
ALLANA MANAGEMENT JOURNAL OF RESEARCH / JAN - JUN 2011 / PAGE NO. 072

FINANCE

MANAGEMENT

INTRODUCTION 

n business schools, we get to learn the various measures Iadopted by analysts to gauge the performance of banks and 

are able to fathom abbreviations like EPS, ROA and ROF but 

many of us are not comfortable with these matrices rather a set 

of new value-based measures like CVA, SVA, CFROI, EVA have 

emerged on the screen. Out of these EVA has emerged as a clear 

cut winner to these traditional accounting measures EPS, ROA, 

ROF, etc. do not correlate well with the shareholder value 

creation. On the contrary, EVA offers a consistent approach to 

setting goals and measuring performance, communicating with 

investors, evaluating strategies and allocating capital. EVA as a 

value-based performance metric seeks to measure the periodic 

performance in terms of change in value. Maximizing EVA means 

the same as maximizing long-term yield on shareholder's 

investment. It is the measure that captures the true economic 

profit of the organization. For measuring the bank's financial 

performance, there are traditional accounting profitability 

measures and shareholders value based measures like EVA and 

MVA.

IMPORTANCE OF THE BANKING INDUSTRY

The banking industry in India is in the midst of a transformation, 

thanks to the economic liberalization of the country, which has 

changed the business environment in the country. During the 

pre-liberalization period, the industry was merely focusing on 

deposit mobilization and branch expansion. Based on the 

recommendations of the Narasimhan committee, the 

Government of India started diluting its stakeholder ship in 

“VALUE CREATION IN INDIAN 

BANKING INDUSTRY : AN ANALYSIS”

DR. R. SATISH 

ASST. PROFESSOR, 

SRR ENGINEERING COLLEGE, CHENNAI

M. DANIEL RAJKUMAR 

ST. MARYS SCHOOL OF MANAGEMENT 

STUDIES, CHENNAI



ALLANA MANAGEMENT JOURNAL OF RESEARCH / JAN - JUN 2011 / PAGE NO. 073

public sector banks. Banks have been asked to 

maintain a minimum capital adequacy ratio and make 

provision for Non-Performing Assets [NPAs]. The 

sector has become very competitive with the entry of 

many private and foreign sector banks. The face of 

banking is changing rapidly. Banks are trying to trim 

costs but have achieved limited success because of 

fixed overheads. There is a need to reduce 

transaction costs and pass on a part of the savings to 

customers by way of lower service charges and lower 

interest charges. This will require tremendous efforts 

in the area of technology and for banks to build 

capabilities to handle much bigger volumes. Banking 

sector reforms have improved the profitability, 

productivity and efficiency of banks, but, in the days 

ahead, banks will have to prepare themselves to face 

new challenges.

Indian Banking has seen many changes in the last 

decade like imposition of prudential standards, 

greater competition among banks, entry of new 

private banks, etc. This paradigm shift in the Indian 

banking sector can be seen in terms of two 

dimensions: One relates to operational aspect 

especially performance and risk-management system 

and the second dimension relates to structural and 

external environment or exogenous aspects. Is 

evaluating Indian bank's performance a rather 

straight forward issue? The answer is no. One might 

say that like a corporate, even banks can be judged 

from the behavior of their stock prices. However, as 

bank stocks have not been very active on exchanges, 

barring few on few occasions, should we conclude 

that Indian banks have by and large failed to add 

values to their shareholders' wealth. The answer is 

once again no as one needs to evaluate private and 

public sector banks in a more dynamic manner than 

just looking at their stock prices, non-performing 

assets (NPAs), C/D ratios and others. Some may also 

argue that the general slow down in lending by banks 

and their eternal problem of recovery of non 

–performing assets (NPAs) has led to the sufferings of 

Indian banks. The liberalization of the finance sector 

in India is exposing Indian Banks to a new economic 

environment that is characterized by increased 

competition and new regulatory requirements. Indian 

and foreign banks are exploring growth opportunities 

in India by introducing new products for different 

customer segments, many of which were not 

conventionally viewed as lucrative customers for the 

banking industry. Many Indian banks have, in the last 

ten years, witnessed new shareholders. In general, 

the performance of the banks may be viewed on three 

dimensions namely structural, operational and 

efficiency factors as suggested by Indian Banking 

Association.

LITERATURE REVIEW

Tully (1993) has confirmed that there is no tricky 

situation about the technique through which the EVA 

can be augmented. It is a basic measure of return on 

capital and there are three ways to increase it: Earn 

more profit without using more capital, Use less 

capital, and Invest capital in high return projects.

