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Abstract. This paper will discuss an important target variable in value-based management: the Economic Value Added
(or EVA). EVA is a measure of a company's financial performance based on the residual wealth calculated by
deducting its cost of capital from its operating profit, adjusted for taxes on a cash basis. EVA can also be referred to as
economic profit, as it attempts to capture the true economic profit of a company. This measure was devised by
management consulting firm Stern Value Management, originally incorporated as Stern Stewart & Co. This research
will also discuss adjustments and different types of assumptions that are necessary for the calculation as well as how to
use them properly to obtain an interpretable result. Paper will explain the formula and which conversions should be
considered. It remains to be noted that the EVA concept only leads to small progress from a scientific point of view, but
that the clever marketing by Sern & Sewart has initiated a renaissance of the underlying residual profit concept.
The paper provides practitioners and academics with a good overview of the demonstrable added value of EVA
controlling and, in contrast, also illustrates the weaknesses of the calculation model or the inaccuracy due to
interpretation variables, which overall limit the value of EVA as a management key performance indicator.
Theresearch includes comprehensive and substantial discussion in the scientific literature on EVA and its
interpretation.
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Matpik 3IT'OPI

Miscnapoona wikona menedxcmenmy, @panxgyypm-na-Maini, Himeuyuna

KoHTpOJIiHr HA OCHOBI BAPTOCTi Ta MIXKHAPOAHUHA 00.JTiK
€KOHOMIYHOI I01aHO0I BAPTOCTi

Anomayin. [[s cmamms npucesiueHa 00CIIONCEHHIO 8aXCIUGOL Yilb0BOT 3MIHHOI 6 YNPAGNIHHI HA OCHOSI 8apmocmi —
exonomiunoi 0odanoi eapmocmi (EVA). Exonomiuna dodana éapmicme abo eKOHOMIUHUL NPUOYMOK — ye NOKA3HUK,
3ACHOBAHUL HA MemOoOi 3aIUUIKOB020 00X00Y, AKUL CLYHCUMb [HOUKAMOPOM NPUOYMKOBOCMI BUKOHAHUX NPOEKMmIs.
Hozo ocnoena nepedymosa nonseace 6 idei, wo peanbua npubymosicms 6UHUKAE, KO 018 AKYIOHePié CMBOPIOEMbCsL
dodamkoge bazamcmeo, i WO NPOEKMU NOBUHHI NPUHOCUMU NpuUOYmMoOK euwge eapmocmi xanimany. Y yvomy
00CIOHCeHHI NPOBOOUMBbCA AHANI3 KOPUZSYBAHbL MA PI3HUX MUNI8 NPUNYyUleHsb, sKi HeoOXiOHi ONsl PO3DPAXYHKY
EeKOHOMIUHOT 000aHoi sapmocmi, a MaKkodlc AK NPABUILHO IX GUKOPUCMOBYBAMU Ol OMPUMAHHA PE3YTbmamy, AKul
ModcHa inmepnpemyeamu. Hagedeno 6i0nogioni gopmynu 3 nosicHeHHAMU, A MAKONC BUSHAYEHO SKI NEPemeopeHHs
cnio epaxogysamu. Buseneno, wjo Kopuzysawus maromv cymmesull 6naU6 HA KiHYe8uil NOKA3HUK, d MOMY Hpu
30IUCHEHHI NOMUIKOGUX KOPUSYSAHbL I[HMEpnpemayiss OMmpumManux pesyiomamie 6yde HeegexmusHol Ois yineu
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ynpasninus. Konyenyia EVA npuzeooums auwe 00 nesenuxozo npozpecy 3 HAYKOBOI MOUKU 30pYy, ale pO3YMHUU
MapkemuHne KoHcynbmanmie Jern & Sewart iuiyirosas penecanc 0CHOBHOI KOHYenyii 3aMUUIKOB8020 NPUOYMKY.
Pesynomamu 0ocniodcennss naoaroms NpaKmuKam ma HAyKOGYAM XOpOWUll 027140 3acad KOHMPONIHZY eKOHOMIYHOI
0o0anoi éapmocmi, i 8 moil dce 4ac iOCmpyoms C1abKi CMopoHU MoOei pO3PAXYHKIE b0 HeMOUHICb Yepe3 3MIHHI
inmepnpemayii, aki 6 yinomy obmedxcyioms 3nauenns EVA ax xniouosozo nokasmux npooykmusnocmi. Cmamms
Micmums 0emanbHull 02130 6apiamueHOCmi pO3PAXYHKY | MOJNCIUBOCIEN BUKOPUCIAKHA MA IHmepnpemayii NOKA3HUKA

EeKOHOMIUHOT 000aHOi 8apmocmi 8 YnpaeniHHi KOMNAHIEIO.

