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Abstract  
 

The study examines the efficiency of the investment of corporate income retention. If retained earnings 
are invested in positive net present value projects, they should enhance the shareholder value in the 
long run. It is believed that the stock market adds premium to a firm’s earnings when the firm signals 
more retention of earnings. However, the stock market is seen to reverse the discipline when such 
retained earnings are not put to effective use. This study uses a sample of 27 high-growth, profitable 
Indian firms and tracks their retained earnings for a period of 15 years from 2002 to 2016. The results 
indicate that the retained earnings were put to an ineffective use by these firms, and the financial 
performance metrics that form the basis for shareholders’ investment choices are misleading as the 
association of corporate profitability to shareholder enrichment is distorted. While firms gain profit, 
their shareholders sustain losses as their future cash flows from the investment of retained earnings 
are heavily discounted by the stock market. Earnings measure the wealth of the firms but not the health 
of the shareholders. 

 
Keywords: Retained earnings, shareholder enrichment, financial performance metrics, assets growth, pecking 
order theory.  

 
 
 
INTRODUCTION 

 
Although there are many available financing sources, 
firms can conveniently access the three broadly-available 
sources, namely earnings retained, new equity, and debt, 
when they find positive NPV projects. The viable options 
here are obvious: either new equity or retention of 
earnings would be preferred for firms with significantly 
high-growth potential (Hovakimian et al., 2001). It is 
evident that firms with growth potential would tend to 
maintain a high retained earnings ratio to net income, as  

 
 
 
 

 
 
retained earnings are the cheapest source of funding 
advocated by pecking order theory (Myers and Majluf, 
1984). According to Park and Pincus (2001), internal 
savings are the best source for financing the fixed assets-
requirements of firms. Corporate savings are the most 
appropriate source of financing due to various 
considerations; for instance, firms are discouraged to go 
for new equity for the reason that new equity may cause 
the share price to fall. Equity financing in turn diminishes  
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the pro rata share of cash flows available for dividends 
and reinvestment (Walter, 1963). The cost of raising 
funds externally is significant, and market conditions may 
sometimes pose hardships for firms, causing them to go 
the capital markets to raise funds. Therefore, firms prefer 
to continuously retain their profits to the maximum extent 
possible in order to maintain a steady dividend payout. 
This is believed to be a kind of financially cautious 
behavior of corporate finance managers, but it may ruin 
shareholder enrichment in the long run.  

While corporate income retention policy has been 
proven as secondary in corporate finance research areas, 
this study places it in higher priority over dividend policy. 
The reason for this is that when the earnings retained are 
not put into effective use, the stockholders sacrifice their 
return on investment. One instance of this is when firms 
do not invest in positive net present value projects. 
Shareholders expect to receive a better return when they 
allow the firm to retain the earnings. Here, a “better 
return” implies the rate of return would be greater than 
that of dividend incomes.  

Since the management is separated from the 
ownership in corporate undertakings, the corporate 
managers are entrusted with an obligation to ensure the 
shareholders’ wealth maximization. Shareholders expect 
their agents (the managers) to select projects that would 
enhance their investment value in the long run. However, 
the reality often seen is that managers tend to work in 
their own favor when it comes to taking up risk in 
investment options. They may take up the projects in a 
combination that would minimize their investment risk 
where they can reap their required return to safeguard 
their positions, which may not be the shareholders’ 
expected rate of return. A number of studies have proven 
that the firms’ profitability is not proportionally associated 
to the shareholders’ wealth maximization. Earnings per 
share (EPS) has been proven to be one of the most 
influential variables in indicating the financial performance 
of a firm, but its relative impact on share price is not 
significantly felt (Fatima and Islam, 2014). Thus, EPS is 
not a variable that can measure the shareholder wealth. 
According to Botha et al. (1987), shareholder wealth is 
the product of number of shares outstanding and the 
market price per share as well as dividends collected 
during the current year. 

 

LITERATURE REVIEW 
 
According to Baumol et al. (1970), the return on retained 
earnings used for financing assets is lower than the 
external equity employed. This indicates that the retained 
earnings are not efficiently invested when compared to 
the investment of external equity. There is always a 
market discipline that is working favorably to the 
externally raised funds, and as a result, corporate 
managers are forced to employ the funds effectively. 
Managers may be led to believe that this driving force is 

 
 

 
 

 

missing with internally generated funds. Thus, earnings 
are retained whenever possible even if there is no 
corresponding investment opportunity for such funds; 
when the opportunity arises, the funds are employed. The 
time lag might have an impact on the return on retained 
earnings. The same point has been established in 
financial literature. For instance, the volume of earnings 
retained in a business firm is the deciding factor for 
selecting the investment choices (Himmelberg and 
Petersen, 1994; Schiantarelli, 1996; Audretsch and 
Elston, 2002; Carpenter and Petersen, 2002). Thus, firms 
decide the amount of earnings to be retained and then 
look for competent investment options. If this is the case, 
it should be understood that the corporate reinvestment is 
not to maximize the shareholders’ return but rather to 
prove that managers are efficient in handling their 
investments. In this way, they can be regarded as 
efficient fund managers, but there is an opportunity cost 
to their decisions that should not be forgotten.  