Jain (1994) has argued that the value added 

statements has certain advantages like comparison of 

performance, productivity measurement, resource 

allocation and incentive schemes for employees. The 

value added approach shows hoe the corporate 

quiche has been alienated among various 

contributors of value.

Lehn and Makhija (1996) affirm that EVA and Market 

Value Added (MVA) are increasingly being eyed as 

alternative measures of business performance and 

strategic development. Despite the attention, 

however, the empirical research has been devoted to 

these two metrics. To provide clarifications on the 

subject, a study, which examines the effectiveness of 

EVA and MVA as measures of performance, as signals of 

strategic development was conducted. They were 

found to be significantly correlated with stock price 

performance and inversely related to turnover. Firms 

having greater focus in their business activities had 

higher MVA than less focused counterparts.

Banerjee (1997) has conducted an empirical 

research to find the superiority of EVA over other 

traditional financial performance measures. Ten 

industries have been chosen and each industry is 

represented by four/five companies. ROI and EVA has 

been calculated for sample companies and a 

comparison of both has been undertaken, showing the 

superiority of EVA over ROI. Indian companies are 

gradually recognizing the importance of EVA. Some of 
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such companies are Ranbaxy Laboratories, Samtel 

India Ltd. And Infosys Technologies Ltd.

Uyemura (1997) observed that over the last 20 years, 

bankers have toiled with a variety of risk 

management and profit concepts, such as matched-

maturity funds transfer pricing, duration analysis and 

activity based cost accounting. Today, the interest 

has developed in value-at-risk (VAR) capital 

allocations and risk adjusted return on capital. Such 

tools are important to understand and implement 

when analyzing specific transitions; however, a top 

down approach be the best choice for portfolios or 

lines of business. The article describes a 'top-down' 

approach to risk management- easily understood and 

simpler to implement and lower in cost than 

traditional approaches by using economic value 

added (EVA) concept.

Thenmozhie (1999) explained the concept of EVA 

and compared it with some other traditional measure 

of corporate performance viz. ROI, EPS, RONW, ROE, 

ROCE, etc. He used the coefficient of determination 

to demonstrate that the traditional measures do not 

reflect the real value of the shareholders, and thus 

EVA has to be taken into account to measure of the 

value of shareholders' wealth. She has also described 

the concept of EVA in the Indian scenario with specific 

reference to companies like NIIT, Hindustan Lever and 

ITC.

Parasuram (2000) discussed the EVA position of 14 

major public sector banks, 7 new private sector 

banks, 5 old private sector banks and 2 foreign banks. 

Among the strength indicators, Deposit, return on 

assets, interest income as a percentage of total 

assets, interest yield spread as a percentage of total 

assets and EVA were considered. The study concludes 

that EVA is an Important measure to judge a bank 

performance in view of current scenario of banks. EVA 

has been found to have a high degree of correlation 

with ROA but not with any of the other       measures. 

It signifies a fact that banks realize the importance of 

measuring EVA measuring separately even if they do 

well on other fields.

Thampy and Beheli (2001) studied the economic 

profits of commercial banks in the public and private 

sectors during 1990s. It also moves the benchmark of 

performance of banks from accounting profits to 

economic profits and shareholder wealth creation. 

The study has been restricted to 12 commercial banks 

consisting of 4 public and 8 private sector banks. The 

period covered under the study is three years starting 

from 1995-96 to 1997-98. Beta has been calculated on 

the basis of daily stock price data with Bombay Stock 

Exchanges BSE 200 index returns during January 1, 

1997 to March 31, 1998 as the proxy for the market 

returns. The study shows that the performance of the 

Indian banks as measured by EVA is not very 

satisfactory. The results of the study reveal that the 

commercial banks under consideration have not 

created any positive EVA due to: (a) banks could be 

over-capitalized and (b) returns are very poor from 

banking business. It also suggests that bank should 

improve and strengthen their credit assessment 

technique and monitoring mechanism to bring down 

the non-performing assets so as to improve the 

earning capacity.

Prakash Singh [2007] discussed banks profiles to 

demonstrate a direct correlation between the 

investment in stakeholder relationships and 

corporate performance. EVA and MVA tell what the 

institution is doing with investor's hard earned money. 

He has examined how to evaluate banks performance 

and also see which Indian bank have been able to 

create or destroy shareholders wealth since 1998-99.

OBJECTIVES OF THE STUDY

 To examine the relationship between  

 Economic Value Added and Market Value 

  added in the Indian Banking Industry.

 To analyze the trend and growth of Economic 

 Value Added and Market Value Added.

 To assess the level of Employee productivity 

 in Indian Banking Sector.

