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Purpose: The article aims to analyse the theoretical foundations of value management in both
large enterprises and small and medium-sized businesses.

Design/methodology/approach: The achievement of the objective involved the critical review
of both national and international literature as the primary research method.
Originality/value: Financial management, in theory and practice of a developed market
economy is characterized by high dynamics, high level of evolution of the subject, scope and
determinants of decisions made. At the same time, the basic goal of all enterprises is effective
financial management as a determinant of the success or failure of an economic unit.
When analyzing the financial management process, first of all, it is necessary to define the main
goals, functions and management instruments, and then compare the company's goals with the
goals of financial management.

In the literature on the subject and in practice, you can meet many goals of the company's
activity, i.e. maximizing profit, maximizing sales, achieving a satisfactory level of profit,
survival of the company, but all these categories are directly or indirectly related to the
profitability. However, the qualification of profit maximization as the superior goal of the
enterprise raises a lot of controversy. On the other hand, profit maximization should not be
treated as the goal of the company's activity, as it focuses on current effects, ignoring such
an important issue as the structure of revenues over time. This gap is filled by maximizing the
value of the owners' wealth.

Undoubtedly, the main goal of the company is to maximize the financial benefits of the owners.
Therefore, the question arises if this issue can be treated as the primary goal in the group of
small and medium-sized enterprises.

Each unit that conducts business activity must have at its disposal adequate capital which is the
basis for the initiation and development of the company's activity. This capital can be obtained
in many ways, but a significant part has to be contributed by co-owners. Of course, there are
many groups of co-owners ranging from shareholders to sole proprietorship. Each shareholder
expects to achieve specific benefits. Thus, he wants to be entitled to a share in the company's
profits. The investment will be made in such a unit that will allow to obtain the greatest benefits,
and therefore obtain the highest rate of return.
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1. Introduction

A comprehensive enterprise value management system integrates all key areas of economic
entity management. These areas relate to valuation, capital budgeting, periodic performance
measurement, remuneration based motivation, and internal and external communication,
with the fundamental link between these areas being the concept of enterprise value and the
common denominator tool being the periodic performance measure, the primary task of which
is to promote decisions aimed at maximising shareholder value. However, the scope to which
an enterprise value management system is used is often insignificant and tends to be limited to
when an enterprise’s financial performance is calculated with the help of a given measure and
then valued in the market. At the turn of the twenty-first century management by value was the
prevailing concept in corporate finance. Such management focused on maximizing
a company’s value and, as a consequence, its value for stakeholders including, in particular,
business owners. The overriding aim of business - generating the highest possible profits
i.e. maximizing the financial result - was replaced by maximizing of a company’s value.
The reason behind that change of perspective was the fact that healthy financial performance
was not necessarily translated into maximized shareholder value, therefore a better measure of
a company’s performance was sought after. The accounting model based on historical cost was
not sufficient to meet that objective. What was needed was the type of valuation which could
reflect the present value of an entity’s assets. The search led to the development of a fair value
concept, which was to become the best measure of value. Fair value has been used in the Polish
balance-sheet law since 2002. However, it continues to be controversial. The critics of that
approach claim that fair value based valuation provides another argument for the uselessness
of valuation in volatile market conditions, instead of showing a clear view of business reality.

Modern enterprise value management methods aim to respond effectively to dynamically
changing markets, generate competitive advantage and, as a result, increase the chances of
success. Value enterprise management methods include:

1. Benchmarking this method involves comparing an enterprise’s own solutions with those
of other entities. The information obtained is used to improve the functioning of the
enterprise, increase revenue and improve customer service.

2. Controlling — this model involves the determination of the measures and criteria by
which individual processes are evaluated.

3. ERP — Enterprise Resource Planning — specialist and complex software, the purpose of
which is to support business processes conducted within a particular enterprise.

4. Process management — this method aims to respond to dynamic changes both inside
and outside an organization.

5. CRM Customer Relationship Management — a model based on building relationships
with customers.
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6. Competence-based management — a method involving the use of employee knowledge

and experience.

7. Outsourcing — delegating tasks to external entities.

8. Lean Management —a management method involving the optimisation of processes by

reducing the time spent on non-value-added tasks.