Kniouosi cnoea. xowegepcii, dooana eéapmicmv epouwiosux KOwimie, eKOHOMIYHA 000aHa 8apmicmv, YNPAGIIHHA HA

OCHOBI 8apmMOCmi, KOHMPOJIIHZ.
1. INTRODUCTION

» With just a few decisions, top managers can
create or destroy a significant amount of value® .
Josef Ackermann,

former CEO of Deutsche Bank AG

(15" of October 2005, Die Welt)

Value-oriented corporate management to increase the
corporate value (= increase in shareholder value) has
established itself internationally as a central management
principle for companies and will continue to do so for the
foreseeable future (Miiller & Hirsch, 2005). Concerns
that a sole orientation towards the interests of the
shareholders would neglect the interests of other groups
with which the company is in contact (= stakeholders),
such as suppliers, customers, and employees, can be
countered by the fact that this is merely a question of
priorities and not exclusivity (Hostettler, 2002) since an
increase in shareholder value can only be achieved if the
needs of the other stakeholders of the company are aso
taken into account and satisfied accordingly.
For example, satisfied and motivated employees are
indispensable for the success of a company (Miiller, Klatt
& Pfitzmayer, 2001).

The most important ratios in this context are the cash
value added (CVA) of the Boston Consulting Group and
the economic value added (EVA) of Stern Stewart & Co.
While the CVA measures value-added on a cash flow
basis, the EVA is defined as "operating profit less the
cost of all of the capital employed to produce those

earnings’ (Stewart, 1991). The EVA concept therefore
only creates value from the shareholders' point of view if
not only an accounting profit is generated, but aso the
risk-dependent, imputed costs for the invested equity
capital are generated in addition to the costs for debt
capital, which are aready included in the accounting
profit. This concept is also known under the term
“residual profit” (Bramsemann & Heineke, 2003).
Inpractice, EVA is the most frequently used value-
oriented key figure for both companies and equity
analysts, and thus the book value-based residual profit
concept, is regarded as the “state of the art of value
management” (Crasselt & Schmidt, 2007).

2. THE EVA CONCEPT

The term EVA is a registered trademark of the US
management consultancy Stern Stewart & Co. and is
based on the work "The Quest for Vaue" published by
Stewart in 1991 (Stewart, 1991). The EVA concept is
often regarded in the literature as the marketing of the
residual profit concept by Stern Stewart & Co. (Ray
& Choudhuri, 2005).

EVA Calculation Modéel
To understand the EVA concept, it is useful to dedl
with the calculation formula. In the following, the capital
charge and the value spread formula for the EVA
calculation are examined.
EVA — Capital Charge Formula:
EVA =NOPAT - (NOA * WACC)

Net operating

profit after tax
(NOPAT) Cost of capital
e’ X WACC

= Required return

Improvement of profit and loss
(Income statement perspective)

Operating profit
after tax

WACC
(weighted average
cost of capital)

(ROIC)

Invested capital

=

Improvement of asset efficiency
(Balance sheet perspective)

Invested capital

Annotation:

EVA = Economic Vaue Added

NOPAT = Net Operating Profit After
Taxes

NOA = Net Operating Assets

WACC =Weighted Average Cost of
Capita

Figure 1. EVA — Capital Charge Formula
Source: https://mwww.kao.conm/global/en/investor -r el ations/management-infor mati on/economi c-val ue-add/, accessed

24.11.2019.
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Accounting

This formula reflects the need to deduct from
operating profit after taxing the cost of capital for all
operating assets. The cost of capitd is calculated as the
product of the operating assets using the weighted
average cost of capital which includes the cost of debt
and the cost of equity on a pro-rata basis. Consequently,
the residual profit is always smaller than the operating
profit because a positive “capital charge’” is aways
deducted from it.

