
how to calculate economic value added

how to calculate economic value added is a crucial aspect of financial analysis that helps determine a
company's true economic profit. This metric goes beyond traditional profit calculations by considering the
cost of capital, providing a more nuanced view of a company's performance. Understanding how to
calculate economic value added involves several steps, including gathering financial data, understanding
the concepts of net operating profit after taxes (NOPAT), and recognizing the cost of capital. This article
will guide you through the detailed process of calculating economic value added, its significance, and its
applications in business decision-making. Additionally, we will explore common challenges and
misconceptions related to this financial measure.
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Understanding Economic Value Added
Economic Value Added (EVA) is a financial performance metric that reflects the value a company
generates from its operations after accounting for the cost of capital. Unlike traditional profit measures, EVA
focuses on the profitability of a company relative to its cost of financing. This makes it a valuable tool for
investors and management in assessing whether a company is truly creating wealth.

The concept of EVA was developed by Stern Stewart & Co. in the late 1980s. It emphasizes the importance
of considering the opportunity cost of capital, which is the return that investors could earn on their
investments elsewhere. By incorporating this into profitability assessments, EVA provides a clearer picture
of a company's economic efficiency.



Components of Economic Value Added
To understand how to calculate economic value added, it is essential to grasp its key components, which
include net operating profit after taxes (NOPAT), total capital employed, and the weighted average cost of
capital (WACC).

Net Operating Profit After Taxes (NOPAT)
NOPAT represents a company's earnings before interest and taxes, adjusted for taxes. It provides a clearer
view of operational performance by excluding the effects of capital structure. To calculate NOPAT, use the
formula:

NOPAT = Operating Income × (1 - Tax Rate)

By focusing on operational income, NOPAT allows for a more accurate assessment of a company's
profitability.

Total Capital Employed
Total capital employed refers to the sum of all capital invested in the business, including equity and debt.
This figure is crucial for evaluating how effectively a company utilizes its resources. It can be calculated as:

Total Capital Employed = Total Assets - Current Liabilities

This calculation ensures that only long-term financing is considered, providing a clearer picture of a
company's financial stability.

Weighted Average Cost of Capital (WACC)
The WACC is the average rate that a company is expected to pay to finance its assets through debt and
equity. This cost is crucial as it serves as a benchmark for evaluating whether a company is generating
sufficient returns to satisfy its investors. WACC can be calculated using the formula:

WACC = (E/V × Re) + (D/V × Rd × (1 - Tc))

Where:

E = Market value of equity

D = Market value of debt

V = Total market value of financing (E + D)

Re = Cost of equity



Rd = Cost of debt

Tc = Corporate tax rate

Step-by-Step Calculation of Economic Value Added
Now that we understand the components of EVA, we can proceed with the detailed steps to calculate it.
The process can be summarized in the following steps:

Calculate NOPAT using the provided formula.1.

Determine the total capital employed by subtracting current liabilities from total assets.2.

Calculate the WACC based on the company's capital structure.3.

Use the EVA formula: EVA = NOPAT - (Total Capital Employed × WACC).4.

Each of these steps is crucial for arriving at an accurate EVA figure, which can significantly impact business
decision-making and investment strategies.

Examples of Economic Value Added Calculation
To illustrate the calculation of economic value added, let’s consider a hypothetical company, ABC Corp.

Assume the following financial data:

Operating Income: $500,000

Tax Rate: 30%

Total Assets: $2,000,000

Current Liabilities: $500,000

Cost of Equity (Re): 8%

Cost of Debt (Rd): 5%



Market Value of Debt: $1,000,000

Now, let’s calculate:

Step 1: NOPAT = $500,000 × (1 - 0.30) = $350,000

Step 2: Total Capital Employed = $2,000,000 - $500,000 = $1,500,000

Step 3: Assuming the market value of equity is also $1,000,000, the total financing (E + D) is $2,500,000.
Thus, WACC = (1,000,000/2,500,000 × 0.08) + (1,000,000/2,500,000 × 0.05 × (1 - 0.30)) = 0.065 or 6.5%

Step 4: EVA = $350,000 - ($1,500,000 × 0.065) = $350,000 - $97,500 = $252,500

This indicates that ABC Corp. has created economic value of $252,500 over its cost of capital.