Value remains of interest to many sciences, primarily economics, but also psychology,
sociology, philosophy, and ethics. The concept of value in economics has evolved with the
development of the economy. In antiquity, Socrates equalled value with the good — “the true
good is virtue”. In the Middle Ages, St Thomas Aquinas engaged in considerations on fair
exchange, which should be based on an exchange of equal value, “value is clearly linked to
labour, its quantitative and qualitative expression” (Hostynski, 2006). In the 17th century,
William Petty attempted to define the essence of value — “the father of wealth is labour and its
mother is land”. In the 18th century, Adam Smith distinguished between value in use and value
in exchange. “The articulation of value has the double significance of the good’s utility or the
ratio at which a good exchanges for another” (Landreth, Colander, 1998). In the 19th century,
Karl Marx further developed the definition of value in use and value in exchange of a good and
introduced the concept of social labour — abstract labour as a source of value in exchange
(Stankiewicz, 2000). Michael Porter's defined value as “the amount that buyers are willing to
pay for a product offered to them by a company”. This approach, however, was applicable in
a competitive environment where there is no dominance of a particular supplier or significant
shortages in the market (Porter, 1985).

In the 20th century, research on value creation focused on three areas (Mackowiak, 2013):

1. value for managers,

2. value for owners,

3. value for stakeholders.

Research on value was conducted within two strands:

1. customer value,

2. shareholder value.

The concept of customer value was formulated in 1964 by Peter Drucker in his work
“The Practice of Management”. Shareholder value, on the other hand, originated in the 1950s
and developed through the application of the CAMP model linking return on investment to the
level of risk. Alfred Rappaport, pointing out that “profit is an opinion, cash is a fact”, was the
first to criticise accounting profit as a measure of an enterprise’s performance and its value
(Rappaport, 1999).

The late 20th century brought significant changes in management styles, objectives and
priorities of business. As a result, enterprise value maximisation, understood as increasing the
value of invested capital, became a priority. Contemporary enterprise theory posits that the
primary goal of all decisions taken in an enterprise is to maximise its market value (Fisher,
1995).
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The 2007-2009 economic crisis triggered further evolution in the concept of value and
initiated a process of moving away from maximising value for shareholders to increasing value
for stakeholders. However, it is important to note that if stakeholder value is maximised,
shareholder value also increases in most cases.

The analysis of how enterprises approach the issues of value should take into account the
problem of value creation itself. Value creation can be achieved through (Dyduch, 2022):

1. developing the creative strategy that embraces innovation,
focusing on strategic leadership,
communicating challenging strategic issues throughout the organisation,
creating highly diverse teams,
providing organisational members with access to creative methods and experiences,
designing and building systems that nurture innovation,
investing in ideas that do not at first seem to be a strategic fit by spanning boundaries
and breaking down barriers for innovation.

N o o bk w

Literature studies and the enquiries into the nature of enterprise value management reveal
that this issue tends to be researched in the context of large enterprises that have the adequate
facilities and organisational units able to implement a system aimed at increasing value.
Literature does not address the problem of value management in the group of micro, small and
medium-sized enterprises. In this group, two basic issues should be noted: the objective of
conducting economic activity and the scale and structure of the organisational framework.

2. Value measurement in accounting theory

Accounting is frequently equated with valuation and measurement, as evidenced by its
definition as the skill of measuring, describing and interpreting activity, or as the theory and
system of measuring economic value increased in the process of management, or, finally,
economic measurement and the system of this measurement in economic entities. The prime
goal of accounting is to assess economic and financial performance. Accounting is also seen as
a retrospective and prospective information and control system (Zieniuk, 2018; Meigs, Meigs,
1986; Dobija, 1997; Burzym, 1993; Micherda, 2006; Brzezin, 1998). Thus, on the one hand,
the primary function of modern accounting is to address the information needs of financial
statement recipients, while performance measurement remains of lesser importance.
On the other hand, however, it is emphasised that measurement is the essence of accounting,
whereas the recipients’ perception of information comes secondary (Micherda, 2001; Zieniuk,
2018). In accounting terms, the analysis of enterprise value should be started with the four
approaches to its definition:
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e book value,

e replacement value,

e liquidation value,

e enterprise multiple derivative.

The financial statement, or more precisely the balance sheet, presents the measurement of
assets and liabilities. The analysis of an enterprise’s equity allows for the determination of the
net asset value. Net assets are defined as total assets less debt capital. The valuation of the
balance sheet items is carried out pursuant to the regulations stipulated in the Accounting Act.
The legal norms make valuation comparable between companies. Naturally, the book value
often differs from the market value of an enterprise. The major factors responsible for this are
inflation, the physical and moral wear-and-tear of tangible and intangible assets, organisational
capital, and exchange rate differences. This discrepancy means that the book value stemming
from the balance sheet valuation of assets and liabilities should not be used to assess enterprise
value.

Replacement value is the value of the investment that would have to be made in order to
recreate an enterprise, the so-called replacement value. Assuming that an investor willing to
pay a certain price for an enterprise expects the investment to be economically profitable.
The use of replacement value, i.e. what an investor would have to pay to recreate the enterprise,
seems abstract. As a result, similarly to book value, it does not meet the expectations.

