALS FOR IMPROVING FINANCIAL PERFORMANCE
BASED ON EVA

EVA implementation is process that differs always, depending on circumstances of the com-
pany. There are no implementation guides which may tell you exactly step by step what to do
and how to achieve its sharp fit. Implementation has to fit needs of the company, and its length
of integrating into the company also depends on its size, organization structure or also on its
culture. Since company Nam Viet is considered big, we are going to be working in longer
terms strategies.

This EVA integrating proposal will be based on the information coming from the literature
reviewed in the theoretical part. As main guideline the recommended steps by Young and
O’Byrne.

This part will consist of few parts breaking down project as it is. Project name, same as its

point is to be “Proposal of EVA implementation”. Main parts are to be:

a) Project team. Who? How? When?

b) Strategic EVA decisions.

c) Developing implementation plan. Time frame, financial resources.
d) Following training program.

e) Risk evaluation.

f) Possible contribution.

Each part will be then broken down to smaller steps required for proper implementation and
evaluation of processes.

Whole project part’s point is planned new fish meal factory building. Project is trying to figure
out, if added value from point of view of economy will have a point. Thus project will imple-
ment EVA into whole company. Since we would need benchmarking data and since there are
very little companies using EVA in this industry in Vietnam, for setting up some economical
norm, from which we can look at other activities, we need proper standing point.

Standing point is to be EVA of company Navico and its parts and its evaluation. Then estima-
tions are to be made in accordance to our known data, and to estimations of markets, margins
and inventories. Newly built plant for fish meals would be then implemented into EVA system
and its whole will be evaluated same as only new part. Then comparison of company as whole
before/after would be done. Also this plant would be compared with other fish meal plants

already built.
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12.1 Project team. When? Who? And How?

As first it will be important to arrange project team. This team will be learnt as first in whole
company, as first step about this concept. This team may include people from inside also from
outside of the company. Since the concept is still new to Vietnamese firms it is advisable to
hire professional to set up the team to be taught to spread the knowledge.

Choosing people for project team is crucial role and it has to be chosen delicately. Its im-
portance can be high and its wronging may lead to wrong decisions about investment of the
company and to the company from outer sources. People chosen for the team are to be dedi-
cated few with proper responsibilities and knowledge also as ability to learn.

It should consist of the project manager, the financial director, the economist, the HR manag-
er, and very importantly also external specialists (preferably more than one for possible glitch
balancing) who are having already experiences with EVA implementation.

Since integration of such measure has to come from top to the bottom, we have to start im-
plementing it from board and from management of the company. We are making sure that the
executive director and the rest of the board understands and agrees with a concept. It would be
pointless trying to educate management of the company about the practice, if they do not
agree with its implementation.

It is important to make it clear to the leadership of the company what are contributions to the
company. Most crucial person in this process of team establishment, who is to push EVA con-

cept through the company, is the executive director.

12.2 Strategic EVA decisions

In this part of the project we have to look at EVA itself and we have to decide about its impli-
cations for the company. These should be integrated into all sections of the company if the
integration is to be fully successful. EVA should become new whip in all process of company,
since from now on there are to be new goals to be achieved.

EVA is to be part of strategic business planning, as well as capital allocation and operational
budgeting. Another topic to be covered by strategic business planning of EVA are such as

measurements centers, EVA calculations and the management compensation schemes.
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12.2.1 EVA measurement center

Due to need of capturing relationships between factors influential to EVA, it is going to be
measured in double level structure. First level is to be business level, which works as compa-
ny’s performance measurement, and second level is to be cost and profit center.

This kind of measuring will assure that finding negative points of company (regarding to EVA
statements) would be found easier and focused on for improvement. These improvements may
consist of personnel costs, or change in employed capital.

Cost center allows to read and study EVA sheets, rather than at company level. Identifying
drivers of progress is at second level way easier also.

