Economic Value Added EXAMPLE
Many companies are now linking major financial decisions to Economic Value Added, or EVA.  Essentially, this is net operating profit on an after-tax basis minus a charge for the opportunity cost of capital.  

· It gives a one-period addition to value from a company’s operations.  

· Using EVA allows the financial manager to integrate short-term decisions having both revenues and costs into the company’s capital budgeting process, for those companies not using NPV or which prefer to merge all decisions into one decision-making framework.  

· The following formula gives the formula for calculating EVA, followed by an illustrative example.

EVA
=
Operating Profit After Tax – (Cost of Capital)(Capital Employed)

Illustrative Example:

Dwenger & Associates, a medical care practice, has a weighted-average cost of capital of 10%.  It has employed $30,000,000 of mostly long-term capital to run the practice, according to the most recent balance sheet.  The most recent income statement shows the following:

Revenues



$40,000,000

- COGS




  24,000,000
Gross profit



  16,000,000

- Operating expenses
    7,500,000
After-tax Operating profit:


 




$ 8,500,000 
· 40% tax on this profit ($3,400,000) 
 


 $5,100,000
The Economic Value Added for this period would be $2,100,000, calculated as follows:

EVA
=
Operating Profit After Tax
– (Cost of Capital)(Capital Employed)


=
$5,100,000 – (0.10)($30,000,000)


=
$2,100,000