Liquidation value corresponds to the revenue generated by the liquidation of an enterprise.
For an investor, such value would be important in the case of the liquidation of an enterprise,
whereas it is not useful for the valuation of the business.

Value as an enterprise multiple derivative involves the assessment of the value of
an enterprise using a multiple of the profits it generates. The weakness of this method arises
when the enterprise does not generate a profit and suffers a financial loss.

The valuation methods in accounting discussed above are related to the foundation of
accounting, which is the true and fair view concept, identifying the need to reflect reality
faithfully and truthfully through a fair and clear presentation of an enterprise’s capital and
financial position and its performance in the financial statements. However, globalisation,
the rate of economic growth in the world, and socio-economic changes have caused that the
objective of conducting economic activity has become enterprise value creation rather than
profit generation. This is closely linked to the fact that the stakeholders of the financial
statements are oriented towards managing this value. Accordingly, it has become particularly
important to provide information about the enterprise to predict and describe its future (Mazur,
2018). Unfortunately, this function is not performed by the information included in the
accounting and financial statements as stipulated in the Accounting Act or international
accounting standards. It is therefore necessary to transform the financial statements in such
a way that information that allows value management can be obtained.
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3. Value measurement in accounting theory

Enterprise value management is defined in a variety of ways, but they all refer to the pursuit
of the highest value for the enterprise. The concept is seen as a management philosophy that
pertains to how an enterprise operates with the goal of maximising value for the owners and
their invested capital. The main assumption of enterprise value management is therefore to
make various types of strategic or investment decisions that will facilitate enterprise value
maximisation. Enterprise value management is also recognised as an element in the overall
management of an enterprise that allows for linking its strategy to its financial performance
(Wasniewski, 2011). Enterprise value creation involves the conduct of regular analysis in order
to identify value-creating activities. It is also necessary to determine the checkpoints that

support strategic thinking. Four elements should be noted here (Dyduch, 2022):
1. what level of value will be created,
how value will be created,

2.
3. how value will be presented,
4.

how value will be preserved.

Table 1.
Definitions of value management in national and international literature
Authors Definition
A. Black, Value management is a system that aims at maximising shareholder value by
P. Wright, streamlining the resources, strategies, processes and performance evaluation criteria of

J.E. Bachmann

an enterprise. “Management by value as an integrative process designed to improve
strategic and operational decision-making by focusing on the key drivers of an
enterprise’s value”.

R. Borowiecki, A.

Enterprise value management is the process that affects an enterprise’s all relevant

Jaki, executive subsystems and involves initiating changes towards more efficient use of

J. Kaczmarek resources. The process is oriented towards maximising the enterprise’s goal.

T. Copeland, Management by value as an integrative process designed to improve strategic and

T. Koller, operational decision-making by focusing on the key drivers of an enterprise’s value.

J. Murrin

A. Cwynar, An enterprise value management system is the system in which all decisions made by
W. Cwynar managers are subordinated to the objective of maximising the value of invested capital.
T. Dudycz Value management focused on creating maximum benefits for owners is called

enterprise value management. Value management is a management philosophy that
applies analytical tools and processes to focus the individual objects of an organisation
around the creation of value for owners.

W.M. Grudzewski,
J. Hejduk

A set of activities oriented towards a favourable change in the factors that increase an
enterprise’s assets and develop restructuring programmes to stimulate the efficiency of
resource consumption and meet customer expectations, thus reaching a high market
position by achieving a competitive advantage.

J. Kaczmarek

Enterprise value is equated with an enterprise’s ability to increase the capital invested
init.

J.A. Knight Value management is a concept that combines an enterprise’s strategy with its finances
in order to maximise the enterprise’s value.
M. Krajewski Enterprise value should be considered from a financial and non-financial perspective.

Financial and non-financial values are not separate values, but complement each other.
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Cont. table 1.
M. Michalski Value management is a variant of strategic management, with the primary objective of
maximising value for the owners
W. Pluta Value management involves using the concept of the market value of an enterprise in

analysing, evaluating, undertaking and then controlling strategic and operational
processes. It is an approach in which management objectives and processes, as well as
the relevant calculation methods, are subjected to enterprise value maximisation.

A. Rappaport The need to develop a concept orienting an enterprise’s management system towards
maximising its market value arose when the separation of ownership from management
and the dispersion of ownership created the need to implement instruments shifting
enterprise management systems towards increasing shareholder value and, as a result,
achieving the enterprise’s primary objective.