Most important goal of all EVA centers would be to create and improve economic value add-
ed, whilst it should be financial manager responsible for identification of these centers and

giving required competencies to these identifies and approved.

12.2.2 How will be EVA calculated?

EVA may be calculated by several ways. One of these ways is accounting way, another one is
economic way. Economical way is more difficult while accounting way is less accurate and it
does not remove influence of accrual accounting and doesn’t include approaches for better
economic reality. Due to these reasons EVA will be calculated in more accurate economical
way. But first there need to be done some adjustments.

12.2.3 What adjustments will be done?

It is listed, as said above, that there are about 160 possible adjustments that could be done. For
simplifying whole process at least at the beginning, and in order for better understanding,
EVA adjustments should be only these, which are significant for the company. For instance, if
there is insignificant marketing expense compared to other marketing expenses, such as adver-
tisement in local store, then this expense doesn’t have to be capitalized.

Taking into account net operating assets (NOA) it may be recommended to full-fill following
adjustments:

- Capitalization of differences in valuation of current and fixed assets, operating leasing
and costs with long term effects such as research and development, marketing costs

and education costs.
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- The subtracting excessive cash and cash equivalents, and short term investments, and
long term investments which are having portfolio character, fixed assets in progress

and other non — operating assets from NOA.

Taking into account net operating profit after tax (NOPAT) it might be recommended to do

following adjustments:

- Exclusion of financing costs such as interests paid and leasing interest from NOPAT.
In order to compute leasing interests, the value of leasing at the beginning of each year
should be multiplied by leasing interest rate for the certain year.

- Exclusion of expenses and revenues, which will not repeat, from NOPAT.

- The effects of equity changes should be considered.

- NOPAT has to be adjusted tax wise.

Based on company details provided in previous chapters there were recommended potential
EVA adjustments. But since the company situation changes as time flows, from time to time it
is important to change adjustments and the way attributes are adjusted. Therefore, it is im-
portant to set time period for adjustment check. We would advise to do this, since it is quite
complicated procedure, on yearly basis.

It is useful to create a pattern in year 1 and continue in following years only rechecking used

pattern and not used items to be adjusted.
12.2.4 How costs of capital would be calculated?

Costs of capital are having several parts. Firstly, cost of the debt is to be calculated as
weighted average of costs of loan or of financial leasing. Company is aware of its loan costs,
leasing costs are to be calculated by alternative method of estimation based on market situa-
tion. This means that its costs would be adjusted based on market changes for more profound
results. Equity costs would be using method CAMP with alternative § estimation.

From stages above we would gather information from which we would conduce capital costs.
12.2.5 How often will be EVA calculated?

It is advisable to calculate EVA at least twice a year. Although more often it is to be calculat-
ed, better results would be given and data would be possible to analyze deeper. With deeper
understanding of our movements the company would be able to predict how will their meas-

urement EVA change with next step.



TBU in Zlin, Faculty of Management and Economics 75

Due to this we advise to calculate EVA at least every quarter, if possible every month, since
after a while it will become routine operation. Changes in EVA could be then analyzed and

according to them could be taken market action.

12.2.6 Management reward scheme

Measurement concept of EVA should not be standing alone, it better be incorporated also into
reward systems. Most important point of this reward scheme is to make managers think like
shareholders, owners. EVA bonuses should be motivational for people, employees to increase

EVA in long termed goals instead of short termed goals.
Who to include at the beginning, and how to expand EVA based incentives?

Based on experiences of other companies it would be recommended that EVA based reward
schemes would be applied firstly on senior management. Within three years it would be ex-

panded on inferior management.
How is to look management reward scheme?

Taking into consideration current reward system, new system to look as following, based on

three components.

- Annual business bonus, which would be 15% of the annual managerial salary, it will
be earned when the manager accomplishes its personal tasks given by executive board.

- Annual corporate bonus, which would be 10% of the annual managerial salary and will
increase by 1%, but no more than 20%, if the total profit of the company and other
companies in the group will increase by 1%.