The literature review reveals mixed results in this area. 
Some of the studies argued that the market price of 
shares is largely influenced by the current earnings, 
irrespective of the decision to distribute or retain 
earnings. Sound financial performance of firms has a 
direct positive impact on the shareholder enrichment 
regardless of the mode of earnings distribution. Friend 
and Puckett (1964) declared that the market price of 
shares is equated to the present value of expected future 
earnings, and these returns may take the form of 
dividends and capital gains. Raj (1976) supported the 
point that the share prices are considerably governed by 
the current earnings of companies.  

However, there are studies that demonstrated how the 
current market price is significantly influenced by the 
portion of earnings distributed rather than by the earnings 
retained (Hackbarth and Johnson, 2015, Kanwal, 2012; 
Wright 2014; Chughtai et al., 2014). The impact of 
dividend distribution on market value of shares is much 
more pronounced in the short run. According to Javed 
and Shah (2015), retained earnings do not significantly 
contribute to positive changes in the market value of 
firms. Khan (2009) observed that the impact of earnings 
distributed is much more significant than that of earnings 
retained. According to Power and MacDonald (1995), 
both dividends and retained earnings significantly 
influence the changes in share prices.  

In addition, the amount of retained earnings also plays 
a crucial role in evaluating the shareholders’ enrichment 
in the long run. Through retained earnings, shareholders 
gauge the managers’ ability of utilizing the amount of 
retained earnings effectively to improve the market value 
of the firm. There is evidence that the retained earnings 
significantly influence the market price of shares in the 
long run (Harkavy, 1953; Desai, 1965; Bhole, 1980). 
Chawla and Srinivasan (1987) proved that both the 
dividends and retained earnings explain significant 
variations in share prices, given that the market assigns 



 
 
 

 

more weight for retained earnings in the long run. 
Beisland (2014) also supported this point by stating that  

retained earnings significantly influence the market price 
of shares. Tirmizi and Ahmed (2013) found that firms can 
enhance the shareholders’ value by efficiently utilizing the 
investment options of retained earnings. When firms do 
not have potential investment opportunities, they should 
not retain the profits. Studies have shown that 
shareholder enrichment is not ensured by a higher 
volume of retained earnings but by the effective 
investment of such earnings retained (Lincoln, 2014; 
Khan and Zulfiqar, 2012). According to Royer (2017), 
firms with high marginal tax rates mostly benefit from 
equity capitalization where retained earnings constitute a 
greater part of the profits. Hardiningsih and Oktaviani 
(2012) stated that high-growth companies would increase 
the use of internal funds for financing the growth. 
Moreover, Jensen and Meckling (1976) pointed out that 
firms with great growth potential would reduce the 
dependence on debt, as creditors would normally 
demand a higher return on their investments when firms 
intend to invest in risky projects. In their work, Brigham 
and Houston (2004) found that the firms with attractive 
investment opportunities would avoid the issue of shares.  

These mixed results put the researchers in a dilemma 

where the choice between dividend payments and income 

retention in terms of providing return to shareholders looks 

ambiguous. Shareholders generally believe in the financial 

performance of the firms when they decide to select the 

stock to invest. According to Gordon (1959), investors buy 

the income per share when they acquire a share of stock 

regardless of whether the earnings would be distributed, 

since future cash flows of the shareholders’ investment is 

decided by the total earnings, not by the way it reaches the 

shareholders. However, the investors should be aware of the 

fact that the retained earnings would lead to deferred 

revenue which should be greater than the current dividend 

income; otherwise, the firm would likely decide to distribute 

the current earnings to shareholders. If firms do not foresee 

any productive investment opportunities for providing a 

better future return to shareholders than the current 

dividends, the firm should follow a 100% dividend payout 

policy. In other words, the shareholders will take care of their 

investment growth. The return in the form of capital gain in 

the long run, which is equal to the earnings that would have 

otherwise been distributed during the period of retention or 

less than that, will lead to capital erosion. This point brings 

out questions such as, why are retained earnings not 

influential in producing positive changes in share prices? Is it 

due to the way retained earnings are employed? Moreover, 

are corporate managers the custodians responsible for 

maximizing shareholders wealth who decides whether the 

profits are continuously retained, who look for the right 

opportunities to invest and are to be held responsible for not 

enriching their shareholders? Furthermore, does it matter 

when there is 

 
 
 
 

 

a time lag between earnings retained and the investment 
of such earnings? These questions constitute the base 
for the study.  