P. Szczepankowski | “the concept of managing an enterprise by focusing management activities and
processes on maximising its value from the point of view of the interests of the owners
and the capital they invested. It assumes the control of an enterprise’s operational and
investment activity in order to achieve the primary objective of its existence - to
increase value”.

W. Skoczylas Value management is a management system based on maximising the market value of
an enterprise by seeking to ensure above-average efficiency that guarantees an
operating profit above the cost of capital.

P. Wasniewski It can be defined as a management philosophy that refers to the operation of an
enterprise, which aims to maximise its value because of the interests of the owners and
their capital.

W. Wielgérka Enterprise value management should be understood as a management system
consisting of adequate tools and actions leading to an increase in the value of the
enterprise.

W. Wielicki, Enterprise value management is based on the premise that an organisation’s most

R. Braun important objective is value maximization.

Source: own elaboration based on: Borowiecki, Jaki, Kaczmarek, 1999; Black, Wright, Bachmann, 2000;
Copeland, Koller, Murrin, 1997; Cwynar, Cwynar, 2002; Dudycz, 2005; Grudzewski, Hejduk, 2008; Knight, 1998;
Michalski, 2001; Pluta, 2009; Wielgorka, 2012; Skoczylas, 1998; Mackowiak, 2009; Mackowiak, 2013; Wielicki,
Braun, 2009; Wasniewski, 2011; Kaczmarek, 2014; Szczepankowski, 2012.

The analysis of the definitions of enterprise value management clearly shows that all
proposals equate value management with maximising an enterprise’s value. At the same time,
the authors identified value drivers. These drivers are presented in Table 2.

Table 2.
Enterprise value drivers

Author Drivers

A. Rappaport | - operating cash flows,

- discount rates,

- debt

D. Walters - customer loyalty management,

- inclusion of suppliers and customers in the value creation process,
- financial leverage,

- operational leverage,

- strategic and operational cash flows,

- capacity management.

J. Copacino - cash,

- invested capital,

- cost of capital.

A. Black, - strategic factors — risk, profitability, growth,

P. Wright, - financial factors — operating cash flows, discount rates, debt,
J.E. Bachman | - operational factors — overheads, production, productivity.
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Cont. table 2.
A. Damodaron | - free cash flows for an enterprise, corresponding to the after-tax cash flow the enterprise
would obtain if it was not in debt,
- expected growth in operating profit,
- asset life, which allows for the determination of the time when cash flows can be
realistically forecasted.
T. Copeland, Factors contributing to an enterprise’s value are individual in nature.
T. Koller,
J. Murrin
Source: own elaboration based on: Mackowiak, 2009.

The analysis of the above definitions reveals the most important characteristics of enterprise
value management (Mackowiak, 2019):

1. it is a management philosophy that uses analytical tools and processes to steer the
organisation towards the main objective of creating value for the owners,

2. itis aterm that describes an enterprise management philosophy based on the principle
of economic value creation,

3. enterprise value management is based on achieving a rate of return exceeding the cost
of capital,

4. itis a concept focused on enterprise value maximisation,

5. the primary goal of an enterprise is to maximise shareholder value so, accordingly,
the structure of an enterprise serves this goal,

6. itis a structure for measuring and managing an enterprise in order to create long-term
value for the owners,

7. aconcept based on value creation rather than accounting profit.

4. Value measurement in accounting theory

The implementation of an enterprise value management system aims to supply compatible
tools, the application of which is intended to cause, as a result of investment decisions made by
managers in accordance with the NPV maximisation principle, the economic value of
an enterprise to increase systematically above the level of its equity capital, thus testifying to
the above-normal return on assets (Cwynar, Dzurak, 2010).

Enterprise value management is a modern management system incorporating tools and
procedures for making strategic and operational decisions aimed at increasing the long-term
value of an enterprise and increasing the wealth of its owners.

The essence of this system amounts to (Jaki, 2014; Starovic, Cooper, Davis, 2004;
Szablewski, Pniewski, Bartoszewicz, 2008):

1. identifying the long-term enterprise value maximisation and the increase in the wealth

of shareholders and owners as the primary goal of the enterprise,
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2. evaluating capital expenditure from the point of view of the expected rate of return and
the weighted average cost of capital. Enterprise value is created when the rate of return
on invested capital exceeds its weighted average cost,

3. recognising the importance and change sensitivity of the various determinants of value:
sales growth rate, operating profit margin, cash tax rate, investment in working capital
and fixed assets, weighted average cost of capital,

4. applying the measures of shareholder value creation in order to motivate managers and
inform on enterprise performance.

