Poccuricknii XXypHaa MeHeaXMeHTa Russian Management Journal
19 (4): 475-493 (2021) 19 (4): 475-493 (2021)

DEVELOPMENT OF THE HORIZON INDEX
TO EVALUATE LONG-TERMISM OF RUSSIAN
NON-FINANCIAL COMPANIES

S.GRISHUNIN, EENAUMOVA, N.LUKSHINA

Faculty of Economic Sciences, HSE University, Russia®

M.BAZAEV A
Faculty of Economics, Lomonosov Moscow State University, Russia®

Short-termism, the firm’s following strategic management practices for short-term, restricts
investment in physical and intellectual capital. Investors and managers should identify and
counteract such practices in a timely manner. However, existing academic and practical stud-
ies overlook problem of short-termism in emerging markets, lack reliable metrics of short-
termism or consider only financial indicators in existing horizon metrics. In this paper, we
closed some research gaps and constructed the relative horizon index which evaluated
strategic focus of public non-financial companies from various industries. We also performed
empirical study of horizon index on the sample of 50 Russian non-financial companies over
2014-2019. It revealed that the energy and utility segments in Russia have the largest share
of long-term oriented companies, while the industrial, real estate and consumer goods seg-
ments have a significant share of short-term oriented companies. The former is explained
by: the significant need for modernization in these sectors; developed corporate government
systems of firms; limited incentives to accounting manipulations; and a diverse set of stake-
holders. Conversely, the latter is underpinned by low levels of investments in comparison to
depreciation of real estate, industrial and consumer goods companies. It is also driven by
higher incentives for these companies to play with accounting ratios. We showed that the
long-term strategic orientation of the firm is not immediately realized into sTable positive
economic profit patterns over time. However, there is strong and positive correlation between
the firm’s decision to follow long-term strategic orientation and the value of multi-period
growth in firms’ economic profit. The results can be used by investors, analysts and asset
managers to screen the companies on the subject of their following long-term value creation
principles and to compare the ability of the firms to sustain positive economic profit.
Keywords: horizon index, long-term value creation, economic profit, strategic management,
short-termism, management myopia.
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INTRODUCTION

The key to success of each company is a
well-elaborated strategy aimed at long-term
value creation for all stakeholders. However,
a thorough analysis of public companies’
strategic practices showed that this is not
often the case [Tang, Greenwald, 2016]. Many
firms stick to strategic management for the
short-term, with decisions focusing on near-
term profit maximization (quarterly or an-
nually) at the cost of long-term value creation
through investments and innovations. Such
behavior is often called “short-termism”
[Keum, 2021]. Short-termism is currently
viewed as a problem because it restricts in-
vestment in physical and intellectual capital.
This leads to unintended consequences for
the long-term value creation capabilities of
the firm [Nikolov, 2018]. This, for its part,
leads to a slowing of gross domestic product,
higher unemployment, and lower future re-
turns for savers [Tang, Greenwald, 2016].
Literature review indicated that compa-
ny’s myopic behavior has been extensively
studied in marketing, accounting, strategic
management and finance. However, the lit-
erature focused either on causes and implica-
tions of short-termism or on developing par-
ticular managerial, regulatory and institu-
tional actions to prevent short-termism. Very
few studies were devoted to developing in-
dicators which could help to distinguish be-
tween short-term focused and long-term fo-
cused firms. K.Tang and C.Greenwald as a
reason of absence, a reliable horizon indict-
or, cited R.Martin from Harvard Business
Review: “There is no control group, we can-
not compare the performance of corporate
America with short-termism to that of cor-
porate America without short-termism”
[Tang, Greenwald, 2016, p.12].
Nevertheless, we consider the absence of
such indicator as a significant research gap.
The best solution to the problem, in our opin-
ion, is to develop not an absolute indicator
that measures the degree of short-termism
of the company, but a relative horizon index.
Such benchmark should assess the probabil-
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ity that the company is strategically short-
sighted and reflect the relative ordering of
risk of short-termism. Another research gap
is that majority of studies are performed for
companies from developed markets. Very few,
if any papers, were devoted to assessing short-
termism of companies working in emerging
market. Yet, another research gap is that
horizon indices in the existing papers are
based on financial ratios but ignored non-
financial metrics.

Thus, the objective of our research is to
construct the relative horizon index which
reflects the long- and short-term focus of
Russian public non-financial companies from
various industries. We chose Russia, because
it checks off virtually every box on the list
of risks in emerging markets investing geo-
political and currency risk, low depth and
breadth of capital markets, excessive con-
centration of business in a few companies,
inflation risks, immature corporate govern-
ance, or the risk that its large companies
may be used for purposes of government
policy rather than shareholder returns. The
second objective of this study was to find
the relationship between the degree of long-
termism and the ability to create economic
profit.

The relevance of the study is underpinned
by the global dissemination of short-ter-
mism, which is confirmed by corporate sen-
timent, investor holding data, and secular
trends [Tang, Greenwald, 2016]. Moreover,
problems caused by short-termism are ex-
acerbated in emerging markets due to de-
veloping corporate governance and manage-
rial practices; the immature nature of fi-
nancial markets, and ownership
concentration. Thus, it is important to as-
sess non-financial indicators in conjunction
with financial factors to obtain an analysis
of the long-term value creation behavior of
considered companies.

The paper contributes to the literature in
various ways. Firstly, it addresses the issue
of short-termism for Russian non-financial
companies. To our knowledge, this is the
first paper with investigates this problem
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specifically for Russian corporate sector.
Secondly, it covers gaps in the literature
outlined above as the developed index con-
tained both financial and non-financial indi-
cators. Thirdly, the study provides the meth-
odology of the index for analysis of short-
termism of companies. Fourthly, we explored
the relationship, the constructed benchmark
and patterns of behavior based on the trends
in economic profit (expressed by the eco-
nomic value-added metric — EVA) and the
average multi-period growth ratio of eco-
nomic profit (AGeva) for the six years of
observations.

