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T
HE concept of economic profit

(EVA®1) has proven successful in

the field of corporate finance since

its adoption by several US and international

companies over the past 25 years. Unlike

accounting earnings, EVA is a measure of

a company’s true earnings because it fully

“accounts” for the costs of all forms of fi-

nancing, including debt and equity. In the

EVA view, a company is not truly profitable

unless it earns a return on capital that bests

the opportunity cost of capital. That being

said, the question addressed here is how to

measure the economic profit of providers in

the health care sector, which is largely com-

prised of not-for-profit organizations such as

clinics, laboratories, and hospitals.2

We begin the EVA journey for health care

providers by abstracting from the myriad

accounting adjustments that can be made

to estimate EVA and instead look at how

to estimate “basic” economic profit in both

for-profit (the traditional realm for EVA
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application) and not-for-profit settings. The

financial goal here is twofold, to illustrate:

1. The key ingredients of economic profit

for health care providers without get-

ting tangled up in a web of accounting

adjustments; and

2. The advantage of using economic

profit over traditional accounting profit

measures such as operating margins

and net income.

We then discuss the concept of “dis-

closed” EVA for health care providers, which

reflects income statement and balance sheet

effects of several value-based accounting ad-

justments to economic profit. These EVA ac-

counting adjustments include the traditional

ones identified by Stewart,3 such as the EVA

treatment of research and development ex-

penditures, inventory costing (LIFO/FIFO),

lease expense, restructuring costs, and con-

version from reported income taxes to cash

operating taxes (for-profit companies).
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In turn, we examine unique EVA

accounting adjustments for health care

providers (applicable to both for-profit and

not-for-profit health care organizations).

These include:

1. Income statement adjustments for

changes in net charity care (net uncom-

pensated care) expenditures,4 medical

training costs, and community well-

ness and prevention program costs; and

2. The corresponding EVA balance sheet

adjustments, which reflect the capital-

ization of provider-based intangibles

as equity equivalents, particularly “net

asset” or “fund equity” equivalents in

the case of not-for-profit health care

providers.5

Basic EVA

For-Profit Provider

We begin by estimating EVA in the tradi-

tional for-profit setting. We can then make

tax-related adjustments to this framework

that would apply to the predominance of

health care providers in the not-for-profit

sector of the economy. In this context, there

are two basic ingredients to estimating EVA:

NOPAT, which stands for net operating profit

after tax, and $WACC, which is the dollar

cost of invested capital.

In the absence of EVA accounting adjust-

ments, a for-profit provider’s net operating

profit after tax can be expressed in terms of

its tax-adjusted earnings before interest and

taxes, EBIT:6

NOPAT = EBIT − Cash taxes

= EBIT × (1 − t)

= [R-COMS-SG&A-D]

×(1 − t)

In this expression, EBIT × (1 − t) is

the provider’s NOPAT. This EVA term is

a reflection of the provider’s earnings be-

fore interest and taxes, EBIT, less its un-

levered business taxes.7 Likewise, the terms

R, COMS, and SG&A in the NOPAT for-

mulation refer to the provider’s net revenue,

cost of medical services, and selling, general,

and administrative expenses, respectively. In

principle, the depreciation term, D, should be

a charge that reflects the economic obsoles-

cence of the provider’s assets.

In turn, the dollar cost of capital, $WACC,

can be expressed as:

$WACC = WACC × C

In this expression, WACC is the weighted-

average cost of debt and equity capital (ex-

pressed as a required rate in decimal form),

and C is the provider’s net operating capital.

In turn, the weighted average capital cost,

WACC, is given by:

WACC = After-tax debt cost×Debt weight

+ Equity cost × Equity weight

Taken together, these developments show

that a for-profit provider’s EVA can be ex-

pressed in basic terms as:

EVA = NOPAT − $WACC

= EBIT × (1 − t) − WACC × C

= [R-COMS-SG&A-D] × (1 − t)

−WACC × C

The basic EVA formula shows that a for-

profit provider’s economic profit is equal to

its net operating profit after tax, less the dol-

lar cost of all capital employed within the

organization. In the next section, we look

at a simple income statement and balance

sheet for a hypothetical for-profit provider
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to illustrate how to measure basic EVA. We

then look at the adjustments to basic EVA

that need to be made in the not-for-profit

setting. Along the way, we discuss the ways

to increase EVA to improve organization ef-

ficiency and to enhance organizational value.