Shareholder theory, shareholder value maximisation has been the dominant principle of
corporate governance over the past decade or so. However, the world financial crisis triggered
the debate as to whether it is still ethical to pursue shareholder value maximisation. The growing
changes in the business environment of an economic entity make it necessary for enterprises to
develop competitive value management models focused not only on economic benefits, but also
on meeting the sustainable expectations of society and all stakeholders (Barrena, Lopez, 2015).

There is a growing awareness in society that the goal of an enterprise should not be limited
to just one group — the owners. Stakeholder value theory is, in a sense, the opposite of
shareholder value theory. Stakeholder value theory assumes that an enterprise’s goal is to
benefit all groups in its environment. Proponents of this theory indicate that taking all these
groups into account will be the best way to maximise enterprise value (Howell, Nwanji, 2004;
Freeman, 1984; Malik, 2012; Donaldson, Preston, 1995; Rzepka, 2018).

By citing arguments in favour of adopting shareholder value maximisation as the primary
goal, it is also implied that considering the perspective of stakeholders has no valid justification.
The main issue is the divergence of competing expectations expressed by different stakeholder
groups. Thus, consumers expect low prices and high product quality, employees high wages
and stable employment, suppliers low risk and fast payment. The general public will be
interested, for example, in environmental protection. Analysing such expectations, it is difficult
to determine how to satisfy all these needs and at the same time increase enterprise value.
Rather, it is necessary to select and identify the entities directly related to the enterprise and
increase enterprise value through the prism of these entities. They may include customers,
employees, suppliers, creditors.

Whether an enterprise adopts shareholder or stakeholder value maximisation, the overriding
goal is always to survive and grow.

The analysis of the cited definitions of enterprise value management, value drivers, and
doubts reveals three points to be noted:

1. cash flow,

2. time,

3. the concept of shareholders and stakeholders.
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When an enterprise’s value is based on its long-term cash flows, it is possible to assess its
competitive capacity, which is the foundation for its survival and growth. Using the notion of
shareholder value maximisation, many authors argue that it is cash flows as opposed to changes
in share price that determine this value (Wronska, 2004). Another issue to be addressed is that
of time. Enterprise value maximisation as a primary goal means a long-term perspective should
be adopted. If an enterprise adopts a short-term perspective, a risk exists that decisions that are
taken will not necessarily translate into value creation. An example of this would be accounting
malpractices and their consequences.

The proponents of financial goals believe that the objectives of the owners are divergent
from the objectives of other stakeholders, so they disregard the expectations of the other interest
groups in value creation. In contrast, researchers who disagree with this position argue that an
enterprise, while respecting the objectives of all major stakeholders, fulfils its responsibility to
the owners at the same time (Pachciarek, Szarek, 2017).

Stakeholder theory takes a much broader view of an enterprise’s business goals and the
beneficiary of the value it creates is every stakeholder in the organisation.

The analysis of the areas of activity where drivers of value for stakeholders originate from
indicates the following ones (Pawtowska, 2016):

1. changes in the enterprise aimed at applying new technologies or launching a new

product,

2. obtaining financial and economic benefits, e.g. stemming from increased profitability

or cost reduction,

3. obtaining social benefits, e.g. image, reputation, credibility.

Table 3.
Expectations of all groups with an interest in corporate value
Expectations, benefits Effect on an enterprise
Owners/ Attractive investment, increased enterprise value, They do not interfere in the running of

an organisation, but derive income from
their shares.

An enterprise's security and growth: ensuring the | They influence an organisation through
compliance with legal norms, responsible their right to vote.

management, remuneration, prestige

Personal professional success: high remuneration,
profit sharing, appreciation in share price,
bonuses and other benefits, professional and
social status

Quality of life and professional success, high They are the people responsible for the
Employees income, stability, employment, opportunity to execution and implementation of the
develop professional qualifications entire project. They form project teams.
Attractive investment: return of borrowed capital
with interest, security, power

Shareholders | dividends, indirect benefits, power and prestige

Supervisory
board

Managers

Creditors

Their role is to exchange money for

an organisation’s products or services.
The term customer embraces a variety of
institutions and organisations,

e.g.: individuals, other enterprises,
schools, distributors, hospitals.

Satisfaction of needs, good cooperation: security
Customers and stability of supplies, good quality products,
professional service, customer service
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Cont. table 3.
Suppliers

Survival and development, profitable cooperation, | They supply an organisation with goods,
increased value of a supplier’s enterprise raw materials, and other services.
Competition positively influences the
development of an organisation by
motivating it to extend its operations and
improve performance, seeking to expand
into new markets.

