how to calculate economic value added

how to calculate economic value added is a crucial skill for financial analysts, investors, and
corporate managers aiming to assess a company’s true economic profit. Economic Value Added
(EVA) measures a firm'’s financial performance by calculating the value created beyond the required
return of its shareholders. This article offers a comprehensive guide on the concept of EVA, its
importance, and step-by-step instructions on how to calculate economic value added accurately.
Additionally, it explores the components involved in the calculation, common adjustments required,
and practical examples for better understanding. Understanding this metric helps businesses
optimize capital allocation and improve long-term profitability. The following sections provide
detailed insights into the calculation process and related financial concepts essential for mastering
EVA.

e Understanding Economic Value Added (EVA)

Key Components of Economic Value Added

Step-by-Step Process to Calculate Economic Value Added

Adjustments and Considerations in EVA Calculation

Practical Example of Economic Value Added Calculation

Understanding Economic Value Added (EVA)

Economic Value Added is a financial metric that quantifies the value a company generates from its
invested capital after covering the cost of that capital. It is essentially a measure of residual income,
showing whether the company’s operations have produced wealth beyond the minimum return
expected by investors. EVA is widely used for performance measurement, capital budgeting, and as
a tool for aligning management’s objectives with shareholder interests. By focusing on the true
economic profit rather than accounting profit, EVA provides a clearer picture of financial health and
value creation.

Definition and Purpose of EVA

EVA is defined as the net operating profit after taxes (NOPAT) minus a capital charge, where the
capital charge represents the cost of capital employed. The main purpose of EVA is to evaluate
whether a company is generating returns above its cost of capital, thereby creating shareholder
value. Unlike traditional profitability measures, EVA incorporates the cost of equity and debt capital,
making it a more comprehensive indicator of financial performance.



Importance of EVA in Financial Analysis

In financial analysis, EVA serves multiple functions. It helps in identifying value-creating projects,
assessing management effectiveness, and guiding investment decisions. Companies that consistently
generate positive EVA are considered to have sustainable competitive advantages. Investors and
analysts use EVA to benchmark performance across firms and industries, providing a standardized
measure of economic profit rather than relying solely on accounting earnings.

Key Components of Economic Value Added

To understand how to calculate economic value added, it is essential to familiarize oneself with the
key components involved in the formula. Each component plays a vital role in accurately
determining the EVA figure.

Net Operating Profit After Taxes (NOPAT)

NOPAT represents the company’s operating profit adjusted for taxes but excluding financing costs
and non-operating income. It reflects the profitability of the company’s core operations, providing a
clear view of earnings generated from business activities without the influence of capital structure.

Invested Capital

Invested capital is the total amount of capital invested in the company by both debt and equity
holders. It typically includes working capital, fixed assets, and other operating assets necessary to
run the business. Understanding invested capital is critical because EVA assesses returns relative to
this investment.

Weighted Average Cost of Capital (WACC)

WACC represents the average rate of return required by all capital providers, including equity
investors and debt holders. It is a weighted average based on the proportion of each financing
source in the company’s capital structure. The WACC is used as the discount rate or capital charge
in the EVA formula, reflecting the minimum acceptable return on invested capital.

Step-by-Step Process to Calculate Economic Value
Added

The process of how to calculate economic value added involves a systematic approach to gathering
financial data and applying the EVA formula accurately. The following steps outline the calculation
clearly.



Step 1: Calculate NOPAT

Start by determining the company’s operating profit before interest and taxes (EBIT). Then, adjust
EBIT for taxes using the formula:

e NOPAT = EBIT x (1 - Tax Rate)

This adjustment ensures that the profit figure excludes the effects of financing and focuses solely on
operational performance.

Step 2: Determine Invested Capital

Calculate the total invested capital by adding equity and interest-bearing debt. Invested capital can
also be derived from the balance sheet by summing net working capital and net fixed assets. This
figure represents the capital base on which returns are evaluated.

Step 3: Compute WACC

Calculate the weighted average cost of capital by weighting the cost of equity and the after-tax cost
of debt according to their proportions in the company’s capital structure:

e WACC = (E/V) x Cost of Equity + (D/V) x Cost of Debt x (1 - Tax Rate)

Where E is equity, D is debt, and V is total capital (E + D).

Step 4: Calculate Capital Charge

Multiply invested capital by WACC to obtain the capital charge, which represents the minimum
return required by investors:

e Capital Charge = Invested Capital x WACC

Step 5: Calculate Economic Value Added
Finally, subtract the capital charge from NOPAT to find EVA:

e EVA = NOPAT - Capital Charge

A positive EVA indicates value creation, while a negative EVA suggests the company is not covering
its cost of capital.



Adjustments and Considerations in EVA Calculation

While the basic EVA formula is straightforward, several adjustments and considerations can improve
accuracy and relevance depending on the company’s financial situation.

Accounting Adjustments

To better reflect economic reality, adjustments may be required to accounting figures. Common
adjustments include:

e Capitalizing research and development expenses instead of expensing them immediately.
e Adjusting depreciation methods to reflect economic depreciation.
¢ Excluding non-operating income and expenses from NOPAT.

e Removing one-time charges or gains to focus on recurring operations.