EVA = NOPAT - (NOA * WACC)
EVA : NOA = (NOPAT : NOA) - WACC
EVA : NOA =r-WACC

EVA =NOA * (r —WACC)

EVA = NOA * “Value Spread”

In principle, EVA can be improved by increasing
profitability (e.g. process efficiency, purchasing or saes
optimization), profitable growth (e.g. mergers &
acquisitions or entering new markets), or reducing the
cost of capital (e.g. rating improvements or a modified
target capital structure).

Conversion Accounting Modd into the Economic
M odel

Starting from the accounting model, the operating
conversions must first eliminate all non-operating items
from both the asset size and the profit size. The purpose

Accounting
Model

S

Operating Funding

Conversion

Conversion

EVA —Value Spread Formula:

If one defines the quotient from the NOPAT and the
NOA astheinterna rate of return (= r), the capital charge
formula can be converted into the value spread formula
by the following simple transformation in which on the
one hand the quality of the company (value spread =
r - WACC; negative value spread destroys company
value) and on the other hand the size of the company
(NOA) isvisible (Bocking & Nowak, 1999):

I : NOA

It =NOPAT : NOA

I* NOA

I (r —WACC) ="“Value Spread”

of the funding conversions is to identify the financing
resources used for operating activities and to show
hidden, previously unrecognized forms of financing (off-
balance-sheet financing) to make it possible to compare,
for example, financial statements or different divisions.
The tax conversions determine the income-dependent
taxes on the operating result and eliminate non-cash taxes
from the result. Finally, the shareholder conversions
should take into account assets which, due to the
prudence principle, were not or only to a very limited
extent recognized in the balance sheet (Steinhauer, 2007).

Economic
Model

N

Shareholder
Conversion

Tax

Conversion

Figure 2. EVA — Operating Conversions
Source: https://wiki.hslu.ch/controlling/EVA:_Operating_Conversions, accessed 24.11.2019.

3. OVERVIEW OF EVA CONVERSIONS

Operating Conversions

The adjustments alocated to operating conversions
aim to adjust the profit figure and balance sheet total for
non-operating profit components and non-operating
balance sheet items, whereby an asset is to be regarded as
operating if it is required for the sale of goods and
services as well as for ensuring long-term operational
readiness (Hirsch, 2007). Cash and cash equivalents and
short-term financial assets that are not permanently used
for business operations must be shown in the balance
sheet under current assets and therefore a possible
adjustment must be examined here to determine whether

a possible correction of the profit and capital figures
within the framework of the EVA concept is necessary.
These short-term and marketable financial assets are to be
distinguished from long-term financial assets used for
ongoing business operations, which are shown on the
balance sheet as fixed assets. The difficulty in
determining EVA now lies in assessing the extent to
which cash and cash equivalents and short-term financial
assets are required for operating purposes. There is no
uniform or conclusive opinion on this in the literature.
Copeland, Koller, and Murrin, therefore, assume in their
approach that cash and cash equivalents and short-term
financial assets must be regarded as operating until they
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exceed a certain benchmark (0.5% to 2% of sales
revenue). However, this approach has the disadvantage
that in practice it is very difficult to estimate the
necessary benchmark (Copeland, Koller & Murrin, 2000).

Funding Conversions

Funding conversions ensure that al of the company's
financing resources are recorded in full to ensure
comparability of the annual financial statement data of
different companies. In addition to the forms of financing
reported, such as minority interests, hidden forms of
financing, such as rental and leasing transactions, must
also be considered. In the context of funding conversions,
for example, it must be examined whether companies that
buy their assets are disadvantaged compared with
companies that lease their assets because, in addition to
depreciation, these companies are also affected by capital
costs that are not charged to the other companies because,
according to the accounting regulations, the leased assets
are not accounted for by the lessee in the context of an
operating lease. Furthermore, assets whose capital costs
have already been included in the operating result must
be deducted from the baance sheet tota because this
would result in a double charge on the capital costsin the
EVA concept (Hiillmann, 2003).