Competition respecting moral principles and

Competitors professional ethics, fair play

Fairness and growth: sustainable job creation,
high income, support for education and culture
Information: preparation of an opinion on an
Analysts and | enterprise in the investment context, but also to
rating provide information to the general public and
agencies specific groups about an enterprise’s situation and
its sustainability

Sustainable growth, care for the ecosystem,

Society

Ecologists monitoring an enterprise’s direct environmental
impact
They control the operations of
State/state Prosperity, stable financial system, high revenue, | organisations to protect the public
authorities sustainable job creation interest and ensure compliance with free

market principles.
Source: Mackowiak, Poniatowska, 2021; Mikotajewicz; Mackowiak, 2013.

In conclusion, enterprise management should primarily serve the interests of an enterprise
itself, rather than any particular stakeholder groups, whether they are owners or other
stakeholders. Enterprise value management should focus on increasing the value of
an enterprise regardless of what method or metric is used.

5. Evolution of enterprise value management metrics

Regardless of an enterprise’s organisational and legal form, every owner expects an increase
in its value in the long term. As a result, both modern financial theory and business
administration studies recognise an enterprise’s market value maximisation as the primary goal
of its activity (A. Jaki, 2011). Enterprise value maximisation is classified as one of the financial
objectives. The benefits of an enterprise’s owners are related in the long term to the increased
value of the invested capital. The direct reflection of its value is its market value of the
enterprise in which it was invested.

Enterprise value management metrics can be classified based on a variety of criteria.

Performance measures used in enterprise value management can be divided into two groups:

1. accounting-based performance measures,

2. value-based measures.
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Alternatively:

1. standard enterprise valuation methods, which are used primarily to determine the value
of an enterprise for the purpose of transforming the ownership structure. They basically
embrace three groups of methods: asset-based, income-based and mixed,

2. non-standard enterprise valuation methods.

Accounting measures are usually different types of profit determined in accordance with
accounting principles. The most common accounting measures include: ROI, ROA, ROE,
RONA, ROCE, EPS (Mackowiak, 2022).

The 21st century is the time of significant changes in the priorities of doing business.
Enterprise value maximisation, defined as increasing the capital invested by the owners,
has come to the fore. The idea of value measurement stems from the conviction that information
presented in accounting books and financial statements is an insufficient basis for decision-
making. The shortcomings of profit as the primary performance measure are becoming
increasingly evident. It was observed that, for many enterprises, accounting profit did not
necessarily imply a growth in the value of the enterprise. This happens when the profit
generated falls short of investors’ expectations or the rate of return they require. Profit is
an accounting entry that, through the use of creative accounting, may not adequately reflect
economic reality.

Accounting measures are based on the data presented in the profit and loss account prepared
in accordance with the provisions of the Accounting Act. As they are based on accounting data,
they share all the shortcomings that are associated with accounting profit.

The most important shortcomings of accounting measures include (Dudycz, 2002;
Sierpinska, 1999; Rappaport, 1999; Rutkowski, 1999; Mackowiak, 2013):

o the level of profit is strongly influenced by accounting policy, i.e. the legal framework
of accounting regulations in force in a given country (e.g. different inventory valuation
methods, different depreciation methods),

e the amount of cash is not equivalent to the profit generated,

e ignoring investment issues,

e the financial result does not take into account the change in the value of money in time,
which means that the change in the value of accounting measures does not reflect the
change in an enterprise’s value,

e not all items disclosed under assets have an impact on the profit made by an enterprise
(e.g. investments under way),

e some liabilities depend on effective management (e.g. trade payables, the volume of
which depends on trade credit, which is in turn related to the position and credibility of
the enterprise, i.e. on the quality of management),

¢ the net financial result reflects the result of all events that took place in an enterprise,
including those that are incidental and one-off (other operating income, other operating
expenses, financial income and expenses).
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This caused a need to replace profit with another measure to estimate an enterprise’s value.
As a result, the concept of economic profit was developed. In literature, economic profit is used
as the main tool of the enterprise value management system.

In its basic form, economic profit is accounting profit; its construction is based on data
obtained from the balance sheet, income statement and notes. Economic profit draws on Alfred
Marshall’s concept of residual profit. The main difference between profit in the income
statement and economic profit is the inclusion of the opportunity cost of equity capital.
“The fundamental difference between accounting profit and economic profit relates to the
statement that an enterprise is not truly profitable until its revenues are sufficient to cover its
production and it also ensures owners a normal rate of return on invested capital”’(Cwynar,
Dzubak, 2010). Accordingly, economic profit takes into account the cost of the entire capital
invested in an enterprise’s assets.

The universal formula for economic profit is as follows:

Economic profit = return on capital — cost of capital

Non-standard methods used to measure enterprise value include enterprise value metrics.
These metrics can be divided into two groups according to the figures that form the basis of
control:

e metrics based on net operating profit, e.g. economic profit, economic value added,

market value added,

e metrics based on cash flows.