Corporations generate internal funds to finance its 
physical assets growth. According to Williamson (1964), 
retention policy of firms is influenced by the discretionary 
behavior of the board of directors. This prompts the 
question of whether the decision to retain earnings is a 
choice that the investors have. Friend and Puckett (1964) 
found that investors prefer dividends in non-growth 
industries, while in growth industries they prefer to 
support retained earnings. However, the study by Ball 
(1987) on the listed US firms proved that there is no 
relationship between the companies’ financial 
performance and shareholder enrichment. According to 
Ball, firms that do not enrich their shareholders either in 
the form of current dividend or in the form of market price 
appreciation can remain surprisingly profitable, as various 
financial metrics of these firms appeared to be extremely 
encouraging for investment. These firms were believed 
by the shareholders to be highly profitable based on 
conventional financial performance metrics; nevertheless, 
their shareholders sustained loss in the long run. The 
study by Ball did not take into consideration the stock 
dividend as the benefit to shareholders, and this is 
considered a rare event in most of the firms in Indian 
corporate sector. 

 

METHODOLOGY 
 
The official directory of the Bombay Stock Exchange in Mumbai 
classifies the Indian industries into 23 major industries. From this, 
six major industries are taken up for the purpose of the study. Their 
growth potential is the selection criterion for the sample of 28 high-
growth Indian firms that were chosen from the industries of cement, 
chemicals and pharmaceuticals, cotton textile, electronics, 
engineering, and paper. These firms were examined for a period of 
15 years from 2001 to 2015, and five-year rolling average figures 
are estimated for further analysis. The five-year period is chosen on 
the basis that the impact of earnings retained could well be 
reflected in the long run on the market price of the shares for 
around five years. The common metrics indicating the financial 
performance of the companies are used as independent variables.  

The shareholder enrichment has been used as the dependent 
variable. The study uses three variants of shareholder enrichment 
that measure the long-run benefit received by the shareholders in 
response to the financial performance of the companies during the 
15-year period. These are presented in detail as below. 

 
Shareholder enrichment to earnings ratio (SE/E) 
 
This ratio measures how well the shareholders are benefitted in 
relation to the earnings of the company. The earnings of the 
company belong to the shareholders, irrespective of whether the 
earnings are declared as dividends or retained in the business. 
When the earnings are paid as dividends, this ratio is expected to 
be equal to 100%. When the earnings are retained by the 
companies, this ratio is expected to be more than 100% in the long 
run as the stock market would add a premium on the earnings 
retained when the reinvested earnings are effectively utilized. 
However, when this ratio falls short of 100%, it is understood that 



 
 
 

 
the retained earnings are not used properly by the firms. In addition, 
the stock market has depreciated the retained earnings, and those 
earnings retained do not yield any returns to the shareholders. 
Subsequently, the earnings become lost in the process when they 
are retained in the business and not put into effective utilization. For 
this reason, the shareholders suffer from their investment in shares. 
Shareholders of those companies where this ratio is less than 100% 
would have been better benefitted if the entire earnings have been 
paid off as dividends. The numerator of this ratio is the current year 
dividend plus capital gain, and the denominator is the profit after tax 
and preferential dividends during the same period. Capital gain is 
the increase in the market value of the shares in the current year 
over the previous year. 

 

Change in market value of shares to retained earnings ratio 
(CMV/RE) 
 
This ratio measures the change in the market value of shares during a 

period of time in response to the amount of retained earnings in the 

same period. This ratio calculates the increase in market price per share 

in relation to the average retained earnings in that five-year period. If 

retained earnings increase by one rupee, the market price per share is 

expected to increase by more than a rupee within the five-year period. If 

not, the shareholders do not get any return from their retained earnings. 

This ratio precisely measures the enrichment of the shareholders out of 

their reinvested earnings with the company, and the ratio is calculated 

by dividing the change in market value of the shares by retained 

earnings. The capital gain is divided by retained earnings for a five-year 

period of time. 

 

Return on shareholder investment (ROSI) 
 
This ratio measures the shareholder enrichment by considering the 
opportunity cost of the alternative investment opportunities of the 
shareholders. The shareholder enrichment, as calculated by this 
ratio, is compared to the inflation rate and the Indian government’s 
10-year bond rate; both are used as proxies for the opportunity cost 
of alternative investment opportunities of the shareholders. 
 