Tax Conversions

Since the operating result is a performance indicator
after corporate taxes, the tax payments reported in the
income statement must be adjusted to the operating result.
Therefore, income taxes attributable either to unusua
components of income or to interest expense must be
eliminated. The objective is therefore to calculate the
company's tax liability as if the company were 100%
financed by equity and only carried out operating
activities. The tax advantage from external financing
("tax shield") is taken into account in the EVA concept
when determining the cost of capital rate. To avoid
double-counting of the tax advantage of debt capital, the

Basis
for Management Compensation |

Basis
for Value Reporting

tax shield for financial expenses must be calculated and
subtracted from the NOPAT. In addition, only paying
taxes should be taken into account, therefore an increase
(decrease) in the provision for deferred taxes is deducted
(added) from the tax expense (Hostettler, 2002).

Shareholder Conversions

Using shareholder conversions, the perspective of a
risk-averse equity investor is to be adopted. Shareholder
conversions focus on the determination of equity
equivalents, which represent an asset position that is not
taken into account in the IAS/IIFRS and US-GAAP
accounting regulations but contributes to the sustainable
success of the company. Due to the principle of prudence,
accounting standards permit the capitaization of
expenses that are more likely to be regarded as an
investment from a business perspective - e.g. research
and development, marketing costs - only under clearly
defined, restrictive conditions (Baetge, Kirsch & Thiele,
2010). In addition, the shareholder conversions adjust the
book values used in the applicable accounting standards
and try to determine the market values, which are the
basis for a valuation by the investor, and take them into
account in the valuation. Shareholder conversions lead to
a high degree of transparency because of a large number
of assumptions (Bottger, 2003).

4. DIFFERENT
APPLICATIONS

To increase the acceptance of the EVA concept, it is
necessary to have a transparent decision-making
framework for the selection of the adjustments and to
develop assumptions. For this reason, a different
decision-making framework must be developed for each
of the two main areas of application of the EVA concept
as the basis for company valuation (Val-EVA) and as the
basis for corporate governance (CG-EVA). The following
chart provides an overview of the areas of application of
CG-EVA:

FIELDS OF EVA

Basis
for Investment Planning

Figure 3. CG-EVA Applications
Source: personal illustration, according to Stern Stewart Research (1991).
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Management Compensation by EVA

Stewart expresses the goa to be achieved with the
EVA key figure as follows: ,Our aim at Stern Stewart
has been to decompose NPV, which is fundamentally a
multi-year or long-term capital budgeting tool, into
annual (or even monthly) instalments called EVA that
can be used to evaluate the periodic performance of
corporate managers and their businesses’ (Stern Stewart
Research, 1994).

The suitability of EVA as a basis for management
compensation can therefore be measured by the following
how well he succeeds in reconciling management
behaviour with the interests of the owners. Different
interests of management and owners arise in public listed
corporations through the separation of ownership
(= shareholder) and decision-making authority (= board
of directors). This phenomenon has long been referred to
as the "Principal-Agent Problem" (Grossman/Hart, 1983).
The coupling of EVA with the variable remuneration of
management  is  essential  for the  successful
implementation of value-based management.
The assessment basis of the incentive system is the
requirements “incentive compatibility”,
“influenceability”, “communicability”, *“economic
efficiency”, and “behaviour control of management”.
Stewart proposes for the “reward function”, both a
variable threshold above which an additional bonus is
paid, and a variable bonus cap, from which no additional
bonus is paid to avoid a manager no longer exerting
himself when he can no longer reach the threshold, or
stopping exerting himself when he has reached the bonus
cap. Bonus payments are a proven tool for directing
management's focus not on short-term optimization but
on long-term value creation by deferring bonus payments
and offsetting them against each other. A study by Stern
Stewart & Co. shows that in practice the company size
has the greatest correlation to the amount of variable
compensation for the first management level and not its
value creation or performance (Stern Stewart Research,
2000).