Handling Leases and Off-Balance Sheet Items

Leases and off-balance sheet financing can distort invested capital. Capitalizing operating leases and
including them as debt helps provide a more accurate measure of capital employed.

Tax Rate Considerations

The effective tax rate used in calculations should reflect the company’s operational tax burden,
excluding tax benefits from interest payments or other financing activities.

Practical Example of Economic Value Added
Calculation

To illustrate how to calculate economic value added, consider a hypothetical company with the
following financial data:

e EBIT: $500,000

e Tax Rate: 30%

e Invested Capital: $3,000,000
e Cost of Equity: 12%

e Cost of Debt: 6%



 Debt: $1,000,000

e Equity: $2,000,000

Using these figures, the calculation proceeds as follows:

1. Calculate NOPAT: $500,000 x (1 - 0.30) = $350,000
2. Calculate WACC:
o WACC = (2,000,000/3,000,000) x 12% + (1,000,000/3,000,000) x 6% x (1 - 0.30)

o WACC = 0.6667 x 0.12 + 0.3333 X 0.06 x 0.70 = 0.08 + 0.014 = 0.094 or 9.4%

3. Calculate Capital Charge: $3,000,000 x 9.4% = $282,000

4. Calculate EVA: $350,000 - $282,000 = $68,000

This positive EVA of $68,000 indicates the company is generating returns above its cost of capital,
creating economic value for shareholders.

Frequently Asked Questions

What is Economic Value Added (EVA) and why is it important?

Economic Value Added (EVA) is a financial performance metric that calculates the value created
beyond the required return of a company's shareholders. It is important because it helps determine
if a company is generating wealth above its cost of capital.

How do you calculate Economic Value Added (EVA)?

EVA is calculated using the formula: EVA = Net Operating Profit After Taxes (NOPAT) - (Capital
Employed x Cost of Capital). This shows the profit generated after covering the cost of capital
invested.

What components are needed to calculate Economic Value
Added?

To calculate EVA, you need: 1) Net Operating Profit After Taxes (NOPAT), 2) Capital Employed (total
investment), and 3) the company's Weighted Average Cost of Capital (WACC).



How do you determine Net Operating Profit After Taxes
(NOPAT) for EVA calculation?

NOPAT is calculated by taking Operating Income (EBIT) and subtracting taxes related to operating
profit. It reflects the profit a company generates from its operations after taxes, excluding financing
costs.

Why is the cost of capital used in EVA calculations?

The cost of capital represents the minimum return required by investors. By subtracting the capital
charge (capital employed x cost of capital) from NOPAT, EVA measures true economic profit,
indicating whether the company is creating or destroying shareholder value.

Additional Resources

1. Economic Value Added: The Real Key to Creating Wealth

This book provides a comprehensive introduction to Economic Value Added (EVA) as a performance
measurement tool. It explains the underlying concepts, calculation methods, and practical
applications of EVA in corporate finance. Readers will learn how to use EVA to assess business
profitability beyond traditional accounting measures.

2. Valuation Using Economic Value Added

Focusing on the integration of EVA into business valuation, this book guides readers through
detailed steps to calculate EVA and incorporate it into firm valuation models. It offers case studies
and examples illustrating how EVA can improve investment decisions and strategic planning. The
author emphasizes EVA’s role in aligning management actions with shareholder value creation.

3. Economic Value Added: A Tool for Measuring and Managing Performance

This text explores EVA as a managerial tool to evaluate company performance and allocate
resources effectively. It discusses the adjustments needed to accounting figures to accurately
calculate EVA and highlights common pitfalls in its application. The book is ideal for finance
professionals seeking to implement EVA in their organizations.

4. Mastering Economic Value Added: A Practical Guide

Designed for practitioners, this guide breaks down the EVA calculation process into straightforward
steps. It covers topics such as capital charge, operating profit adjustments, and capital structure
considerations. Readers will benefit from practical tips on communicating EVA results to
stakeholders.

5. Economic Value Added and Financial Management

This book links the concept of EVA with broader financial management practices, including capital
budgeting and cost of capital estimation. It provides a detailed explanation of how EVA influences
corporate decision-making. The author includes examples from various industries to demonstrate
EVA’s versatility.

6. Calculating Economic Value Added: Methods and Applications

A technical resource, this book delves deeply into the methodologies for calculating EVA accurately.
It addresses challenges such as adjusting for non-operating items and taxes. The book is valuable for
analysts and financial managers who require precise EVA computations.



7. Economic Value Added: Theory and Practice

Combining theoretical foundations with real-world practice, this book discusses the origins of EVA
and its evolution in financial analysis. It presents frameworks for integrating EVA into performance
management systems. Readers will gain insight into how EVA drives value-based management.

8. Implementing Economic Value Added in Corporate Finance

This book offers a step-by-step approach to adopting EVA within corporate finance functions. It
highlights the organizational changes and cultural shifts necessary for successful EVA
implementation. Case studies illustrate how companies have transformed their performance
measurement through EVA.

9. Economic Value Added: Measuring and Enhancing Shareholder Value

Focusing on shareholder value creation, this book explains how EVA can be used to measure and
enhance economic profit. It discusses the relationship between EVA and market value, emphasizing
sustainable growth strategies. Financial executives will find strategies to leverage EVA for
competitive advantage.
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