RESEARCH METHODOLOGY

SOURCES OF DATA

This study is based on secondary data. The required 

financial data is collected from the electronic 

database PROWESS, provided by Centre for 

Monitoring Indian Economy (CMIE), Mumbai. Apart 
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from this, we have used the published annual reports 

of banks wherever required.

SAMPLE DESIGN

 The sample size of the present study is 39 banks from 

the Indian Banking Industry. The study takes all the 

banks that are listed on Bombay Stock Exchange BSE-

SENSEX. Further, we eliminate the banks which have 

merged with other bank. Finally, the sample 

comprises of top 39 banks which includes 22 public 

sector banks and 17 private sector banks were 

selected as sample banks by considering the 

availability of financial data  for the study period 

2003-04 to 2008-09.

COMPUTATION OF EVA

“The Equity Approach is more suited to banks 

compared to the entity approach since a big part of 

banking business is liability management. The deposit 

franchise given by the banking license gives the bank 

the potential to create value on the liability side of its 

balance sheet. The liability side of the banks balance 

sheet is part of the business operations of the bank, 

and it is not pure financing. This makes the equity 

approach more appropriate” In the case of banks, the 

equity approach is recommended for calculating EVA 

is : EVA= NOPAT–(Capital * Cost of Equity)

Where, NOPAT is Net operating profit after tax.  

Capital includes equity capital and retained earnings.

COST OF EQUITY

Cost of equity is the minimum rate of return, which 

has to be made from an equity-financed project, in 

order to maintain the present wealth of the 

shareholders unaffected. It can be computed based 

on Capital Asset Pricing Model (CAPM). According to 

CAPM, Cost of Equity = Risk-free rate + (Beta * Market 

Premium)

RISK-FREE RATE

It is the rate of return from securities, which are free 

from any type of risk. Generally, government - backed 

securities are considered as risk - free securities. So, 

the yield on the 364-day Government of India 

Treasury Bill is considered as risk-free rate [Thampy 

et.al (2001), sen (2003)]. These show 5.93%, 6.2%, 

7.4%, 6.4%, 6.1% and 6.3% for years 2003-04, 2004-05, 

2005-06, 2006-07, 2007-08, 2008-09 respectively.

BETA 

It is the measure of the volatility of a stock in relation 

to the market. It is the index of systematic risk. Beta 

for the each stock was calculated based on the daily 

stock price with the Bombay Stock Exchange's sensex 

returns as the proxy for the market returns. Beta was 

calculated by using the data from the period April 1, 

2003 to March 31, 2009.

MARKET PREMIUM

Market premium is the excess return offered by the 

market over the risk-free rate.

EMPLOYEE PRODUCTIVITY

Employee productivity can be defined as the total 

quantity of output/result generated by the bank 

during a specific period divided by the number of 

employees. Business Per Employee and Profit Per 

Employee are the two variables under employee 

productivity used for this study.

CORRELATION

The relationship of the EVA with NPAs and with 

employee productivity is computed with the help of 

simple correlation. Correlation coefficient lies 

between -1 and +1. If the correlation coefficient is 

negative, the relationship between the variables is 

also negative and vice versa. A coefficient of zero 

implies no relationship. (It is to be noted that the 

researcher has considered only six years for the study, 

which may affect the accuracy of correlation test.)

ECONOMIC VALUE ADDED : TREND & GROWTH

Thampy and Baheti  have followed a method which 

was proposed by Tom Copeland , Tim Koller in 1996. 

Parasuraman also proposes this equity approach 

method for bank valuation. In equity approach, EVA = 

Adjusted Net Profit – (Capital x Cost of Equity) The 

equity approach is more suited to banks compared to 

the entity approach since a big part of banking 

business is liability management, that is raising 
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deposits at rates below the opportunity cost of 

capital. The deposit franchise given by the banking 

license gives the bank the potential to create value on 

the liability side of its balance sheet. The liability side 

of the banks balance sheet is part of the business 

operations of the bank, and it is not pure financing. 

This makes the equity approach the more 

appropriate.

The results of the study give a picture of positive 

EVAs, contrary to the previous study. This clearly 

shows that Indian banks are improving their 

performance not only in making profits but also in 

EVAs. Table 1 brings out the sector-wise computation 

of EVA. It is clear from the table that the private 

sector has not fulfilled the public expectations in 

terms of average EVA generated during 2002-03 to 

2007-08 where it registered Rs. 358.52 crores. On the 

contrary to this, the public sector has shown high 

sense of financial discipline by recording average EVA 

of Rs.767.34 crores during the same period. The other 

figures in the table tell the similar story where the 

correlation coefficient is 0.119, which is positive, but 

very low degree level and skewness values are 

positively tilted in both the sectors. While testing 

through the hypothesis, it is observed that the EVA 

performance level in both the sectors has not been 

significantly different if tested at 5% level of 

significance.