- EVA bonus, which will depend on the created economic value added.
12.2.7 Sensitivity of bonuses to EVA performance and bonus bank

Implementation of EVA reward scheme would take place in two phases. Initially it would be
complicated for the company to estimate EVA improvements. If the company is to estimate
too high goals, which manager would not be able to meet, it would decrease morale, discour-
aging managers from new concept. Thus in first place EVA bonus is to be calculated accord-
ingly to following formula, which is older version of EVA compensation scheme.

EVA bonus = (x % x EVA) + (y % x A EVA)
After two-year time in the second phase, when the company gets used to EVA measuring and

reaching its goal, and when management system would be able to expect EVA outcomes and
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possible improvements, it would be advised to the company to switch from older suggested

model to new one.

Modern EVA system motivates managers more to improve EVA, more than older version. In

both phases EVA rewards would be deposited with bonus bank and if the current balance of

the bank is positive, % of the bonus bank balance will be paid out to the managers. It means

the final EVA bonus of managers at the end of the year would be as following formula states:
EVA bonus = % of the bonus bank balance / number of managers

From following formula, we can see that basic managerial reward will be calculated as a sum

of the annual business bonus, annual corporate bonus and EVA bonus.

Basic managerial reward = Annual bonus + Annual corporate bonus + EVA bonus

Bank of bonuses could increase or also decrease according to value of EVA. If EVA is negative, bank

would be decreased by EVA value, thus punishing managers, and vice versa, if EVA would be posi-

tive, EVA bonus bank would be increased. In a case that EVA value negative, but whole bank is still

positive, EVA bonus would be paid to managers to keep motivation up.
12.3 Developing implementation plan. Time frame, financial resources

12.3.1 Who is to implement and who is to be responsible for the implementation?

The authority is to set up the team about which we talked above. This authority might want to
bet he executive director, since we are talking about big operation that whole company will
proceed. This person is also in a role of a team leader. He is responsible for implementation of
a team and then by implementation of EVA itself. As already mentioned above, team should
consist of the project manager, the financial director, the economist, the HR manager, and
very importantly also external specialists (preferably more than one for possible glitch balanc-

ing) who are having already experiences with EVA implementation.

External EVA worker/consultant would be, till the time of full acceptance of the concept in
the company, full time worker, full time part of the team. He would provide trainings, consul-
tations for the team and also for everyone wondering about the concept. His work will mostly
consist of searching for opportunities to improve EVA and its implementation in the company.

Based on company’s size it would be required for him to stay as full time employee.

Same as the executive director would be responsible for the team and its settings, the team
would be responsible for EVA implementation. External EVA worker is to be responsible for

team equipment of knowledge and tools for proper implementation.
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12.3.2 Implementation time table

Since we do not have any current date with the company when it would like to start using
EVA we suggest using anonymous time frame with operational plan, without concrete day of
beginning and the end. In following table, we can see visualized implementation time frame
procedure as it should progress. Due to size of the company we have decided for slightly
slower first phase implementation. This will help company to keep afloat while focusing its
gaze on EVA. Pure break-shift implementation might hurt the company and bring chaos. Due

to big size, agility of the company is limited.

Implementation starts by introduction to EB (Executive board) in week one and two. Due to
proper introduction importance we chose two-week introduction, based on this future of the

company will occur.

Another two weeks are given EB to decide whether they want to accept this project or not. In
case of not, rest of the plan is being cancelled. Due to many other responsibilities of EB exe-
cuting this decision would take 2 weeks also, while EVA would be introduced.

Right after positive decision about EVA there are three weeks to establish PT (project team).
Project team is very important part of whole project. Thus we give enough time to set it up.
This project team would be trained for 3 weeks, starting already while its establishment. These
3 weeks are intensive training since size of the company is going to require deep understand-
ing of its grey spots.