We tested two hypotheses: (1) the long-
term strategic orientation of the firm is
not translated into a sTable positive eco-
nomic profit pattern over time; and
(2) there is a positive relationship between
the rating of long-termism (LTR) and mul-
ti-period growth of firms’ economic prof-
it. From perspective of practice, the results
can be used by various stakeholders — in-
vestors, business partners, analysts and
assets managers to screen the companies
on the subject of their following long-term
value creation principles and to compare
the ability of the firms to sustain positive
economic profit.

The rest of the paper is organized as
follows. Literature review and gaps in the
studies are outlined in Section 1. Section
2 formulates the hypotheses of the study
and explains the methodology of horizon
index estimation together with metrics con-
stituent the index. Section 3 discusses the
results.

1. MEASURING SHORT-TERMISM:
A LITERATURE REVIEW

The literature explored various aspects of
long- and short-termism. Researchers from
consulting companies and rating agencies
have done considerable work on studying of
practical consequences of short-termism.
However, this topic remains insufficiently
studied in academic literature.

1.1. Practical studies
of short-termism

The most relevant white paper, prepared by
practitioners, is the research written by Mc-
Kinsey Global Institute [Barton et al., 2017].
It provides evidence of the negative impact
of myopia on corporate performance and eco-
nomic growth due to the lack of a complete
and accurate list of criteria for identifying
this phenomenon. Following the global goal
of transforming the economy to improve the
well-being of the population and ensure sTa-
ble gross domestic product (GDP) growth,
McKinsey offers a 5-factor corporate horizon
index (CHI), derived from a study on a sam-
ple of 615 non-financial companies in the
United States with continuous data on rev-
enue from 2000 to 2015 and a market capi-
talization of 5 bln doll. in at least one year
over that period. CHI includes five financial
factors and hypotheses (Table 1).

On the basis of the results gained McK-
insey concluded that starting from 2001, the
average real revenue of long-term companies
within the sample grew in 15 years by 47 %
more than that of short-term firms, where-
as their economic profit (measured by EVA)
rose by 81%. In addition, during the crisis
2007-2014, investment spending by short-
term firms grew at an average annual growth
rate of 3.7% and that of long term-oriented
companies by 8.5% [Barton et al., 2017]. De-
spite the practical value of these findings,
there are some points that require more dis-
closure. For example, it would be interesting
to consider a wider set of factors, adding
non-financial and macroeconomic ones. Such
factors can include, for example, ownership
structures or productivity drivers. Given the
growing impact of sustainability issues on
the long-term development of the company,
it is desirable to study criteria in this do-
main. In addition, the difference in indicators
between economy sectors and the influence
of regional factors are not considered.

“Ernst and Young” — global audit and
consulting company (EY) performed the
analysis of several channels through which
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Table 1
Components of CHI suggested by McKinsey Global Institute
Indicator Measuring approach Hypothesis
Investment Ratio of capital expenditures to Long-term firms invest more

depreciation

frequently and in larger volumes than
short-term firms

Earnings quality

Accruals as a share of revenue

Long-term firms’ earnings reflect cash
flows, not accounting decisions

Margin growth

Difference between earning growth
and revenue growth

Long-term firms’ revenue growth
significantly differs from their net
income growth

Quarterly management

Incidence of beating EPS targets by
less than two cents and incidence of
missing earnings per share (EPS)
targets by less than two cents

Short-term firms aim to match
analysts’ EPS predictions, whereas
long-term ones are willing to miss
them if needed

Earnings per share

Difference between EPS growth and

Long-term firms do not tend to

growth true earnings growth

over-index EPS (e.g., through share
buybacks) without consistent net
income growth

short-termism negatively impacted the long-
term performance of companies [EY Poland
Report, 2014]. These channels included:
(1) short CEO tenure; (2) reduction in invest-
ment activity; and (3) neglection of human
capital. Other channels included short-term
oriented remuneration schemes, short-term
communication with the capital markets, and
threats of CEO dismissals. EY ran the econo-
metric model to study dependence between
several CEOs characteristics (tenure, CEO
status as outsider; the structure and level
of CEOs remuneration) and basic financial
indicators (ROE, share prices, revenue, debt,
equity, market capitalization). The data sam-
ple included 1024 largest publicly listed com-
panies on European stock markets from
1998 to 2013. Strong positive relationships
were found between firms’ market capitaliza-
tion and CEO tenure as well as ROE and
CEO tenure. The study revealed that in the
long-term, both the company’s market capi-
talization and ROE were positively influenced
by the firm’s investment activity. Moreover,
investment spending and companies’ perfor-
mance positively depended on management
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stability. However, the impact of a CEO’s
experience on companies’ performance was
strongest only during the first years of a
CEO’s tenure. Significant linkages were not
found between firms’ long-term performance
and capitalization from either: (1) “the CEO
insider” effect; and (2) long-term orientation
of CEO compensation schemes. The limitation
of the paper was not addressing may impor-
tant corporate governance factors, the finan-
cial decisions of CEOs and CFOs, and sus-
tainability metrics. Unlike that of McKinsey,
this study did not provide the aggregate
measure of a company’s long-term strategic
behavior.

In turn, K.Tang and C.Greenwald from
“Standard and Poor’s” suggested five core
areas for which major asset managers should
pay attention in developing long-term invest-
ment strategies. These are investors beliefs,
risk appetite statements, benchmarking pro-
cesses, evaluations and incentives, and in-
vestment mandates [Tang, Greenwald, 2016].
The authors rightly point out that purely
financial metrics are not enough to assess
the long-term strategy of the company. To
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assess these core areas, investors should ex-
tend the set of factors toward: (1) industry-
specific metrics that will vary by sector; and
(2) sustainability metrics that encompass
environmental, social, and governance as-
sessment criteria. However, the paper did
not provide the aggregated index for assess-
ing short-termism; it provides only single
indicators.