We conclude our EVA journey by explaining

the concept of “disclosed” EVA, which re-

flects both traditional and unique accounting

adjustments that apply in both for-profit and

not-for-profit health care settings.

OK-Health Provider

We now illustrate how to measure basic

EVA for a for-profit provider called “OK

Health.” The goal here is to see if OK Health

is in fact “okay” from an economic profit

perspective.8 We then explain the tax ad-

justments to basic EVA that are necessary

if instead OK Health were a not-for-profit

clinic, hospital, or laboratory. To begin,

Exhibits 1 and 2 show the income statement

and balance sheet respectively for OK Health

at a point in time.

When viewing OK Health’s financial

statements from an accounting perspective,

Exhibit 1. OK Health Provider
Income Statement

it appears to be a profitable health care

provider. Based on the income statement

shown in Exhibit 1, OK Health reports

a positive gross margin, at 31.2 percent

(39,000/125,000), and a positive operating

margin, at 13.6 percent (17,000/125,000).9

As a for-profit provider, OK Health’s net in-

come and operating earnings per share are

also positive, at $8,213 and $1.31, respec-

tively. In turn, with stockholder’s equity at

$96,600, its return on equity (ROE) seems

favorable, at 8.5 percent (8,213/96,600 ×

100). Moreover, based on the “Dupont for-

mula,” the provider’s ROE results from mul-

tiplying its return on assets, ROA at 5.4%,

by the equity multiplier (assets/equity) of

1.57.10

OK Health’s Economic Profit

To see if OK Health is truly a profitable

health care provider—that is, a value cre-

ator in financial terms—we first calculate

the provider’s net operating profit after tax.

Upon substituting the provider’s net revenue,

cost of medical services, selling, general, and

administrative, and tax rate figures into the

NOPAT formulation, we obtain:11

NOPAT = [R-COMS-SG&A] × (1 − t)

= [125,000-86,000-22,000]

× (1-0.4)

= 17,000 × 0.6 = $10,200

In order to measure OK Health’s dollar

cost of capital, the manager needs to know

something about the:

1. After-tax cost of debt;

2. Cost of equity capital;

3. “Target” debt weight, if any, in the cap-

ital structure; and

4. Dollar amount of capital employed in

its health care organization.12
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Exhibit 2. OK Health Provider Balance Sheet

With respect to the first requirement,

OK Health’s after-tax cost of debt can be

estimated according to:

After-tax debt cost = Pre-tax debt cost

× (1 − t)

= 0.08 × (1 − 0.4)

= 0.048 or 4.8%

In this expression, the pre-tax debt cost,

at 8 percent, is taken as the provider’s av-

erage coupon rate on the balance sheet (for

simplicity, assume that the provider’s bonds

are trading at par value). OK Health’s pre-

tax borrowing cost of 8 percent can also be

obtained by dividing the provider’s interest

expense, $3,312 (income statement), by the

face value of its long-term debt, at $41,400

(balance sheet).

In turn, we use the capital asset pricing

model (CAPM) to estimate OK Health’s cost

of equity.13 With a risk-free interest rate of

6.5 percent, a market-driven equity risk pre-

mium of 6 percent, and a common stock beta

of 1.0, the provider’s CAPM-based cost of

equity capital becomes: 14

CAPM = Rf + MRP × Beta

= 0.065 + 0.06 × 1.0

= 0.125 or 12.5%

Moreover, if we assume that OK Health’s

“target” debt-to-capital ratio is 30 percent,

the provider’s overall cost of capital can be

measured according to:

WACC = After-tax debt cost×Debt weight

+ Equity cost × Equity weight

= 0.048 × (0.3) + 0.125 × (0.7)

= 0.102 or 10.2%

Repackaging the Balance Sheet

With knowledge of OK Health’s operating

capital it is possible to calculate the dollar

cost of capital, $WACC. In this context, it is

helpful to recognize that the provider’s bal-

ance sheet can be “repackaged” in a way that
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Exhibit 3. OK Health Provider Basic Operating and Financial Capital (Aggregate Results)

shows the equivalency of its operating and

financing capital. Exhibit 3 illustrates this

result.