Another 4 weeks (from 7th to 10th week) the team is going to be deciding upon major strate-
gic decisions connected with EVA in the Nam Viet. These will include EVA calculation, iden-
tification of EVA measurement centers, compensation systems, training program preparation

and beginning of EVA material creation.

Proper preparation of educational materials for the company is important, since not only hard
knowledge is mandatory to be used, since many lower level managers would have problems
understanding hard facts. Thus preparing materials in a way that others would understand is
important. Simple and clear explanations of concepts, calculations and its goals are part of
material preparations, together with pictures, graphs and benchmarking of other companies
using the system. After materials would be prepared we are going to distribute them in 4
weeks, between week 11 and 14. Due to the size of the company distribution will be provided

in phases, as the creation will be coming also in phases. For each group of manager materials
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will be different, this will allow better understanding of materials by each group not being
overwhelmed by information, and also this would help distributors to start distributing while
other materials are being made. Materials are to be provided in electronics and paper form. In

electronic form is to be used inner company site (intranet).
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Activities

Month 1 Month 2 Month 3

Month 4

Month 5
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16.
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20.
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22. | 23.

24.

EVA introduction to the EB

EB (dis)approval of the project

Establishing of the PT

Training of the PT

The major strategic decision on the
EVA program (project planning)

Edu. materials creation

Edu. material distribution

Training program

Completion of the implementation

Control, Feedback

Figure 17: EVA implementation time frame [own elaboration]
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Training program is free to start as first materials are delivered, and in order to speed up the
project, so will happen. Training program is to start simultaneously with materials creations
and with their distribution. Training program is going to take place in weeks 12-19. These 8
weeks should be sufficient for proper training of managers who will need at least basic under-

standing of the project. With time true understanding would be developed by the practice.

Following step in implementation is its complementation. Complementation is very complex
step, phase, in which we do have finishing unfinished before steps, it managers would be
evaluated by their knowledge and their testing would be provided. Complementation includes
finishing all steps above and removing errors on its way. In case there would be proven some-

thing wrong, this is the time for re-correcting/upgrading plan.

Last step is control of implementation and upward feedback, where whole process would be

evaluated by the team. Team itself is to be evaluated by its supervisor also.

12.4 Following training program

Mostly we recognize the value and benefits of workforce training. If done properly, training
can make workers more efficient — increasing production, revenue, and profits while de-
creasing costs, waste, and inefficiencies. Effective training could possibly lead to increased

understanding and agreement with regulations.

This program is to make sure that everyone understands the concept of EVA, its goals and its
point. Preparing training program would differ according to whom we may prepare it for. In

general, there are 8 steps to follow in this process.
12.5 Training Needs Assessment

12.5.1 Identifying the goal

Why do we provide this training? Very important thing is to realize what we want trainees to
learn. It includes: excluding information which are not suitable for this group to whom you're
giving training to; making it simple and clear, and make sure that skills given are ones needed

for their new working orientation.

For example, top management is going to need way different skills, such as reading EVA
sheets for whole company, different departments, and learning and comparing these depart-

ments among each other as well as with other companies. While lower level managers could
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use off these only reading sheets among departments and among workers. Low level manager
might need to know what level of efficiency each worker needs in order to reach goal of

whole unit.

12.5.2 Determine the task

As from example above we may already read what gaps of our trainees at any level are and
we may set them their tasks to perform. Again at different level managers will need different
tasks to be performed and according to it different training is needed. To know how to train,

we need to know what we are training them for.

12.5.3 Determine the training activities

After identifying what workers need to do it is the time to identify training activities that
would help them to reach set goal. Following above set example, again, this would include
activities such as learning to read sheets from already made sheets, helping creating sheets
and helping to understand measures by giving very practical examples. Things which are im-
portant for remembering should be communicated in forms of videos, songs and points of

interest. Boring is always a way to forget all learnt stuff.