These dependent variables are framed from the shareholders’ point 
of view, not from the companies’ point of view.  

Various cumulative average financial metrics studied as 
explanatory variables are (a) price to earnings ratio (P/E ratio), (b) 
payout ratio, (c) return on equity (ROE) ratio, (d) capital 
expenditures to revenue ratio, (e) ratio of debt to market value, (f) 
percentage of capital by internal funds, (g) earnings growth ratio, 
and (h) beta. They are derived as follows. 
 
a. P/E ratio: 
 
This ratio measures how much the investors are willing to pay for 
the EPS of the company. This ratio is computed by dividing the 
market price per share by EPS. The shareholders’ expectation 
about the future earnings of the company is reflected by this ratio. 
Thus, a higher price earnings ratio conveys to the shareholders that 
the future earnings of the company are promising. 
 
b. Payout ratio: 
 
This ratio indicates the relationship between the dividend paid to 
equity shareholders and the earnings after tax and preference 
dividends. The shareholders will know how much of the earnings 
are distributed to them as dividends. Thus, dividend payout ratio is 
a good indicator of profitability of the firm. 
 
c. ROE ratio 

 
 

 
 

 
Profitability of a company has been measured differently in different 
contexts. Penrose (1959) is of the opinion that the shareholders 
(the owners) are directly interested in the relationship between 
profits (after fixed interest payments) and the nominal capital 
issued, while managers relate profits (before interest payments) to 
the total capital employed, given that managers are likely to aim for 
the effective utilization of capital. Since the study focuses on the 
profitability of equity shareholders, this ratio is calculated by dividing 
profit after tax and preferential dividend by net worth. 
 
d. Capital expenditures to revenue ratio (capital to revenue ratio): 
 
This ratio explains the association between the revenue earned and 
the capital expenditures incurred by a company. For every rupee of 
earnings, the amount of capital that has been spent is identified with 
the help of this ratio. Thus, the ratio is intended to represent the 
capital intensity of the companies under study. 
 
e. Debt to market value of shares ratio (ratio of debt to market 
value): 
 
The debt to market value of shares ratio explains how the long-term 
debt is related to market value of securities. Before prospective 
investors take up a decision to invest in shares for a long period of 
time, they would normally like to weigh out the risk and rewards 
associated with the investment. Thus, the profitability of the 
companies is to be estimated in the view of financial risks. In other 
words, this ratio associates the financial risk with the return on 
investment. 
 
f. Internally available funds to capital expenditures ratio (percentage 
of capital by internal funds): 
 
Cash flow, which is the sum of profit after tax and depreciation, is 
equated to internally available funds. If expressed as a ratio to 
capital expenditure, this would measure how much capital 
expenditure can be financed through internally available funds 
without resorting to external capital, either in the form of new 
borrowings or in the form of a new equity issue. The maximum use 
of internal funds, seen as the cheapest source of funds, would 
reduce the weighted average cost of capital, thus leading to the 
maximization of shareholder wealth. 
 
g. Earnings growth rate (earnings growth): 
 
This is the annual growth rate of earnings calculated during the 15-
year period. This rate measures how a company grows profitably 
over the period. 
 
h. Stock beta (beta): 
 
Stock beta indicates the volatility of share prices in the market. Beta 
has been calculated by regressing the market return with the 
individual stock return. From the shareholders point of view, beta 
indicates the risk associated with their investment in shares. 
 
 
RESULTS AND DISCUSSION 
 
Scheme of analysis 
 
Both simple and multiple regression analyses were 
executed at three stages. This was done to test the 
association between the conventional ratios that are used 
to describe the financial performance of the companies 
and the three ratios calculated to find shareholder 



 
 
 

 

enrichment. This would identify the effectiveness of using 
retained earnings in terms of enriching the shareholders 
in the long run.  

In the first stage, the study tests the association 
between the shareholder enrichment, as represented by 
the three calculated measures (the shareholder 
enrichment to earnings ratio, change in market value to 
retained earnings ratio, and return on shareholder 
investment ratio) and the metrics of company financial 
performance. Of all the financial indicators used as the 
independent variables in the first stage of regression 
analysis, ROE and earnings growth are the most widely 
used financial criteria by investors and financial analysts 
in determining the performance of the companies. 
Therefore, at the second level, ROE and the earnings 
growth are regressed on the shareholder enrichment, as 
represented by the same three measures. ROE is the 
only variable found to be significant throughout the study, 
as it has an impact on shareholder enrichment. To test its 
impact as a sole independent variable upon shareholder 
enrichment, the study performed a simple regression 
analysis by regressing ROE only on the three measures 
to represent shareholder enrichment at the third stage. To 
test the association between shareholder enrichment and 
the widely used financial metrics, multiple regression 
models are framed with three variants of metrics for 
measuring shareholder enrichment. 
 