Exhibit 3 shows that OK Health’s operat-

ing and financing capital is $138,000. The

operating capital (left-hand side of balance

sheet) is equal to net working capital (exclud-

ing debt-related short-term accounts) plus

net plant, property, and equipment (PP&E)

(as well as other operating assets). Likewise,

in the absence of EVA accounting adjust-

ments, the financing capital is just long-term

debt (including short-term debt accounts,

minority interest, and capitalized lease obli-

gations, if any) plus stockholders’ eq-

uity (including both preferred and common

equity). Hence, the provider’s overall dollar-

cost of capital can be measured by apply-

ing the weighted average cost of capital, at

10.2 percent, to either the provider’s tangible

operating capital or its equivalent financing

sources of capital. Whatever side of the EVA

balance sheet is chosen, OK Health’s dollar

cost of capital is $14,076:

$WACC = WACC × C

= 0.102 × 138,000

= $14,076

More importantly, because OK Health’s

dollar cost of financing is higher than its

net operating profit after tax, the health care

provider has negative economic profit:

EVA = NOPAT − $WACC

= 10,200 − 14,076

= −$3,876

Although OK Health looks like a prof-

itable health care producer from a traditional

accounting perspective, the EVA insight re-

veals that the provider is a (potential15) value

destroyer. This happens because its operat-

ing profitability is not sufficient enough to

cover the overall dollar cost of capital.

OK Health’s Residual Return on Capital

OK Health has negative EVA because its

underlying “residual (or surplus) return on

capital” (RROC), is negative. This value-

wasting situation occurs when a provider’s

after-tax return on capital (ROC), falls

short of the weighted average capital cost

(WACC). To illustrate this, simply define

RROC as the provider’s EVA-to-capital ra-

tio. At −2.8 percent, one sees that OK

Health’s adverse surplus return on capital is

caused by its negative economic profit:

RROC = EVA/Capital

= −3,876/138,000

= −0.028 or − 2.8%
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Likewise, because EVA can be expressed

as the provider’s initial capital, C, times the

residual return on capital, the same result

is obtained by focusing on the spread be-

tween the after-tax return on capital and the

weighted average cost of debt and equity

capital:16

RROC = EVA/C

= [ROC − WACC]

= [0.074 − 0.102] = −0.028

= −0.028 or − 2.8%

In this expression, ROC, at 7.4 percent,

results from dividing NOPAT, $10,200, by

the provider’s capital, $138,000. The WACC

is the familiar cost of capital percentage of

10.2 percent.

OK Health’s Interest Tax Subsidy

When looking at OK Health as a for-profit

provider, it is important to use its net oper-

ating profit after tax in the first step of the

EVA calculation. This is because the dollar

cost of capital (step two of the EVA calcula-

tion) already reflects the interest tax subsidy

received on the provider’s outstanding debt

obligations. By double counting this debt-

induced tax subsidy, the manager or analyst

would not only overestimate the provider’s

operating profit, but would also impart a

positive bias in the provider’s organizational

value (enterprise value in the traditional for-

profit realm of corporate valuation).

To show the source of bias, it is help-

ful to note that the “levered” provider’s net

operating profit after tax (LNOPAT) can be

expressed in terms of the equivalent risk “un-

levered” provider’s net operating profit, plus

a yearly interest tax subsidy. Looking at OK

Health in this levered (with debt) and unlev-

ered (without debt) context yields:

LNOPAT = NOPAT + t × Interest

= $10,200 + 0.4 × $3,312

= $10,200 + $1,325

= $11,525

In this expression, t × Interest (at $1,325),

is the yearly interest tax subsidy that

OK Health receives as a for-profit levered

provider, as opposed to a for-profit debt-

free provider; however, this same interest tax

benefit is already reflected in the provider’s

dollar cost capital cost through the reduced

cost of corporate debt financing.