12.5.4 Determine characteristics of workers that will make the training more effective

As the very best case would be giving every single individual some form of training, unfortu-
nately we do not have resources for such act. To make it closer to it we need to set our train-
ees into groups with similar skills and characteristics. For instance, managers are able to use
computer on proficient level would be trained in electronic way, while ones good in drawing
and paper work would be trained with pens and papers. Ones with good memory would be
given more information than ones with bad memory, same as group with characteristic of im-

agination would be given more graphs and visual training than ones without.

12.6 Adult Learning Principles in Trainers Mind

Workers you wish to be trained are adults, and adults share some certain characteristics that
would make training more effective for them. When the training recognizes and respects adult

learning principles, it is more likely to be more effective.
These principles are based on how adults are:

- Are self-directed.
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- Come to training with a lifetime of existing knowledge, experience, and opinions.
- Are goal-oriented.

- Want training that is relevant.

- Want training that is task-oriented.

- Learn when they see “what’s in it for them”.

- Want to be and feel respected.

It is visible how these principles are related to learner characteristics which are identified

in the training needs assessment.

12.7 Develop Learning Objectives

Developing learning objectives are one of most important steps in whole training program.
Here the main goal is clear. To understand process of creating economic value added, what
does it take and how its drivers are being made. Although it is clear what we want from our
trainees, it is still too general. In order to clarify objectives, it is advisable to make them
SMART(E).

- S like specific. It means objective is clearly stated for everyone. Make sure everyone actual-

ly understands why is EVA new company way and why they should want to understand it.

- M like measureable. It is important for objective to be able to be measured. Such as we may
need to ask before and after how much trainees actually understand the concept and according

to answers we would be able to measure progress.

- A like achievable. Another important aspect of objective is that it is obtainable. If goal is set
too high and from low level manager we want understanding of whole market and in-between
company interaction, it may be hard for someone who is in charge of one working unit and

never dealt with such things as accountancy.

- R like relevant. Connected with previous attribute, it is mandatory to make objective rele-

vant to work of trainee. It is pointless to teach driver manager architects balance sheet.

- T like time-bound. This means set a time that is required for objective to be learnt. We set

our time table in table above.

- E like economic. Being efficient and not spending too much resources here is vial due to

size of the company.



12.8 Design and develop Training Materials

Training materials are to be set by project team according to needs of the company after

introducing EVA concept, its approval, and after all major strategic decisions had been set.

12.9 Implement the Training

It may seem obvious, but one of the most critical things one has to do in this phase is in-
form employees that they are going to attend the training. Giving trainees plenty of time in
advance is very important, so they may do their own preparations for training. For in-
stance, it is important to work it into their schedules and complete any necessary pre-

training preparation.

Moving forward to the actual training, the implementation can take a variety of forms. It
may be classroom instruction; practice opportunities such as role-playing exercises, focus
groups, case studies, or small group assignments; on-the-job skills-based training; the de-
livery of paper-based hand-outs for individual reading and study; the completion of e-

learning modules on a computer; a combination of some or all of these; or more.

12.10 Evaluate the Training

For evaluating, it is advisable to evaluate several levels of training.

1)  Trainees reaction to the training. Did they like it? Did they enjoy it? Do they think
they learnt something?

2)  Trainees actual learning. Did they learn something? Here it is important to test their
knowledge by either written test or by drawing and oral exam.

3)  Post training behavior. Do trainees actually use what they learnt? This requires
checking employees in their day to day work to see and measure differences.

4) Did business results change? In our case did EVA change? This measure could be

checked after longer time span, but it is most important evaluation step.

12.11 Rinse, Lather, and Repeat Any Step When Necessary

As always, there are going to be new employees coming always to the company, so it is
important every now and then arrange new training for them also. Set and keep training

order in company files so that new trainings could be made.



Important is to adjust training always when it happens, since times change, and sometimes
it is more appropriate to train new manager in way of case studies, while other time it is

better to be trained by mistakes done by his precedence.