 

Sensitivity of shareholder enrichment to retained 
earnings for high-growth companies 

 

This section analyzes the association between 
shareholder enrichment and the retained earnings for 
high-growth companies that are listed in the sample. The 
study employed popular financial metrics which are used 
for assessing the financial performance of the companies; 
these are tested in terms of their ability to indicate the 
enrichment of the shareholders over a period of time. The 
analysis also checks the usefulness of ROE to the 
shareholders for their decision in selecting a company for 
investment, especially in shares. Sensitivity of market 
price of shares to retained earnings is also a part of the 
analysis in this section. The results of the analysis are 
discussed below. 
 
 
Shareholder enrichment to earnings ratio 

 

Table 1 deals with the distribution of the shareholder 
enrichment to earnings ratio as calculated for the high-
growth companies listed in the sample.  

The company ranked at the top of the table has an 
average ratio of 5,154.92; this means that for one rupee 
of earnings retained, the shareholders are enriched by 
around Rs. 5,155 rupees over the 15-year period. The 
company following in second ranking enriches its 
shareholders by about Rs. 724 rupees for every rupee of 

 
 
 
 

 

retained earnings. Four companies further listed in the 
table benefit their shareholders in the long run by about 
Rs. 230 on average for every rupee of net earnings 
retained.  

However, the companies at the bottom of the table 
show surprising results. Twenty-one companies ranked at 
the bottom of the table have either a low or negative ratio, 
meaning that shareholders received either few or no 
benefits. Eighteen companies have yielded relatively low 
returns to their shareholders; the shareholders of these 
companies only benefitted by about Rs. 23 for every 
rupee of earnings retained over the 15-year period. The 
result is even worse with the remaining three companies 
where the shareholders have sustained a loss by Rs. 110 
for every rupee of earnings retained over the 15-year 
period. It can be said that these shareholders might have 
made the wrong decision in reinvesting their earnings in 
these companies. In these 21 companies, the stock 
market has either attached a less premium to the amount 
of earnings retained or discounted the amount of retained 
earnings, thereby causing a loss on the investment in 
shares. 
 

 

Change in market value of shares to retained 
earnings ratio 

 

Table 2 shows the range of change in market value to 
retained earnings ratio. Fourteen of the companies have 
produced an average ratio of 7.30, which is higher than 
100%. However, 13 of the remaining companies are 
found with the average ratio of change in the market 
value to retained earnings either as a ratio less than 
100% or a negative ratio. Eight companies are with the 
average ratio of 48% where the shareholders have 
incurred a minimum loss of 52% on their investment by 
way of earnings retained. The negative ratio calculated 
for the remaining five companies indicate that the 
shareholders have sustained loss by Rs. 10 for every 
rupee of retained earnings. In these 13 companies, which 
form 48% of the sample, the shareholders would have 
been better benefitted if the entire net earnings had been 
distributed as dividends. 
 
 
Return on shareholder investment ratio 
 

Table 3 analyzes the range of return on shareholder 
investment ratio, which is the third variant that measures 
shareholder enrichment when comparing it to the 
opportunity cost of their alternative investment and the 
average inflation rate during the 1996 to 2010 period.  

The average ratio indicates that the shareholders are 
on average enriched by 14% on their net earnings that 
are reinvested into the business. Twenty-five companies 
ranked at the top of the table have the average ratio of 
15%. The return on these companies compare favorably 
with the average 10-year India Government bond yield 



 
 

 
Table 1. Shareholder enrichment to earnings ratio.  

 
 Range Number of companies Average ratio 

 Above 10,000 - - 

 7,000 - 9,999 - - 

 5,000 - 6,999 1 5154.92 

 3,000 - 4,999 - - 

 1,000 - 2,999 - - 

 800-999 - - 

 600 - 799 1 723.82 

 400 - 599 - - 

 200-399 4 229.48 

 0-199 18 22.85 

 Less than Zero 3 -110.42 

 Average Ratio  254.69 
 
 
 

Table 2. Change in market value of shares to retained earnings ratio.  
 

 Range Number of companies (n=27) Average ratio 

 Above 1 14 7.30 

 0–0.99 8 0.48 

 Less than 0 5 -10.13 

 Average ratio  2.05 
 
 

Table 3. Return on shareholder investment ratio.  
 