1.2. Short-term investment bias
in academic literature

In academic literature, the problem of short-
termism was studied in various domains in-
cluding marketing, management and strat-
egy, accounting and finance. The accounting
literature on strategic myopia refers to the
same: analyzing of various metrics which
can reveal the accounting tricks aimed at
meeting earning thresholds (such as earnings
per share — EPS) in expenses of long-term
value creation [Cai, Zhao, Huang, 2005; Roy-
chowdhury, 2006; Herawati, 2015].

These metrics manipulations are concen-
trated on such activities as: (1) decreasing
discretionary expenses; (2) sales; (3) over-
production to decrease cost of goods sold and
increase working capital; or (4) timing of
recognizing assets and liabilities. In the pa-
per “Is It Time to Get Rid of EPS?” the
author hypothesizes that the EPS metric is
not exclusively indicative for investors, al-
though it is easily understandable and ac-
cessible [Almeida, 2018]. The author conducts
bibliographic analysis and proposes to rely
on several indicators at the same time — for
example, EPS, ROA (return on assets), sales
growth (revenue growth rates), as well as
the trend of indicators over the time and
not at the moment. In addition, the author
disagrees on providing quarterly reports and
advises to switch to semi-annual and annual
ones, because frequent reporting can encour-
age firms to adjust financial results in line
with market expectations. A.Lopes reported
significant relationships between the ma-
nipulation of reporting and thus short-ter-
mism and the quality of the auditor [Lopes,

2018]. Companies for which auditors were
repuTable and independent showed a lower
level of accrued liabilities. On the contrary,
audit firms with an unknown brand and lack
of reputation do not prevent clients from
manipulating income in order to achieve
short-term goals.

Thus, accounting literature has revealed
that the one cause of short-termism is over-
weighting short-term value generation due
to investors’ reliance on short-term ori-
ented accounting statement data. However,
this literature suggests focusing on account-
ing-based metrics to evaluate firms’ my-
opic behavior despite the fact that these
metrics are short-sighted by itself. This is
because the metrics are short-term orient-
ed and do not measure significant parts of
firm operations such as intellectual capital,
sustainability, strategic and investment de-
cisions.

In turn, academic literature in strategy
and finance is trying to either determine
the causes and consequences of management
myopia or suggest remedies to short-ter-
mism. Strategy papers focus on flawed man-
agement practices that result from bounded
rationality and cognitive limitations of man-
agers and are followed by restricted invest-
ments in intellectual capital and other in-
tangible assets [Miller, 2002]. L.Chan,
L.Karceski and J.Lakonishok in their pio-
neering work on short-termism theory [Chan,
Karcescki, Lakonishok, 2004] studied his-
torical long-term growth rates across a broad
cross-section of stocks using several indica-
tors of operating performance. They showed
that very few companies maintained sTa-
ble growth rates. On the other hand, high
and immediate growth in profit could be the
way to bankruptcy. They suggested to con-
centrate on the following issues in strategic
analysis: (1) the sign and the value of spread
between firm’s return on investments and
cost of capital; (2) the ability of the firm
to maintain that positive spread; and (3) the
probability that the company could restore
the sustainable positive spread after it had
turned negative.

PXXM 19 (4): 475-493 (2021)
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Finance literature focuses on manage-
ment incentives to short-termism due to
financial market pressure [Gonzalez, André;
2014; Nikolov, 2018; Pogach, 2018; Allee
et al., 2020]. Theses incentives are driven
by: (1) outside factors (e.g. short-term ori-
entation of some stakeholder groups or high
perceived risk of economic environment);
(2) executive compensation incentives (e, g.
cash bonuses and in the money stock op-
tions of managers); (3) intra-organization-
al factors (e.g. company culture emphasiz-
ing accounting number-based performance
management, short-term orientation of
Boards, efficiency of auditing and over-
sight); or (4) individual factors (e.g. per-
sonal characteristics of managers, self-con-
fidence of CEO, etc.).

D.Ikenberry, J.Lakonishok and T.Ver-
maelen showed that managers incentivized
by short-term oriented compensation will
conduct more share repurchases to manage
earnings and boost stock prices [Ikenberry,
Lakonishok, Vermaelen, 1995]. B. Yanovski,
K.Lessman and I. Tahri [Yanovski, Lessman,
Tahri, 2020] demonstrated that high per-
ceived risk in the economic environment
led to low levels of long-term investment
and that policy measures were needed to
support these investments especially during
times of increased uncertainty. J.Cohn,
U.Gurun and R.Moussawi considered the
agency problem from the side of managers’
personal desires influence on decision-mak-
ing regarding the activities of the firm
[Cohn, Gurun, Moussawi, 2020]. Managers
are interested in the growth of the com-
pany’s shares so that they have to meet
market expectations — to make statements
and show the values that are desired by
current and future shareholders. As a result
of regression analysis on a sample of US
companies this paper concluded that in a
desire to keep up with customer satisfac-
tion, managers refused to act in a way that
could lead to a long-term growth in a com-
pany’s value or did not agree to implement
less elaborated but quick-return projects.
However, the market reacted less positive-
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ly to announcements of new projects when
it came to short-termism. The disadvantage
of the paper is limited data on specific pro-
jects of companies as this information is
rarely disclosed to a sufficient level for
analysis.

Academic literature has some controver-
sies as well. R.Henderson, H. Rahmandad
and N.Repenning [Henderson, Rahmandad,
Repenning, 2015] argue that the problem
of short-term earnings management is not
linear. Conversely, above a certain thresh-
old of capability stock (measured as a bal-
ance between investments and non-invest-
ment) earnings management is relatively
harmless and does not result in underin-
vestment, but below it, it can be disastrous
for stakeholders.