It is important to keep notes about errors of implementation also, since every implementa-

tion and every unit is different and there is no granted 100% pattern for it.



13 RISK EVALUATION
13.1 Risks related with the implementation

a. Experience related risk

Since the company is not having any experiences with this concept of Economic Value
Added, there is probability of its failure. What else supports failure is the fact that in this
industry and especially in Vietnam there is very little knowledge about the concept. This
risk is to be eliminated by hiring experienced external employees, preferably from this

field of industry.

b. External employees related risk

Another risks connected with external employees are information frauds, compromised
security or also mistaking external employees, hiring someone not experienced enough.
Hiring proper external employees might include hiring person from abroad where then
language might be a barrier. Language is always the barrier and in case of foreigner it
might be possible that culture will be also. Each culture operates on different basis and
differences might make it harder to cooperate in proper manner. This risk could be mini-
mized by hiring multiple people with different backgrounds who together might be able to

implement in different environment.

c. Calculus and estimation risks

Another risks are that WACC could be calculated wrongly. Due to company’s size and
complications with calculations it could be an unseen problem, that might occur. This risk
is better to be minimized by triple checking the data and triple calculation. This will slow
down whole process, but making sure the process is accurate in this sized company is way
more important. Finding out that calculations are wrong, in steps further would make eve-
rything way worse and whole project might collapse due to people’s attitude of “burnt fin-

gers”.

EVA measurement centers could be also identified in wrong way, same as EVA drives
could be determined improperly. These risks have multiple way for their reduction. First of
all, triple check of all settings and second of all hiring proper consultant that would be able

to foreseen usual mistakes made in the process.



d. New reward system, mindset and pressure risks

Another very important problem (and with it connected risk) is that the company top man-
agement will not like the scheme of the program. And if they would not accept it, whole
program would not proceed to lower levels. And when the program proceeds there is a
chance that lower management would not accept the concept. There are several reasons

why it might happen.

One of these reasons is that managers might feel too much under the pressure, way too
confused and distracted from it by day-to-day activities. When EVA would be accepted
some of them would be surely forced to improve their performance and that makes some of

them feel uncomfortable even now and they might be against its implementing.

Confusion and loss of the energy might occur also if the implementation is too fast and
unclear. Confusion from the concept, not understanding how does this helps the company,
when ,, it is just different way of calculating results . These risks are to be reduced by very
proper top preparation made my project team. Creation of educational materials and its
proper training — distribution of knowledge is very important part of whole process of im-
plementation. If people will not understand it, more likely they are to refuse it.

But most important reason why managers would want to stop its implementation is new
reward system. New reward system can make managers to lose their benefits to the bone
and that is very important aspect of everything new. It is important from the beginning for
managers not to lose their bonuses if the process is to begin. After the time, after it is suc-
cessfully implemented, it is important to keep and increase their focus so the company’s
results would improve. As we mentioned above, implementation and also reward system is

to change over the time, serving needs of EVA measurement goals.

Reward scheme would be implemented first to the top management and it would be tested
how the management reacts to this, before implementing it to lower parts of the company
pyramid. It is important to keep people motivated, firstly by money and also by non-

financial bonuses (as proven more efficient than financial bonuses).

Another important risk arises in the project in terms of employees, who will not feel moti-
vated, obliged, connected with new value creation for shareholder and will simply refuse to

switch to new “mindset”. It is likely that majority of employees would not understand



EVA concept and its point, its goal. Risk reduction for this appears in proper training of
employees. But the problem with this solution is in size of the company and with amount
of employees. Proper training of each of them would prove financially devastating for
company’s balance sheets. Also some very basic employees are not-educable, simply re-
fusing to be educated. Some are hardly educable, refusing the education without payment
increase or refusing to stay overtime for any education. As least, but not last, there are
stubborn employees who understand the concept and are educable, but refuse to follow

new concept for their personal reasons.

e. Not increased results risk

Another EVA fail can occur even after whole company had been properly educated and
implementation had been successful. Simply, results may not improve after implementa-
tion of EVA for various reasons, or even get worse, reducing further investment into the

company.