The most popular metric based on economic profit is EVA, which has been in use since
1991, when Bennett Steward published “The Quest for Value”. Enterprise value management
was long identified with creating economic added value (Mackowiak, 2022).

The basic formula for economic value added is as follows:

EVA = net operating profit after tax (NOPAT) — weighted average cost of capital

(WACC) x invested capital (IC).

In consequence, value creation is based on three components:

e NOPAT,

e cost of capital,

e capital employed.

Simultaneously, the creators of EVA proposed adjustments to profit and capital employed.
In total, more than 160 adjustments were proposed and their application depends on the
decisions made in an enterprise.

As F. Weissenrieder points out, economic value added was indeed developed for value
management, but less as a metric and more as an incentive (Weissenrieder, 1998; Dudycz,
2001). In the early years of the introduction of economic value added, it seemed that it was the
best measure of enterprise value management. First all, economic added value, based on
economic profit, eliminates the majority of the shortcomings of accounting profit. However,
some critical opinions argued that it does not eliminate the shortcomings of accounting metrics
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because it is still based on accounting data,

despite its different construction. As a result,

a problem arises what metrics could be used to measure enterprise value management if not

economic added value.

The analysis of the advantages and disadvantages of economic value added, a number of
issues should be raised, as presented in the table below.

Table 4.

Advantages and disadvantages of economic value added

Advantages of economic value added

Disadvantages of economic value added

The inclusion of the total cost of capital, both own
and third-party

Short-term metric

Internal metric

A large number of adjustments

Information on whether value for owners increases or
decreases

Problems with determining the cost of equity capital

Fostering the decentralisation of management

Conflict between EVA and enterprise value

Possibility of conducting comparison between
enterprises irrespective of their capital structure

Problems with assessing the Beta coefficient

Application as an early warning signal

Compliance with the NPV method

Source: own elaboration based on: Kubacka, 2018; Nowicki.

ECONOMIC VALUE ADDED

NET OPERATING PROFIT

AFTER TAX
Increase Decrease
revenue operating costs
GROWTH

EFFECTIVENESS

- product innovations - lean manufacturing

- social approval
- new markets

Figure 1. Deaggregation of EVA.
Source: Kochalski, 2016.

- eco-friendly manufacturing
- resource protection and recovery

- COST OF
CAPITAL
Manage Decrease
assets WACC
USE OF ASSETS RISK

- process streamlining
- supply chain management
- capital productivity

- accident prevention

- crisis response

- compliance guarantees
on environmental
requirements

However, literature offers many examples of the conflict between economic value added

and enterprise value (Jaki, 2012):

1. EVA depends on invested capital so the board may seek to reduce the value of this
capital by, for example, carrying out a restructuring that does not increase operating
cash flow and its costs reduce the value of capital employed, or replacing conventional

purchases with operating leases,
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2. the board may manipulate future growth by increasing the current EVA at the expense
of reducing its future investment,

3. the possibility of influencing the cost of capital, which is risk-related; the primary
measure of an enterprise’s risk is the beta coefficient, determined based on historical
data,

4. the possibility of choosing from 160 adjustments to achieve the desired level of EVA,

5. it is not confirmed that EVA correlates better with enterprise value or encourages
shareholder value creation,

6. the low correlation of EVA with an enterprise’s market value; this is a consequence of
the calculation of EVA, which is based on nominal rather than market data.

The critical observations presented above that concern the application of economic added
value to enterprise value management lead to the conclusion that this metric should not be used
for enterprise value appraisal in isolation. It definitely can and should be used as one of the
components in enterprise value management. Cash flow based measures of value creation are
primarily: shareholder value added, cash flow based return on investment, and cash value
added.

Shareholder value added represents the present value of future cash flow balances
discounted at the weighted average cost of capital.

Shareholder value maximisation can be adopted as an enterprise’s financial goal.
The calculation of total enterprise value in the SVA model consists of three components
(Daszynska-Zygadto, 2015):

o the current value of operating cash flow in a given period - its final value depends, to a
large extent, on the volume of sales revenue, although it is also affected by factors such
as the operating profit margin, the value of capital expenditure in excess of depreciation,
and the cash tax rate;

o the residual value - also referred to here as the baseline or base value. It is calculated
using an appropriate residual value model (e.g. a perpetual annuity model) for the period
beyond the forecast horizon. In practice, this means estimating the residual value for
each year of the forecast, with the assumption that cash flows, which do not include new
investments, do not change;

e the current market value of securities held for sale and other investments - those that do
not have a major impact on an enterprise’s operations and can be easily monetised.