The general gap in academic literature
is that it aims at discovering the causes of
short-termism, however, does not provide
the indicator of how investors or asset man-
agers can segregate short-sighted companies
from long-sighted companies. Very few, if
any, papers, were devoted to assessing short-
termism of companies working in emerging
markets.

2. MODELS AND METHODS

2.1. Horizon index methodology

The objective of the study was: (1) to con-
struct the relative horizon index (HI) which
reflect the long- and short-term focus of
Russian public non-financial companies from
various industries; (2) to calculate HI for
the selected companies over the period of
2014-2019; and (3) to analyze the relation-
ship between HI and economic profit of the
companies in the sample.

We constructed HI using the hybrid ap-
proach. We take the set of strategic finan-
cial factors proposed by McKinsey [Barton
et al., 2017] as the base and enrich this set
by financial and non-financial indicators,
mentioned in the academic and practition-
er literature. Then, we checked a set of
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factors for correlation between them. To
do this, we calculated the Pearson pair cor-
relation coefficient between the indicators
in the set and excluded indicators with a
correlation greater than 0.7. Lastly, we
double checked if there is a strong correla-
tion between the factors comprising the HI
and firms’ economic profit measured by
economic value added (EVA). We only left
factors which demonstrated Spearman’s
rank correlation between economic profit
of above 0.5. The final list of metrics is
presented in Table 2. When assessing the
quality of auditors, we used the ranking
calculated by the group of international
rating agencies RAEX1.

Construction of HI involves the following
steps.

Step 1. Calculate the individual metrics
from Table 1 for each year of observa-
tion (2).

Step 2. In each year of observation and
each individual metrics we sort the firms
from the lowest to the highest value. Then,
we split the sorted list into the deciles.
Finally, depending on relationship between
HI and the factor, we assigned each firm
the category from 1 to 10 for the particu-
lar factor. In case of direct relationship,
we assigned the score “10” if the value of
the factor had the maximum value, “9”, if
the value of the factor fell into 90" per-
centile, “8” if the value of factor fell into
80 percentile and so on. Conversely, in
case of inverse relationship, we assigned
the score “10” if the value of the factor
had the minimal value, “9” if the value of
the factor fell into the 10 percentile, “8”
if the value of the factor fell into the 20"
percentile and so on.

Step 3. For each firm and each individ-
ual metrics, we calculated the average score
across the years of observations.

Step 4. For each firm we calculated the
HI by the following formula. The same as
in CHI methodology [Barton et al., 2017] we

I RAEX. URL: https://raex-a.ru/files/files/
Metod.pdf (accessed: 19.04.2021).

applied the descriptive analysis and con-
structed the index that weighted each of
factor equally. Thus, our HI relied on ordi-
nal ranking of firms on each metric (relative
to firms in the sample) to form a composite
score for each company in the sample across
the observed time interval:

13 Ly

where FC; — is the score of i-th factor across
years of observations.

Step 5. All companies in the sample were
treated as “short-sighted” or “far-sighted”
based on whether their individual HI value
were below or above M (M — the median
value of HI) of the whole set of companies.
In addition, we developed the following rat-
ing of “long-termism” (rating of long-ter-
mism — LTR) which shows the relative de-
gree of myopia or foresight of each company
(Table 3).

2.2. The hypotheses

In this study we will explore the following
hypotheses.

Hypothesis H1. Long-term strategic ori-
entation of the firm is not realized in sTa-
ble positive economic profit pattern over
time.

This corresponds with conclusions of
[Chan et al., 2004] that that very few com-
panies maintained sTable patterns in eco-
nomic profit over time due to investment
and economic cycles. Conversely, sTable pos-
itive pattern of economic profit usually is
the sign of short-termism.

Hypothesis H2. There is a positive rela-
tionship between LTR and multi-period
growth of firms’ economic profit.

This also corresponds with conclusions of
[Barton et al., 2017] that long-term oriented
firms demonstrate above average growth in
economic profit over time in comparison to
short-term oriented firms.
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Table 2
Components in the developed HI
. The feature | Relationship
Factor Way of calc}l lation/ Rationale of far-sighted | between HI
evaluation .
firm and factor
Strategic factors (from McKinsey set)
. . Long-term firms
Capital exp 'em'lzturest ) consistently invest much
Investments Depreciation, more than require >>1 Direct
where sustaining current
t — reporting period (year) operations
Long-t fi ill
Netincome, — Freecash flow ong-term lr'ms i
Earning qualit ’ : generate earnings that ~0 Inverse
£4a v Revenue, reflect cash flow and not
accounting decisions
Growth rate of net income — |Long-term firm grow net
. Growth rate of revenue income by growth in
Margin growth sales rather than by 0 Inverse
manipulation by expenses
Growth rate of EPS,-Growth |Long-term firms do not
. rate of net income, artificially boost EPS
Earning-per- (e by share buyback)
share (EPS) - & 0¥ y ~0 or negative Inverse
th but focus on
grow fundamentals of value
creation
Corporate governance
The place of firm’s auditor in | Long-term firms use
Quality of ranking of audit companies repuTable auditors as Top places in .
. they do not need to . Direct
auditor . . the ranking
manipulate accounting
records
Percentage of compliance Corporate governance
with corporate governance systems of long-term
Quality of requirements (Corporate firms are in compliance
corporate governance code of Central to regulatory ~ 100 % Direct
governance bank of Russia) according to |requirements
the self-assessment of
companies
The presence of a formalized |Long-term firms disclose
Formalization strategy an.d financial targets thelr s.trategy and .
s for the period of more than |financial targets to Compliance to .
of company’s . . . Direct
strate two years. The strategic goals |investors. The strategic | the statement
gy correspond to the scale of goals correspond to the
business scale of business
The composition of the Long-term firms fully
Transparenc ultimate beneficiaries is fully |disclose the ownership Compliance to
p Yy disclosed, the ownership structure of the firm p Direct