13.2 Possible contribution

By word possible we mean that results are not automatic and definitely not guaranteed.
EVA only provides with tools of possibilities of change, but their usages are of the compa-
ny’s.

EVA as measurement of performance is to reduce imperfection of the current system,
mainly the subsystem of performance measures currently used. Current methods are de-
scribed in chapters above, in internal analysis of the company. EVA should connect per-
formance with value for shareholder. This way it would be also more pleasing for share-

holders to calculate their economic wealth.

Breaking down EVA, as provided in graph above, points how are interconnected value
drivers and their possible control. Also their further breaking provides a view on a way to
their control, to their affection by other attributes. Among these are NOA, NOPAT,
WACC from whose EVA is being created.

An integration of economic value added into the reward system of managers should moti-
vate them to outperform not only current performance, but also their competition, since
now they would have important data on how the industry is doing compared to their own.
Their rewards would increase not only in cases when the profit increases by whole 1%, but

also every time when EVA of the company as whole increases. This may happen even with



lowering profit in cases of market downgrading, or in case of future processes improving.
So, consequently the problem of future investments, decisions connected with the future
would reward manager as well as present actions. Nowadays system is more based on short

term goals rewards, while EVA takes into consideration also future possibilities.

In summary, the implementation of EVA concept is to improve the performance of the
company through the combination of better control of value drivers and better motivation
of managers and employees. The company itself would be (hopefully) more attractive and
trustworthy for investors, and also for all stakeholders. Stakeholders are very important
roles in whole chain as they tend to change their attitude towards their fellows based on
trust. As the trust would be increased by better measures of the company, better conditions

would be applied.

Consequently, better value drivers control would be approached, thanks to which perfor-
mance may be increased, which would lead again to increased value of the company in
eyes of stakeholders. These all attributes would consequently lead to increased competi-
tiveness at a market, opening new possibilities, attracting new partners, giving more mar-
ket power over all other actors. And after all even financial structure would be controlled

more efficiently, mainly due to WACC control.



CONCLUSION

The main aim of this paper is to introduce the EVA concept for stakeholders of Navico
company, aligning the managers interest and the shareholder benefits. EVA concept would
raise the economic performance of company toward to the sustainable development since
EVA improved the limitation of the traditional metrics.

Thesis as a whole is divided into 2 main parts: Theoretical part and Analysis part. The
former mentioned the concept of EVA and described in details, the means of its utilization
are highlighted, the implementation of the economic value added is suggested on the basis
of the literature review. The latter consists of the analytical and the project part.

In the analytical part the different types of analysis such as macro and microeconomic
analysis, internal analysis and financial analysis are carried out. The EVA for the five years
is calculated and consequently compare with traditional measures, which are used by the

company.

In the project part the proposal of EVA implementation is elaborated. It deals with topics
such as EVA measurement centers, EVA calculation, the compensation plan, training pro-
gram, mindset creation. Later on the EVA implementation plan is develop, its costs calcu-
lated and the contribution of the project described.
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LIST OF ABBREVIATIONS
CAPM: Capital Asset Pricing Model
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GDP: Gross Domestic Product
NOA: Net operating Assets
NOPAT: Net operating Profit
RONA: Return on Net Assets
VND: Vietnam Dong