   Range Number of companies Average ratio 

   0 to 1 25 0.15  

   Less than 0 2 -0.05  

   Average Ratio  0.14  

 Table 4. Return on equity ratio.   
    

 Range Number of companies Average ratio 

 Zero to one 27 0.18  

 Less than zero - -  

 Average ratio  0.18  
 
 
 

of 7.91% and the average rate of inflation as measured 
by Consumer Price Index of 6.77% during the 1996-2010 
period. The return on shareholder investment is negative 
for the remaining two companies. 
 
 
Return on equity as a measure of shareholder 
enrichment 
 
Table 4 lists the range of ROE ratio, which is the 
conventional measure normally used to test the financial 
performance of the companies. The average ratio for all 

 
 
 
the selected companies is 18 %. When the return as per 
return on shareholder investment ratio and ROE ratio are 
compared, ROE exaggerates the real return to 
shareholders. 
 
 
Return on shareholder investment to return on equity 
ratio 
 
The study tested the effectiveness of ROE when putting it 
against the return on shareholder investment in 
explaining shareholder enrichment; Table 5 shows the 



 
 
 

 
Table 5. Return on shareholder investment to return on equity ratio.  

 
 Range Number of companies Average ratio 

 3 and above 1 3.21 

 2 - 2.99 1 2.33 

 1 - 1.99 7 1.28 

 0 - 0.99 16 0.62 

 Less than 0 2 -0.24 

 Average ratio  0.89 
 
 
 

Table 6. Shareholder Enrichment to Earnings Ratio and the Popular Financial Metrics.  
 

 Variable Regression coefficient Standard error t-value 

 Price to earnings ratio 15.473 9.563 1.618 

 Payout ratio -657.047 361.194 -1.819 

 Return on equity 3869.741 2448.617 1.580 

 Capital expenditures to revenue 1.639* 0.719 2.279 

 Debt to market value 7.033 105.550 0.067 

 Per cent of capital by internal funds 11.686 74.568 0.157 

 Earnings growth -30.070 77.116 -0.390 

 Beta -2721.792** 678.880 -4.009 
 

Constant: 1991.523; Standard error of estimate: 753.043; Adjusted R
2
: 0.426; R

2
: 0.603*; F Value: 3.411; Durbin- 

Watson Statistic: 2.019; **Significant at the 1% level; *Significant at the 5% level. 
 

 

return on shareholder investment to ROE ratio This ratio is 

expected to be 100%. Nine companies are found with an 

average ratio higher than 100%, but 18 companies have an 

average ratio that is less than 100%. The average 

shareholder enrichment is 11% less than that explained by 

the ROE ratio. Thus, the return on shareholder investment 

sounds better when put against ROE in terms of 

representing the shareholder enrichment. 
 
 
Shareholder enrichment and the popular financial 
metrics 
 
This section deals with the results of a multiple regression 
analysis that was performed to determine the sensitivity 
of shareholder enrichment to the popular financial 
metrics. 
 

 

Shareholder enrichment to earnings ratio and the 
popular financial metrics 

 

The results of the multiple regression analysis are shown 
in Table 6. The multiple regression analysis was 
executed to determine the association between 
shareholder enrichment, as represented by the ratio of 
shareholder enrichment to earnings and the traditional 
financial metrics, which indicate the financial performance 
of the companies for high-growth companies.  

Beta  and  capital  expenditures  to revenue are the two 

 
 

 

variables found to be significantly associated with the 
shareholder enrichment to earnings ratio at the 1 and 5% 
levels respectively. However, the impact of the two 

variables is low. The R
2
 explains 60% of the variation in 

shareholder enrichment, and the Durbin-Watson statistic 
indicates there is no autocorrelation among the variables. 

 

Change in market value of shares to retained 
earnings ratio and the popular financial metrics 
 
Table 7 illustrates the multiple regression results, which 
are used to determine the association between the 
changes in market value to the retained earnings ratio. 
This was done to represent the shareholder enrichment in 
terms of the increase in market value of stocks due to 
retention of profits in the long run and the commonly 
employed financial metrics to judge the financial 
performance of the companies.  

The results show that none of the financial indicators 
explain any significant amount of variation in shareholder 
enrichment. The model explains only 37% of variation in 
change in market value to retained earnings. The Durbin-
Watson statistic indicates that there is no autocorrelation 
among the variables. 

 

Return on shareholder investment ratio and popular 
financial metrics 
 

Table 8 shows the results of the regression  analysis  that 



 
 
 

 
Table 7. Change in Market Value of Shares to Retained Earnings Ratio and the Popular Financial 
Metrics.  