of ownership

structure is transparent to
investors

the statement

PXKM 19 (4): 475-493 (2021)
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Way of calculation/ The feature | Relationship
Factor v . Rationale of far-sighted | between HI
evaluation .
firm and factor
Susceptibility to accounting manipulations
Inventory, Long-term firms will Inverse
Days in Direct Costs, maintain inventory level
inventory Inventory,_, consistent to shipment to ~1
growth (DII) Direct Costs,_, customers (reflected in
direct cost)
Receivables, Long-term firms will Inverse
Sales, maintain accounts
Days in Receivables, recei.vable level
Sales,_, consistent to sales
accounts ¢ 1
receivable Receivables,
growth (DSRI) Sales,
Receivables, _/
Sales,_,
CA, +PPE, Long-term firms Inverse
%At consistently maintain
1= CA, ,+PPE, , ’ sTable ratio of long-term
%AH assets other than PPE
Asset quality and do not use other )
index (AQI) where long-term assets as a ~0 or negative
CA — currfent assets; source of cost deferral
PPE — residual value of
property, plant and
equipment;
TA — total assets of the firm
Factors of financial policy
Share of Long —termdebt, + Equity, Long-ter.'m firms finance Direct
growth in assets by
permanent Total assets, Close to 1
. long-term (permanent)
capital -
capital
Long-term firms Direct

Retained cash
flow margin

Retained cash flow (RCF )t

Revenue,

consistently retain
sufficient cash for
future development after
liability and dividend
payments

Above market
or industry
peers

Note: * — published by RAEX. URL: https://raex-a.ru/files/files/ Metod.pdf (accessed: 19.04.2021).
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Table 3
Rating of “long-termism” of the firm
LTR value Pattern name Definition of the pattern
3 Foresight company HI > HT
HT =M+0.5 - (max(HI)-M)
2 Far-sighted company M<HI<HT
1 Myopic company LT<HILM
LT=M-0.5 - (M—-min(HI))
0 Blind company HI<LT

2.3. The economic profit (EVA)
and economic profit rating (EPR).
EVA growth rate

We used EVA as the measure of a com-
pany’s economic profit. It can be defined as
a profit earned by the firm less the cost of
capital to finance its operations [Stern, Stew-
art, Chew, 1995; Ivashkovskaya, Kukina,
2009; Sabol, Sverer, 2017]:

EVA, =NOPAT, —(TA, -CL,) - WACC,, (2)

where t — reporting period; EVA, — eco-
nomic profit the in the period ¢; TA, — to-
tal assets in the period ¢; CLt — current
liabilities in the period ¢t; WACC, — cost of
capital of the company in the period #;
NOPAT — net operating profit after tax in
the period ¢. If economic profit in the pe-
riod is positive than the company creates
value for its stakeholders and, conversely,
destroys value in the opposite case [Stern,
Stewart, Chew, 1995].

The formula (3) can be rewritten to form
the economic profit spread measure (EVAS).
It denotes the percentage by which the return
on invested capital exceeds the performance
period WACC:

NOPAT,
EVASt :W_WACCI‘ (3)
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To prove hypothesis HI we build the
economic profit rating (EPR). Based on
this metric we constructed the EPR
(Table 4) which showed how efficient was
each company in terms of value creation
in all six periods of observation (2014-
2019). In other words, EPR shows the pat-
tern of creating economic profit of each
company in the sample.

To prove hypothesis H2 we introduced
average multi-period growth ratio of eco-
nomic profit (AG,,,) for the six years of ob-
servations:

(EVA;—EVA))
EVA

- 100 %. “4)
6 (1]

AGEVA =

If the hypothesis is true than far sighted
companies should produce higher AGy,, than
short-sighted firms.

2.4. The data

The sample contained relevant data for
50 Russian public non-financial companies
over the period 2014-2019. The sample was
built on the following considerations: (1) the
existence of publicly traded shares; (2) avail-
ability of information (financial results un-
der IFRS or GAAP standards and annual
reports). The list of companies is presented
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Table 4
EPR and patterns of economic profit
EPR value Pattern of economic profit creation Definition of the pattern
3 Positive stable The corppany had p051t.1ve EVA in each
six periods of observations
The company had positive EVA in more
2 Positive than 50% of periods of observations
(four and more out of six periods)
The company had positive EVA in 50 %
1 Negative of less periods of observations (three
and less out of six periods)
0 Negative stable Thg company had qegatwe EVA in all
periods of observations
/ Other, 6% Communica State )
. owned
Utilities tion and IT, entities
’ 14% )

10% 22%

Consumer
goods, 12%

Energy, 18%

Materials,
34% ~__ Privately
owned
Industrial, entities,
6% 78%
(a) Industrial distribution (b) Ownership distribution )

Fig. 1. Distribution of companies in the sample, 2014-2019

in the Appendix, together with the results.
Industrial and ownership distribution of com-
panies in the sample is in Figure 1 (a, b).
Financial statements of companies were tak-
en from Bloomberg. The combined revenue
of the companies in the sample was around
30% of Russia’s gross domestic product.
As Figure 1 shown, privately owned enti-
ties dominated the sample of Russian com-
panies. The majority companies in the sam-

ple are operating in materials sectors (chem-
icals and metals and mining) and energy
sector (oil and gas).

3. RESULTS AND DISCUSSION

Results of calculations of HI, LTR and EPR
with the formulas 1-4 is in the Appendix.
The summary of calculation of LTR is pre-
sented in Table 5. As it indicated, industries

PXXM 19 (4): 475-493 (2021)
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Table 5
LTR distribution by industry, 2014—2019
Industry Total numl.)er Foresight Far-sighted Myopic Blind
of companies company company company company
Communication and IT 7 0 4 0 3
Energy 4 3 2 0
Industrial 0 1 1 1
Materials 17 2 6 7 2
Real estate 2 0 0 2 0
Utilities 3 1 1 0

with the largest relative number of visionary
companies (foresight and far-sighted) are
utilities (80%), energy (78%) and commu-
nication and IT (567 %).