To show this, recall that OK Health’s after

tax cost of debt was previously expressed as:

After-tax debt cost = Pre-tax debt cost×(1−t)

= 0.08 × (1 − 0.4)

= 0.048 or 4.8%

In this formulation, the provider’s pre-tax

cost of debt, 8 percent, is reduced by 320 ba-

sis points because of the tax benefit that OK

Health receives from deductibility of its debt

interest expense. Expressing this leverage-

induced reduction in the for-profit provider’s

dollar cost of capital yields the same yearly

interest tax benefit that is already re-

flected in the provider’s levered operating

profit:

$WACC tax subsidy = t × [Pre-tax debt cost]

× Debt

= 0.4 × [3,312/41,400]

× 41,400 = $1,325

To avoid positive bias, OK Health’s eco-

nomic profit must be calculated by first es-

timating what its net operating profit after

tax would be as an equivalent risk unlev-

ered provider—namely, an “OK Health like”

provider with no debt—and then subtracting
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the overall dollar cost of debt and equity cap-

ital from this unlevered NOPAT figure.

Basic EVA

Not-for-Profit Provider

Several issues arise when measuring EVA

in a not-for-profit setting. The first is obvi-

ous: NOPAT and $WACC must be stated on

a pre-tax basis. A second and more funda-

mental issue arises in the interpretation of

the pre-tax cost of debt and the cost of eq-

uity for not-for-profit providers. With respect

to debt financing, the pre-tax cost of debt

should be interpreted as the yield to matu-

rity on an equivalent-risk, tax-exempt bond

issued by a local, regional, or state health

care authority.

In the case of equity financing, we can in-

terpret this cost as a cost of “fund” equity.17

With that view, the opportunity cost of eq-

uity for a not-for-profit provider equals the

“grossed up” equity cost of a for-profit

provider, because CAPM (one measure of

equity cost) is an after-tax rate and not-for-

profits do not pay taxes (typically) on operat-

ing income. In principle, the pre-tax CAPM

can be interpreted as a cost of fund equity

because the perceived benefits from donor

contributions (fund equity) can be viewed in

financial terms as being worth what a char-

itable giver or donor could have earned on

a similar risk portfolio of investment secu-

rities. The same opportunity cost concept

applies in the case of retained earnings by

not-for-profit organizations, as equity capital

in for-profit and not-for-profit settings is not

“free capital.” Another issue that arises when

measuring EVA for not-for-profits involves

“equity equivalents.” We address unique eq-

uity equivalents for providers—such as the

capitalized values of charity care (net), med-

ical training costs, and community wellness

and prevention programs costs—later.

Of course tax adjustments to NOPAT and

$WACC must be made when estimating EVA

in the not-for-profit setting. If, for example,

we measure OK Health’s EVA on a pre-tax

basis, because (1) the health care manager

wants to make a comparison of operating

performance with a not-for-profit provider,

or (2) OK Health is actually a not-for-profit

provider, then we need to estimate EVA com-

ponents (NOPAT and $WACC) on a pre-

tax basis. In this context, the health care

provider’s net operating profit before taxes

(NOPBT) would be used in conjunction with

a pre-tax dollar cost of capital.

To see how this works, we can express OK

Health’s net operating profit before tax as:

NOPBT = NOPAT/(1 − t)

= EBIT × (1 − t)/(1 − t)

= EBIT = $17,000

In turn, the provider’s weighted average

cost of capital must be expressed on a pre-tax

basis. The only complication here is that the

after-tax cost of equity needs to be “grossed

up” by one minus the (marginal) corporate

tax rate to convert it to a pre-tax fund-equity

rate.