 
 Variable Regression coefficient Standard error t-value 

 Price to earnings ratio -0.181 0.168 -1.079 

 Payout ratio 3.150 6.347 0.496 

 Return on equity 27.613 43.028 0.642 

 Capital expenditures to revenue -0.005 0.013 -0.428 

 Debt to market value 0.261 1.855 0.141 

 Per cent of capital by internal funds -2.667 1.310 -2.035 

 Earnings growth 2.078 1.355 1.534 

 Beta 2.780 11.929 0.233 
 

Constant: -0.202; Standard Error of Estimate: 13.233; Adjusted R2: 0.089; R2: 0.369; F Value: 1.318; Durbin-  
Watson Statistic :2.510;** Significant at the 1% level; *Significant at the 5% level. 

 
 

 
Table 8. Return on shareholder investment ratio and the popular financial metrics.  

 
 Variables Regression coefficient Standard error t-value 

 Payout ratio -0.055 0.037 -1.479 

 Return on equity -0.105 0.296 -0.353 

 Capital expenditures to revenue 0.000* 0.000 2.626 

 Debt to market value -0.027* 0.013 -2.134 

 Per cent of capital by internal funds 0.003 0.008 0.360 

 Earnings growth 0.002 0.008 0.244 

 Beta -0.097 0.080 -1.216 
 

Constant : 0.280; Standard Error of Estimate: 0.092; Adjusted R2 : 0.170; R2: 0.393; F Value: 1.761; 
Durbin-Watson Statistic:1.484; ** Significant at the 1% level. *Significant at the 5% level. 

 
 
 

Table 9. Shareholder enrichment to earnings ratio and the popular financial metrics.  
 

 Variable Regression coefficient Standard error t-value 

 Return on equity 6193.967* 2617.671 2.366 

 Earnings growth 10.082 67.877 0.149 
 

Constant: -861.731; Standard error of estimate: 931.251; Adjusted R
2
: 0.122; R

2
: 0.190; F Value: 

2.806; Durbin-Watson Statistic: 2.118; **Significant at the 1% level; *Significant at the 5% level. 
 
 
 

was conducted to explain the association between the 
return on shareholder investment, which was used as the 
representative of shareholder enrichment, and the same 
financial metrics.  

The capital expenditure to revenue ratio and the debt to 
market value that are significant at the 5% level do cause 
a very low level of impact on the return on shareholder 

enrichment. R
2
 explains only 39% of the variation in 

return on shareholder investment. 
 
 
Sensitivity of popular financial metrics to retained 
earnings 
 

ROE and earnings  growth  are  the  two  most widely 

 
 
 
 
employed financial metrics for determining the financial 
performance of companies. In the study, these are 
regressed with the three measures to indicate the 
shareholder enrichment; the results are reported in this 
section. 
 
 
Shareholder enrichment to earnings ratio and the 
popular financial metrics 
 
Table 9 shows the results of the regression analysis; 
these results explain the association between the 
shareholder enrichment to earnings ratio and the most 
prominent financial metrics, namely ROE and earnings 
growth. The return on shareholder enrichment is found to 



 
 
 

 
Table 10. Shareholder Enrichment to Earnings Ratio and Return on Equity.  

 
 Variable Regression coefficient Standard error “t” d.f:25 

 Return on equity 6150.810* 2550.107 2.412 
 

Constant: -843.340; Standard error of estimate: 912.855; Adjusted R
2
: 0.156; R2: 0.189*; F value : 

5.818; Durbin-Watson statistic: 2.121;** Significant at the 1% level; *Significant at the 5% level. 
 
 

 
Table 11. Change in Market Value of Shares to Retained Earnings Ratio.  

 
 Variable Regression coefficient Standard error t-value 

 Return on Equity 14.303 39.883 0.359 

 Earnings Growth 0.898 1.034 0.869 
 

Constant: -1.453; Standard Error of Estimate: 14.189; Adjusted R2: -0.047; R2: 0.033; F 
Value: 0.412; Durbin-Watson Statistic: 2.328; **Significant at the 1% level; *Significant at the 
5% level. 

 
 

 
Table 12. Change in Market Value of Shares to Retained Earnings Ratio and 
Return on Equity.  

 
 Variable Regression coefficient Standard error “t” d. f: 25 

 Return on equity 10.457 39.442 0.265 
 

Constant: 0.186; Standard Error of Estimate: 14.119; Adjusted R2: -0.037; R2:0.003; F 
Value: 0.070; Durbin-Watson Statistic: 2.093; **Significant at the 1% level; *Significant 
at the 5% level. 