The energy segment (mainly presented by
oil and gas companies) has the largest num-
ber of foresight companies (57 % of the sam-
ple). This is due to the need for significant
capital investments in the development of
new fields and improving the efficiency of
production and processing. Additionally,
these companies operate in an industry that
is subject to significant volatility in demand,
supply and prices.

Therefore, in order to survive, these com-
panies: (1) need to balance capital expendi-
ture budgets to up and down price cycles;
(2) constantly seek ways to reduce explora-
tion and processing cost; and (3) establish
strong risk management function focused
on reduction of risks to accepTable level and
maintaining resilience to threats. Moreover,
these are companies with continuous produc-
tion processes and business-to-business sales
models. These reduce the possibility of ma-
nipulating cost and result items in the ac-
counting of these firms. Lastly, the utilities
and energy industries were among the first
in Russia to attract financing abroad, so
they have already built corporate governance
systems that meet the requirements of for-
eign investors. Another example of an in-
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dustry in Russia where foresight companies
dominate is the utility industry (43 % of
companies in the set). This is underpinned
mainly by government regulation, which
encourages utilities to invest in more effi-
cient generating capacity and electricity
networks in exchange for increased tariffs.
Now both Russian utility and energy com-
panies need to think about optimizing its
investment programs and modernizing pro-
duction due to a gradual transition to a low
carbon economy.

In such sectors as real estate (100 %),
consumer goods (71%) and industrials
(67%), there is a significant concentration
of short-sighted companies. Real estate com-
panies are scored low due to low investments
in comparison to depreciation and large share
of accruals in revenue. We attribute this to
high demand on affordable real estate in the
country, which incentives companies to focus
on construction, low-budget and simple de-
sign apartment blocks rather than investing
in complex architectural projects, improve-
ments in consumer properties of housing and
innovations. Moreover, local banks are re-
luctant to finance real estate companies due
to high risk; thus construction companies
have incentives to manipulate earnings to
meet banks’ standards.

Consumer goods companies score low in
days in inventory growth ratio (DII) and
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\

Number of companies
O RPN WD UIOON OO

EPR by horizon types companies

Fig. 2. Dependence between EPR and companies’ horizon

days in accounts receivable growth ratio
(DSRI) , indicating their low efficiency in
working capital management. Lastly, short-
sighted industrial companies in Russia are
mainly scored low in accounting ratios
(days in accounts receivable growth ratio
and asset quality index) which may indicate
low efficiency of accounts receivable man-
agement and risks that their long-term
assets are used as a source of cost deferral.
They also are scored low in share of per-
manent capital and retained cash flow ef-
ficiency ratios, which indicates that these
companies finance their investments with
short-term loans. This increases liquidity
risks due to mismatch between assets and
liabilities. Also, these companies are char-
acterized by large differences between earn-
ings and revenue growth which indicate
unsustainable growth in margins and the
risks of earnings manipulation to meet
banks’ covenants.

To prove our hypothesis HI we estimat-
ed Spearman’s rank correlation coefficient
between LTR and economic profit rating
(EPR). The results demonstrated a positive
but weak correlation of 0.14, meaning that
long-term-oriented firms did not show a sTa-

ble and positive pattern of economic profit.
Conversely, myopic companies (with
LTR < 2) demonstrated a more tense cor-
relation between EPR and LTR (0.3) while
there was a very low rank correlation between
EPR and LTR of far-sighted companies
(0.06). Thus, for Russian companies in the
sample, the hypothesis H1 was proved, and
the long-term strategic orientation of the
firm was not immediately translated into
sTable positive economic profit patterns over
time.

The chart of the distribution of long-
term companies by economic value patterns
also revealed an absence of strong correla-
tion between EPR and LTR (Fig. 2). Con-
versely, high investments in initial periods
require a significant amount of capital at
a high cost. Moreover, the period 2014—
2019 in Russia was associated with high
debt rates due to the economic and sanc-
tions crisis. That translated into high costs
of capital, which reduced the positive effect
of long-term behavior of the companies.

To prove our hypothesis H2 we calcu-
lated Spearman’s rank correlation coefficient
between LTR and average AG,,, for each LTR

eva

class. The result demonstrated positive and

PXXM 19 (4): 475-493 (2021)
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Fig. 3. Dependence between LTR and multi-period average growth of EVA, 2014-2019

strong correlation of 0.85 (Fig. 3). Thus,
hypothesis H2 is proved.

Therefore, the long-term strategic orien-
tation of the firm is not immediately realized
into sTable positive economic profit patterns
over time. However, there is strong and
positive correlation between the firm’s deci-
sion to follow long-term strategic orientation
and the value of multi-period growth in firms’
economic profit.

CONCLUSIONS

We developed the relative horizon index
which gauges the long- and short-term focus
of public non-financial companies. We also
performed empirical study of HI on Russian
public non-financial companies from diverse
industries over the period of 2014-2019.
The study indicated that the energy and util-
ity segments in the country have the largest
share of long term-oriented companies, while
the industrial, real estate and consumer goods
segments have significant share of short-term
oriented companies. The former is explained

PXKM 19 (4): 475-493 (2021)

by: (1) the significant need for modernization
in these sectors; (2) developed corporate gov-
ernment systems of firms; (3) limited incen-
tives to accounting manipulation; and (4) a
diverse set of stakeholders. Conversely, the
latter is underpinned by low levels of invest-
ments in comparison to depreciation of real
estate, industrial and consumer goods com-
panies. It is also driven by higher incentives
for these companies to play with accounting
ratios.