Value Reporting based on EVA

The Working Group External Corporate Accounting
of the Schmalenbachgesellschaft fiir Betriebswirtschaft
e\V. has defined a tota of seven principles for value
reporting. Value reporting is an integral part of value-
based management as it reduces information asymmetry
between management and potential investors, resulting in
a higher market value through lower capital costs. For
EVA to be used as the basis for value reporting, it must
be possible to subjectively reconstruct and verify the
adjustments made in the calculation based on the
published value reporting. This ensures that the lack of
objectivity and reliability is eliminated and that the EVA
is appropriate for the investor's decision-making.
Thefollowing information is relevant for this:

—Related to the NOPAT calculation: level of risk-
freeinterest rate, depreciation period for R&D costs.

— As regards the cost of equity: the level of the risk-
free interest rate, the level of the market risk premium
(B-factor).

— For the calculation of debt costs: level of risk-free
interest rate, level of credit spreads (depending on the
rating of the company), leve of tax ratio.

EVA as Sourcefor the Investment Planning

The investment calculation is the central element for
decision-making in operational investments and attempts
to make the investment decision on a rationa basis.
The EVA and thus also the shareholder value increase
when profitable investments are identified and
implemented by the company. By introducing an EVA-
based investment calculation, a consistent control system
can be created that applies a uniform key performance
indicator from strategic and operational planning to
decision-making and ex-post performance measurement.
In addition, the data from the investment calculation can
be transferred directly to operative planning, which
simplifies planning. Future planned EVAs can be found
as realized EVAs in the current period, thus simplifying
project and post-merger controlling. Managers can derive
the effect on their assessment basis (EVA) directly from
the investments that have been made (Doérr, Fiedler
& Hoke, 2003).

EVA asBasisfor Equity Portfolio Construction

EVA was developed primarily to measure corporate
performance, but it can also be used as a basis for equity
portfolio building (Va-EVA). If the return achieved by
the portfolio compiled based on Va-EVA is higher
(lower) than the overal market, the assessment of this
strategy is positive (negative). Analyses by Elton et al.
show that companies with a high value spread on average
also achieve a higher total shareholder return (TSR) than
companies with alow-value spread (Elton et al., 2007).

Advantages and Disadvantages of the EVA
Concept

With EVA as the target figure for vaue-oriented
management (CG-EVA), a condstent management system
can be established that may be used for operationd and
drategic planning, decision-making, ex-post performance
measurement by management, and communication with the
capital market. It is irrdlevant whether the caculated EVA
reflects the "actual" enterprise vaue becauseit is exclusively
a question of generating a key figure that steers the
behaviour of the executives in the direction favoured by the
shareholders and understood by the executives. Studies
demonstrate, on the one hand, ahigh correlation between the
TSR and the vadue spread achieved and, on the other hand, a
pronounced postive correlation between the theoretical
price potentid and the price potential in the subsequent
period of the return achieved (Va-EVA). A corrdation
between high-value spread and enterprise vaue (MVA) can
aso be demonstrated. The main points of criticism are the
high lack of transparency in the execution of the adjustments
and the high subjectivity in the implementation of the
assumptions (no comparability of the calculated EVAS
possible). In addition, the degree of detal in the
implementation of the assumptions is counteracted by the
high deviation, which aready exists for minor deviationsin
the WACC amount (Grunddl, 2011).
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5. CONCLUSIONS

This assignment aims to give an overview of the EVA
as a target variable for vaue-based management.
Different types of EVA were defined (CG-EVA and Val-
EVA) for their areas of application adjustments and
assumptions exist. It became clear that these adjustments
can have a high impact on the level of EVA and that their
amount depends very much on the assumptions made.
The calculation is also very strongly influenced which in
turn has a very high influence on the level of EVA.
Therefore, it is necessary to publish the adjustments and

assumptions made when calculating the EVA, because
otherwise, no interpretation of the present EVA is
possible. The result of this is that the calculation of EVA
is very subjective and intransparent. In particular, small
deviations in the calculation of the WACC lead to such
high deviations in the amount of EVA that the sense for
the laborious adjustments to be made is questionable. It
remains to be noted that the EVA concept only leads to
small progress from a scientific point of view, but that the
clever marketing by Stern & Stewart has initiated a
renaissance of the underlying residual profit concept.
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