 
 

 

be statistically significant at 5% level. However, R
2
 

explains only 19% of the variation in the shareholder 
enrichment to earnings ratio. 
 

 

Shareholder enrichment to earnings ratio and return 
on equity 

 

The study performed a regression analysis between 
ROE, the only variable often found significant in the 
regression analysis, and the shareholder enrichment to 
earnings ratio. Results are recorded in Table 10. Return 
on equity has been found to be significant, but it has a 
negligible impact on the shareholder enrichment to 

earnings ratio, as suggested by the R
2
 value of 19%. 

 
 
Change in market value of shares to retained 
earnings ratio and the popular financial metrics 

 

Table 11 lists the regression results, which determine the 
association between the change in market value to 
retained earnings and the two financial metrics of ROE 
and earnings growth. None of the financial measures 
explain any amount of variation in change in market value 
to retained earnings ratio. 

 
 
 
 
 
Change in market value of shares to retained 
earnings ratio and return on equity 

 

Table 12 shows the regression results that determine the 
association between the change in market value to 
retained earnings ratio and return on equity ratio. Return 
on equity does not show any impact on shareholder 
enrichment in the form of increase in market value of 
shares. 
 

 

Return on shareholder investment ratio and the 
popular financial metrics 

 

The results of the regression analysis between return on 
shareholder investment and the two financial ratios are 
presented in Table 13. It can be seen that ROE and 
earnings growth do not significantly contribute to the 
variation in return on shareholder investment ratio. 
 

 

Return on shareholder investment ratio and return on 
equity 

 

Table 14 illustrates the results of the regression 
equations performed between the return on shareholder 



 
 
 

 
Table 13. Return on shareholder investment ratio and the popular financial metrics.  

 
 Variable Regression coefficient Standard error t-value 

 Return on equity 0.253 0.289 0.875 

 Earnings growth 0.002 0.007 0.329 
 

Constant: 0.091; Standard error of estimate: 0.103; Adjusted R
2
: -0.048; R2: 0.033; F 

Value: 0.410; Durbin-Watson Statistic: 1.540; ** Significant at one per cent level; 
*Significant at five per cent level. 

 
 

 
Table 14. Return on Shareholder Investment Ratio and Return on Equity.  

 
Variable Regression coefficient Standard error t-value 

Return on equity 0.242 0.282 0.859 
 

Constant: 0.096; Standard Error of Estimate: 0.101; Adjusted R
2
: -0.010; R2: 0.029; F 

Value: 0.739; Durbin-Watson Statistic: 1.548; **Significant at one per cent level; 
*Significant at five per cent level. 

 
 

 

investment ratio and ROE. None of the financial metrics 
significantly explain the variation in return on shareholder 
investment. The empirical analysis provides the basis to 
believe that the traditional financial metrics, including the 
most widely used ratio of ROE in determining the 
financial performance of the companies, are not the 
appropriate indicators for explaining the shareholder 
enrichment in high-growth companies. 
 

 

Conclusion 

 

The traditional financial metrics that are used by the 
investors and financial analysts to gauge the performance 
of the companies do not seem to convey an accurate 
picture of investment return. This contradicts the profound 
statement that sound financial performance of firms has a 
direct positive impact on the shareholder enrichment 
irrespective of the mode of earnings distribution (Friend 
and Puckett, 1964; Raj, 1976).  

While earnings can measure the health of a company, 
their shareholders may not be able to reap benefits in 
response to these earnings. ROE has been widely used 
by investors and financial analysts as a measure of 
selecting shares for investment. However, the results 
show that these popular metrics do not have any 
considerable influence on the three metrics of 
shareholder enrichment. This leads to the conclusion that 
the ROE does not precisely measure what the 
shareholders would benefit from their investment in 
shares. This is also supported by de Wet and du Toit 
(2007). According to them, ROE is a commonly employed 
metric, but it is a flawed measure of corporate financial 
performance. It is evident that earnings reported do not 
guarantee the proportional return to the shareholders. 
The results correspond to the findings of Ball (1987). 

 
 
 

 

The results also reveal that the market price of shares 
does not fully reflect the opportunity cost of the amount of 
earnings retained over the period of five years. Earnings 
should not be retained unless firms have potential 
investment opportunities that would yield a rate of return 
better than the rate of return, otherwise called the 
opportunity cost of earnings retained. Shareholders are 
not ensured a better rate of return than their expected 
future rate of return by the volume of earnings retained. 
Firms under study do not care for the selection of 
investments for retained earnings as these finds are the 
cheapest source of funds. 
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