We believe that our study expands the
academic research in field of short-termism
and raises important questions such as:
(1) whether long-termism can positively af-
fect company’s economic profit and how long
may it take; (2) if the shift toward respon-
sible investments signals of long-term value
creation and how it can be integrated into
the horizon metrics; or (3) whether drivers
of short-termism differ from industry to in-
dustry and across the countries and markets.
However, the limitations of the study include
the limited sample size and the focus on nar-
row markets as well as the absence of metrics
of sustainable development in the HI.We
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showed that: (1) the long-term strategic ori-
entation of the firm is not immediately trans-
lated in sTable positive economic profit pat-
tern; and (2) there is a positive relationship
between company’s decision to follow long-
term strategic orientation (reflected in HI)
and multi-period growth of its economic
profit.

The future research directions include:
(1) expanding the study on other emerging
and developing markets; (2) studying indus-
trial drivers of management myopia; (3) re-
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Pa3pabomra undexca zopu3onma 0ns OUeHKU 00N20CPOYHOZ0 PA3BUMUA POCCULCKUX
He(UHAHCO6bLX KOMNAHUIL

C.I'puwynun, E.Haymoea, H./Irokwuna
DakyIbTeT SKOHOMHUECKUX HAYK, HallnoHaJIbHBIA MCCJIELOBATENLCKUNA YHHBepCcUTeT «BrnIcimas
IIKOJIa SKOHOMUKM», Poccus

M.Ba3aesa
IKoHOMMUUECKHH (parkyabTeT, MOCKOBCKIII IOCYJapCTBEHHBIN yHUBepcuUTeT, Poccus

Crpareruueckas «GJM30PYKOCTb», CJiefOBaHUE (PUPMOIl KPATKOCPOUHBIM MPAKTHUKaAM CTpaTeruue-
CKOT'0 yIpAaBJIEHUSA OTPAHWUMBAIOT WHBECTUIIMN B (GUBUUECKUN M WHTEIEKTYaJbHBIN KaIlluTall.
WHBecTOPHI U MEeHeIKePhI JOJKHBI CBOEBPEMEHHO UAeHTU(UIIMPOBATE U IIPOTUBOIEHICTBOBATD TAKUM
npaktukaM. OZHAKO CYIIIECTBYIOIIME aKaJeMUYecKre U NPaKTUUecKue HCCJIeJOBAHUS YIIYCKaIOT
U3 BUAY IIPO0JIeMy KPaTKOCPOUYHOCTHM HA PA3BUBAIOIINXCA PHIHKAX, He MPUBOLAT HAAe)KHbIe ITOKa-
3aTeJi CTPATErnUYecKOM «OJIM30PYKOCTU» WM PACCMATPUBAIOT TOJBKO (hMHAHCOBBLIE MOKA3aTeau
B CYII[ECTBYIOIIUX WHAWKATOPAX TOPM30HTA yIpaBJeHUs. B cTaTbe JUKBUAMPOBAHBI HEKOTOPLIE
mpo0esbl B UCCIAENOBAHUAX U IOCTPOEH WHIAEKC OTHOCUTEJHHOI'0 T'OPM30HTA, KOTOPBIN OIeHWBAET
CTpPaATEeruyecKy0 OPUEHTAIlNI0 IMYyOJMYHBIX He()MHAHCOBHIX KOMIAHWH M3 PAa3IUUYHBIX OTPAaCJIeii.
ABTOpPBHI MPUMEHWJIN CaAMOCTOATEJIHLHO Pas3paboTaHHBIN WHAEKC TOPU30OHTAa Ha BbIOOpPKe u3 50 poc-
culickux HeuHAHCOBBIX KoMmmaHui 3a 2014—-2019 rr. Amanms pesyJabTaTOB pacueTa HWHIeKca IIO0-
KasaJj, 4YTO HamuboJIbIllee KOJIMUECTBO CTPATETMUYECKH «IaJIbHO3OPKUX» KoMmmaHuil B Poccuu pabora-
IOT B OTPACJAX JHEPreTUKU. ITO OOBACHAETCA SHAUUTEJIbHBIMH WHBECTUIIUAMU B 9Ty 00JIACTB,
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PasBUTHIMU CHUCTEMAaMMU KOPIIOPATHUBHOTO YIIPABJIEHUA U PA3HOOOPA3HBIM KPYIOM 3aMHTEPECOBAHHBIX
cropor. Kommauuu o0a7ai0T OrpaHUYEHHBIMUA CTHUMYJIAMH K MAHUNYJISIMUAM B OyXraJTepCKOM
yuere. OgHAKO 3HAUUTEJIbHAA YaCTh KOMIIAHUI B OTPACISAX MAIIIMHOCTPOEHUS, CTPOUTEIbCTBA U He-
IBUKMMOCTHU, a TaKsKe IIPOM3BOJCTBA IMOTPEOUTENIHECKIUX TOBAPOB SABJSIOTCS CTPATETrMUecKu «BJIm30-
pykumu». Takasa cTpaTernueckas OpHeHTAIUsA O0BACHAETCS HEIOMHBECTHPOBAHHOCTHIO YKa3aHHBIX
orpacJeii. IIpu aToMm KoMIaHum 06/1aJal0T Pa3BUBAIOIIEICA CHCTEMO KOPIIOPATUBHOTO YIIPABJIEHUS,
YTO OCTaBJIsIET CTUMYJbI AJIs MaHUIYJIALUN B OyXraJaTepcKoM yuere. PesyabTaThl HCCJIE€TOBAHUS
IIPOIEMOHCTPUPOBAJIN, UTO CJAEJOBAHUE JOJITOCPOYHOM CTPATETUN PEATN3YeTCA B YCTOMUMBBIHA JOJITO-
CPOUYHBIN POCT 9KOHOMHYECKOI NMpUOBLIX KOMIIAHUI He MTHOBEHHO, a C TeueHreM BpemeHnu. Tem He
MeHee BBIABJIEHA IIOJIOJKUTENTbHAA KOPPEIANUA MEKAY HOJITOCPOYHBIM CTPATETMUYECKUM BBHIOOPOM
KOMIIAaHUU ¥ TEeMIIaMU POCTa SKOHOMWUECKOI MPUOBLIN KOMIIAHWU 3a HECKOJbKO JeT. IlosyueHHbIe
pe3yJabTaThl MOTYT OBITH MCIIOJIb30BAHBI MHBECTOPAMU, AHAJUTUKAMU U YIIPABJIAIOIINMYU aKTUBAMU
[UIsI CKDUHUHTA CTPATeruil KOMIIAHUM Ha JOJTOCPOUYHYIO0 OPUEHTAIINIO M CPABHEHUS UX CITOCOOHOCTEH
CO3/IaBaTh MOJTOCPOUHBIM W YCTOMYUBBHIN POCT 9KOHOMUYECKOUN HPUOBLIN.
Kntouesvle cn06a: nHAEKC TOPU3OHTA, JOJITOCPOUHOE CO3MaHNEe CTOMMOCTY, SKOHOMUYECKasd IPUObLIb,
cTpaTernuecKoe yIpaBeHne, KpaTKOCPOUHBIHM cTpaTernuecKuil QOKyc, cTpaTernuecKkasi 6JIM30pYKOCTb.
For citation: Grishunin S., Naumova E., Lukshina N., Bazaeva M. 2021. Development of the
horizon index to evaluate long-termism of Russian non-financial companies. Russian Management
Journal 19 (4): 475-493.
Cmambva nocmynuna 6 pedaxyuro
10 Oerxabps 2021 e.