Importance of Economic Value Added
The significance of economic value added lies in its ability to provide insights into a company's performance
beyond traditional profit metrics. EVA helps in evaluating how well a company generates value for its
shareholders and whether it is meeting the expectations of its investors. Some key reasons for its
importance include:

Performance Measurement: EVA serves as a comprehensive measure of business performance,
focusing on whether a company generates returns above its cost of capital.

Investment Decision-Making: Investors use EVA to assess the attractiveness of a company's stock. A
positive EVA indicates value creation, while a negative EVA signals potential issues.

Management Incentives: Companies can align management compensation with EVA, encouraging
executives to make decisions that enhance shareholder value.

Capital Allocation: EVA provides a framework for determining where to allocate resources for
maximum return.

Common Misconceptions about Economic Value Added
Despite its usefulness, several misconceptions about economic value added persist. Addressing these can
enhance understanding and proper application of EVA in financial analysis.



Misconception 1: EVA is Just Another Profit Metric
While EVA incorporates profit, it uniquely factors in the cost of capital, providing a more accurate picture
of economic performance. It is not merely a profit figure; it represents the surplus over the cost of capital.

Misconception 2: EVA is Only Relevant for Large Corporations
EVA is applicable to businesses of all sizes. Small and medium enterprises can benefit from understanding
EVA to enhance their strategic decision-making and performance evaluation.

Misconception 3: EVA Calculation is Too Complex
Although calculating EVA requires specific financial data, it follows a straightforward process. With proper
understanding and data access, any organization can perform the calculation effectively.

Conclusion
Understanding how to calculate economic value added is essential for anyone involved in financial analysis,
investment decision-making, or corporate management. By focusing on net operating profit after taxes, total
capital employed, and the weighted average cost of capital, businesses can assess their true economic
performance. Economic value added not only aids in measuring performance but also aligns management
incentives and guides strategic resource allocation. Recognizing the importance of EVA and dispelling
common misconceptions can empower organizations to leverage this powerful metric for sustained growth
and profitability.

Q: What is Economic Value Added (EVA)?
A: Economic Value Added (EVA) is a financial performance metric that measures a company's profitability
after accounting for the cost of capital. It reflects the value a company generates over and above the
required return of its investors.

Q: How do I calculate NOPAT for EVA?
A: NOPAT can be calculated using the formula: NOPAT = Operating Income × (1 - Tax Rate). This figure
represents the company's earnings from operations after taxes.



Q: Why is WACC important in EVA calculation?
A: WACC is crucial because it represents the average rate of return a company must earn on its
investments to satisfy its investors. It serves as a benchmark against which the company's NOPAT is
compared.

Q: Can EVA be negative? What does that indicate?
A: Yes, EVA can be negative, which indicates that a company is not generating sufficient returns to cover
its cost of capital. This situation may signal financial issues and the need for strategic reevaluation.

Q: How can companies use EVA to improve performance?
A: Companies can use EVA to identify areas where they are not creating value, align management
incentives with shareholder interests, and make informed capital allocation decisions to enhance overall
performance.

Q: Is EVA applicable for all types of businesses?
A: Yes, EVA is applicable to businesses of all sizes and industries. It provides valuable insights into economic
performance and can aid in strategic decision-making for any organization.

Q: How does EVA differ from traditional profit measures?
A: Unlike traditional profit measures, which focus solely on revenues and expenses, EVA accounts for the
cost of capital, providing a more comprehensive view of economic performance and value creation.

Q: What are the limitations of using EVA?
A: Some limitations of EVA include the complexity of calculation, the need for accurate financial data, and
the potential for misinterpretation if not used in context with other financial metrics.
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