WACC : Weighted Average Cost of Capital



LIST OF FIGURES

FIGURE 1: THE MAIN FACTORS AFFECTING EVA RESULT ... 33
FIGURE 2. BUSINESS MODEL OF NAVICO .....ccccoiiiiiiiiee 40
FIGURE 3: VIETNAM GDP GROWTH OVER 2011-2015........cccccviviiiiiiiiniiienns 42
FIGURE 4: INFLATION IN VIETNAM PERIOD 2011-2015......cccoviiiiiiiiieiieenns 43
FIGURE 5: EXCHANGE RATE OF VIETNAM CURRENCY (2011-2015). ............ 44
FIGURE 6: LIQUIDITY RATIOS OF NAVICO PERIOD 2011-2015 .......c..ccceevennnne 50

FIGURE 7: COMPARE LIQUIDITY RATIOS OF NAVICO AND AQUATIC
INDUSTRY oo 51

FIGURE 8: COMPARE AVERAGE AGE OF INVENTORY OF NAVICO

WITH AQUATIC INDUSTRY w..cooosooeeeecccccccoososessseeeeeeesesesssssssssnossssssssssseeseenes 52
FIGURE 9: COMPARE AVERAGE COLLECTION PERIOD OF NAVICO

AND AQUATIC INDUSTRY w.cooooooseeseecetccecccoossssssseeeeeeesesssssssssssssnossssssssseseeseenes 53
FIGURE 10: TOTAL ASSET TURNOVER NAVICO AND AQUATIC

INDUSTRY ...oooeeeooooooossssseeeeeeeese s sssssssssesssssssssssseeeessssssssssssssssnsosssssssssseeseee 54
FIGURE 11: DEBT RATIO OF NAVICO AND AQUATIC INDUSTRY .................. 54
FIGURE 12: PROFITABILITY RATIOS OF NAVICO AND AQUATIC

INDUSTRY ..oooooeoososeseeeeeeeese s oeessssssssssseeesessssssssssssssssssseseeseee 55
FIGURE 13: CASH AND CASH EQUIVALENTS OF NAVICO (2011-2015) .........56
FIGURE 14. NOPAT 2011-2015 ......vovoooeeeeseeeeeeeeeecoooseoeeeeeeeeseessesesss oo 64
FIGURE 15. WACC 2011-2015.........vooeeeeeeeeeeeeeeseessonossssesseseeeeessssssssssssssenenonee 66
FIGURE 16. EVA CALCULATION 2011-2015............ooovvrvoereeeeeeersessssssssssennnonee 68

FIGURE 17: EVA IMPLEMENTATION TIME FRAME ........cooiiiiiiiieee 79



LIST OF TABLES

TABLE 1. BOTTOM-UP APPROACH ........oiiiiiee s 23
TABLE 2. TOP-DOWN APPROACH .......ccciiiiiiiini e 24
TABLE 3: MAIN ADVANTAGES AND DISADVANTAGES OF EVA................... 28
TABLE 4. SUBSIDIARIES ... 39
TABLE 5. AFFILIATED COMPANIES .......cooiiiiiee e 39
TABLE 4. IMPACT OF TAX DIFFERED ON NOPAT ......cccoiiiiiiiice 59
TABLE 5. IMPACT OF PROVISIONS ON NOPAT ......ccoiiiiiiiiieieeee e 60
TABLE 6. IMPACT OF EXPENSE RECOGNITION ON NOPAT ......ccooveiiircrieene. 61
TABLE 7. CALCULATING IMPLIED INTEREST EXPENSES ........ccccoiiiiiiiien. 62
TABLE 8. IMPACT OPERATING LEASE ON NOPAT ....ccoiiiiiiiiice, 62
TABLE 9. IMPACT OF PREPAID EXPENSES ON NOPAT .......cocoiviiiiiiiinicee 63
TABLE 10. NOPAT CALCULATION ..ottt 63
TABLE 11. COST OF DEBT AND DEBT PROPORTION........cccoviiiiiiiciicreeee 65
TABLE 12. COST OF EQUITY AND EQUITY PROPORTION.........ccceoviiiiniriene, 66
TABLE 13. ADJUSTED INVESTED CAPITAL ..ottt 67

TABLE 14. EVA CALCULATION ...ttt 67