EVA-based frequencies distribution is shown by Table 

2. It is clear from the table that about fifty four 

percent of the total sample banks are reporting 

negative EVA throughout the period and another forty 

one percent are generating positive EVA but it has 

been less than Rs. 500 crores. About five percent of 

sample banks reported an EVA of over Rs. 500 crores.

Table 3 presents the sector-wise Aggregate EVA of 

Sample banks. Public sector has been able to come up 

to the expectations of the public at large when 

compared to the private sector banks. 

Table 4 brings out the sector-wise statistical analysis 

of EVA. It is clear from the table that the private 

sector has not fulfilled the public expectations in 

terms of average EVA generated during 2002-03 to 

2007-08 where it registered Rs. 358.52 crores. On the 

contrary to this, the public sector has shown high 

sense of financial discipline by recording average EVA 

of Rs.767.34 crores during the same period. The other 

figures in the table tell the similar story where the 

correlation coefficient is 0.119, which is positive, but 

very low degree level and skewness values are 

positively tilted in both the sectors. While testing 

through the hypothesis, it is observed that the EVA 

performance level in both the sectors has not been 

significantly different if tested at 5% level of 

significance.

Bank-wise statistical analysis is offered by Table 5 

where it is interesting to observe that the number of 

banks displaying the mean EVA and sum total of six 

years EVA is thirty four which is quite contradict with 

the results of Table 1. The values of range show the 

volatility in EVA and that of standard deviation and 

variance display variation scale from central 

tendency and dispersion. Sixty-one percent banks 

find their EVA positively skewed and Forty-three 

percentages indicate positive kurtosis that indicated 

longer tails.

EMPLOYEE PRODUCTIVITY

There is a clear positive relationship between EVA and 

productivity. Employees of Indian Banks have become 

more productive over the last few years. The average 

business and profit per employee for Indian banks has 

more than doubled in six years from 2003-04 to 2008-

09. The improvement was due to business growth 

outpacing. Private sector banks increased their 

workforce by more than 110 percent during the study 

period. The new-age private sector banks such as 

ICICI, Axis Bank and YES Bank witnessed improvement 

in their employee productivity in terms of both 

business and profit. HDFC Bank, Kotak Mahindra Bank 

and IndusInd Bank are the only banks which have 

witnessed decline in their productivity over the 

years. IDBI Bank, Corporation Bank and Oriental Bank 

are the top three Public Sector Banks in terms of 

productivity as shown in TABLE 7. 
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TABLE 1 :   EVA OF SAMPLE BANKS                                          [Rs. in Crore ]
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TABLE 2  EVA-BASED FREQUENCIES DISTRIBUTION OF SAMPLE BANKS

TABLE 3    SECTOR-WISE AGGREGATE EVA         [Rs. in Crore ]  

TABLE 4   SECTOR-WISE STATISTICAL ANALYSIS OF EVA   [Rs. in Crs]

MARKET VALUE ADDED : TREND & GROWTH

Market value added (MVA) is the excess of market 

value of capital (both debt and equity) over the book 

value of capital. If the MVA is positive, the bank has 

created wealth for its shareholders. If the MVA is 

negative, the bank has destroyed wealth for its 

shareholders. The result of the trend and growth 

analysis of MVA for Banking Industry is exhibited by 

Table 6. MVA data is analyzed along with its primary 

components Market capitalization and Net worth for 

the selected banks during the study period.
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TABLE 4   SECTOR-WISE STATISTICAL ANALYSIS OF EVA   [Rs. in Crs]
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CONCLUSION

Economic Value Added has become the order of the 

day. Most of the Public and Private sector banks in our 

country have already started looking at their portfolio 

of services offered and what they should do in the 

future for remaining competitive in the industry. 

Shareholders Value is gaining an increased attention 

as a criterion of business performance. All the banks 

have no disagreement on the usefulness of the EVA. 

However, many of the respondent banks still use 

traditional accounting measures. Bank managers can 

understand the intricacies in EVA, but seldom have 

they succeeded in prevailing on the employees and 

the need to adopt the EVA as a performance indicator 

in order to achieve better results. We, however feel 

that all this should not be a barrier to present more 

re l iable  results .  A long with the above 

recommendations there should be environment of 

acceptance of the concept among the shareholders, 

employees, owners, management and other various 

agencies. Then only this concept can hold its ground 

in a sustainable manner especially in the context of 

Indian Environment.
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