ITpunama k nybruKayuu
18 anpens 2022 e.
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Appendix
Results of calculation of HI, LTR and EPR, 2014—2019
Government Median
Ticker Company’s name Industry . HI | LTR EVA EPR
ownership
spread, %
GAZP PAO “Gazprom” Energy SOE 7.69 3 -5 1
TRNFP |PAO “Transneft” Energy SOE 7.65 3 -1 1
LKOH PAO “Lukoil” Energy POE 7.54 3 —4 1
HYDR |PAO “RusHydro” Utilities SOE 7.54 3 -8 1
PAO “MMC NORILSK .

GMKN NICKEL” Materials POE 7.50 3 11 2
RSTI PAO “Rossiyskiye Seti” Utilities SOE 7.46 3 2
NVTK PAO “Novatek” Energy POE 7.46 3 2
IRAO PAO “InterRAO” Utilities POE 7.38 3 -3 1
ALRS PAO “Alrosa” Materials SOE 7.27 3 8 3
CHMF PAO “Severstal” Materials POE 7.19 2 13 2
NLMK |PAO “NLMK” Materials POE 7.08 2 1 1
PHOR PAO “Phosagro” Materials POE 7.08 2 9 3
ENRU |PAO “Enel Russia” Utilities POE 7.00 2 1 2
GCHE |PAO “Cherkizovo Group” Consumer POE 6.96 | 2 3 2

goods
YAKG |PAO “YATEK” Energy POE 6.96 | 2 5 2
RTKM |PAO “Rostelekom” Communication SOE 6.88 | 2 -2 1

and IT
TATN PAO “Tatneft” Energy SOE 6.85 2 —4 1

PAO .

NKNC «“Nizhnekamskneftekhim” Materials POE 6.85 2 6 3
MTSS |PAO “MTS” Communication POE 6.81 | 2 3 3

and IT
AKRN |[PAO “Acron” Materials POE 6.77 2 2 2
ROSN PAO “Rosneft” Energy SOE 6.69 2 -3 1

« ’ Communication

MFON PAO “Megaphon and IT POE 6.62 2 2 1
MGNT |PAO “Magnit” Consumer POE 6.58 | 2 -2 1

goods
MAGN |PAO “MMK” Materials POE 6.50 2 3 1
KMAZ |PAO “Kamaz” Industrials POE 6.50 2 -3 1
RASP PAO “Raspadskaya” Materials POE 6.46 1 5 1
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Government Median
Ticker Company’s name Industry . HI | LTR EVA EPR
ownership
spread, %
AFLT  |DAO “Aeroflot — Russian | 4ot SOE 6.38 | 1 8 2
Airlines
MTLR PAO “Mechel” Materials POE 6.35 1 5 2
SNGS PAO “Surgrutneftegas” Energy POE 6.27 1 -8
PRTK PAO “Protek” HealthCare POE 6.27 1 2 3
PAO “Russkaya Consumer
AQUA Aquakultura” goods POE 6.27 1 1 1
cugp | PAO “Chelyabinsk Pipe Materials POE 6.23 | 1 7 3
Plant
TRMK |PAO “TMK” Energy POE 6.15 | 1 -1 1
BELU |PAO “Beluga Group” Consumer POE 6.15 | 1 -3 1
goods
LSRG PAO “LSR Group” Real Estate POE 6.00 1 2 1
IRGZ PAO “Irkutskenergo” Utilities POE 6.00 1
SELG PAO “Seligdar” Materials POE 5.81 1 2
vsmo | PAO "VSMPO-Avisma Materials SOE 573 | 1 -1 1
Corp
prrN | DAQ “Chekyabinsky Zavod | pp o ioie POE 573 | 1 0 2
Profilir
OPIN PAO “OPIN” Real Estate POE 5.69 1 -9
KAZT PAO “Kuibyshevazot” Materials POE 5.69 1 2 2
ABRD PAO “Abrau-Durso” Consumer POE 5.65 1 -2 1
goods
URKA |PAO “Uralkali” Materials POE 5.23 0 6 2
UWGN |PAO “United Wagon Co” Industrials POE 5.00 -1
ODVA |PAO “Mediaholding” Communication POE 4.92| 0 -102 0
and IT
APTK |PAO “Drugstore 36.6” Consumer POE 488 | 0 ~14 1
goods
TUCH PAO “Tuchkovsky KSM” Materials POE 4.73 0 -13 1
RBCM |PAO “RBK” Communcation POE 419 0 7 2
and IT
MORI  |PAO “Morion” Communication POE 3.92| 0 -2 1
and IT
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