Return on investment expressed in cash flows is a relative measure of the financial gains
earned from an investment and it is interpreted as the discount rate at which the sum of the
discounted gross cash flow balances over the life of the project equals the investment
expenditure incurred during the initial period.

Cash value added, on the other hand, shows the excess cash flow generated by the
investment on the cash outlay incurred for the investment.
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Market value added informs on the excess market value of the enterprise on the value of the
capital invested in a given period.

The analysis of the examples of the most popular enterprise value management metrics
discussed above reveals their complex structure as well as their advantages and disadvantages.
Each economic entity should implement an enterprise value management system adequate to
its own needs and capabilities, identifying the areas and procedures in a precise manner.

6. Conclusion

The implementation of an enterprise value management system can encounter a number of
obstacles. First of all, an enterprise should consider the purpose of implementing such a system.
It is necessary to define what it means to increase value for owners. Another problem involves
choosing an adequate measure, because no metric demonstrating the short-term effects of value
creation can be regarded as the only objective reflection of the enterprise value creation process,
as this value is primarily linked to investors’ expectations concerning the future rate of return
(Daszynska-Zygadto, 2015).

The considerations concerning the implementation of enterprise value management should
recognise a special group of enterprises — small and medium-sized entities. These are the
entities that do not often have their own accounting or financial analysis departments.
In such entities, it is difficult to implement an enterprise value management system in the form
that is proposed by consulting firms. However, small and medium-sized entities may also be
interested in value management, but from a slightly different perspective.

The analysis of the advantages and disadvantages of enterprise value management metrics
helps identify key factors that will allow value management to be monitored without being
excessively complicated.

Accordingly, in a simplified form, value management can be comprised in these three
elements (Kumor, Mac¢kowiak, 2018):

e EBITDA,

e invested capital,

e cash flows.

Based on these three elements, a scorecard of basic financial metrics can be built.

The proposed solution has some limitations that need to be considered. First, an enterprise
has to keep full accounting in compliance with the Accounting Act. Second, it cannot prepare
simplified financial statements as the data presented in such a manner will be insufficient. Third,
it has to keep cost records by nature. Finally, risk-related issues and the time value of money
will not be considered.
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Various factors that support the application of VBM to SMEs can be identified.
These include (Britzemaier, Kraus, Hanerle, Mayer, 2013):

e VBM helps to ensure the going concern and competitiveness of an enterprise in

a constantly changing environment by the consideration of risk-adjusted profitability
and increasing awareness of strategic issues.

e VBM supports the fulfilment of the stricter rating requirements of Basel Il through
reconciliation of rating criteria and the aims of VBM.

e Owing to the special significance of meta-economical, non-financial goals in SMEs,
the orientation on VBM ensures the rationality of the management. Independently from
that, value orientation explicitly implies ecological, ethical and social goals and prevents
these issues from being neglected.

Reasons for the lack of application are manifold. Hirsch et al. states that the lack of
application of VBM (in family businesses) is supported by scientific practice. The majority of
publications on VBM implicitly refer to large traded companies. A more practical and
empirically proven barrier for the avoidance of VBM is that SMEs are confronted with limited
financial and personnel resources as well as a lack of knowledge about VBM. SMEs link the
implementation of VBM to the extension of their IT systems and the hiring of additional staff,
both of which may result in higher costs (Britzemaier, Kraus, Hanerle, Mayer, 2013).

By introducing the enterprise value management system, one obtains information on the
management of working capital, capital employed, operating profit and free cash flow.

For small enterprises listed on the New Connect financial market, and therefore using the
capital market, the value management system may be the basis for further analysis.

Due to the fact that there will be other shareholders next to the owner, it will be reasonable
to supplement the system with measures such as (Mackowiak, 2017):

e economic added value,

e added value for shareholders,

e market added value.

A multi-dimensional value management system in a small and medium-sized enterprise is
a tool that takes into account the specificity of the largest group of economic entities,
i.e. small and medium-sized enterprises. By analyzing the objectives of activities, both financial
and non-financial, a set of measures was selected that will allow the implementation of
enterprise value management in this group of entities.

Traditional financial analysis is based primarily on accounting profit. However, not always
increasing profit means multiplying value for owners. At the same time the enterprise may
generate profit, but may have a problem with financial liquidity. This means that the profit made
does not have to fully cover the cost of capital, and the wealth of shareholders is multiplied
when there is a surplus of profit over the cost of capital. It should also be noted that cash flow,
I.e. cash, better illustrates whether an individual multiplies the wealth of the owners.
(Mackowiak, 2022)
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