Pre-tax WACC = Debt weight × Pre-tax debt

cost + Equity weight ×

Pre-tax equity cost

= 0.3 × [0.048/(1 − 0.4)]

+ 0.7 × [0.125/(1 − 0.4)]

= 0.3 × 0.08 + 0.7 × 0.208

= 0.17 or 17%

In this context, OK Health’s pre-tax cost

of debt is 8 percent (same as coupon rate
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assuming that bonds are trading at par), its

pre-tax cost of equity (fund equity) is 20.8

percent, and its pre-tax cost of capital is 17

percent. With this development, the health

care provider’s pre-tax EVA is:

Pre-tax EVA = Pre-tax NOPAT

−Pre-tax $WACC

= EBIT − Pretax WACC × C

= $17,000 − 0.17 × $138,000

= $17,000 − $23,460

= −$6,460

Not surprisingly, OK Health’s pre-tax

EVA is equal to its after-tax EVA grossed

up by one minus the corporate tax rate, t:

Pretax EVA = After Tax EVA/(1 − t)

= −$3, 876/(1 − 0.4)

= −$6, 460

Role of Capital Efficiency

Capital efficiency is well known to be es-

sential for creating value within any orga-

nization. EVA emphasizes capital efficiency

through improved working capital manage-

ment (for example, a “just-in-time” inven-

tory system) or better utilization of assets

including medical facilities and technology.

We can express the return on capital as

a NOPAT margin times a capital turnover

ratio:

ROC = NOPAT/C

= NOPAT/R × R/C

= NOPAT/R × R/(NWC + NPPE)

Clearly, anything a manager can do to

increase a provider’s net operating margin

(NOPAT/net revenue) will lead to a higher

return on capital. Other things being the

same, anything a manager can do to earn

more revenue for a given amount of capital—

or use less capital (net working capital and

net plant, property, and equipment) for a

given amount of revenue—will produce a

higher return on capital. Upon substituting

the appropriate ROC figures for OK Health

as a not-for-profit provider we obtain:

Pre-tax ROC = EBIT/R × R/C

= $17,000/$125,000

× $125,000/$138,000

= 0.136 × 0.91

= 0.123 or 12.3%

Thus, better capital turns [1/(NWC+

NPPE)] at OK Health are needed because

its pre-tax cost of capital, at 17 percent, is

higher than its pre-tax return on capital. In its

status quo position, we see that OK Health is

hardly “OK” from an EVA perspective, even

though its return on capital, at 12.3 percent,

is positive and seems attractive from a more

traditional accounting perspective.

Accounting versus EVA Break-Even Point

We can also distinguish between the

break-even numbers of patients (units) that

a provider would need to produce a zero ac-

counting profit versus a value-based mea-

sure of break-even, namely, zero economic

profit. Specifically, the traditional account-

ing break-even point for a provider is given

by:

A-BEP = FC/(p-v)

In this expression, FC is fixed costs, which

from a managerial accounting perspective

includes the fixed cost components of COMS

and SG&A. In turn, p refers to a composite

average price charged per patient service and

v is the variable cost per patient for medical
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services supplied. If we assume:

1. Fixed costs make up 25 percent

of COMS ($86,000) and SG&A

($22,000), respectively,

2. The price per unit of patient medical

services is $250, and

3. Variable medical costs per patient ser-

vice is $150

then the per-period A-BEP for OK Health is:

A-BEP = 0.25 × $108,000/($250 − $150)

= $27,000/100 = 270 patients

From an EVA perspective, FC includes ac-

counting fixed costs plus a fixed target dollar

return. With EVA, the minimum acceptable

dollar return to debt holders and fund equity

contributors is $WACC. Upon substituting

OK Health’s pre-tax dollar cost of capital

into FC, we obtain the break-even number

of patients in pre-tax EVA terms:

E-BEP = ($27,000 + $23,460)/($250 − $150)

= $50,460/100 = 505 patients

Thus, a health care provider must supply

medical services (achieved possibly through

“outsourcing” medical services) to a larger

network with more payor patients in order to

break even in economic profit terms. This is

because EVA emphasizes the importance of

the cost of capital, particularly equity capi-

tal in the for-profit setting and fund equity

in a not-for-profit setting. In the absence of

showing a break-even number of patients in

economic terms, a provider will have diffi-

culty attracting new capital to invest in the

latest medical technology advances. Worse

yet, an unprofitable provider would be faced

with aging facilities falling into disrepair.

OK Health’s Growth Opportunities

Given that OK Health has negative EVA, it

has a clear incentive to find a positive growth

opportunity. In this context, suppose that the

provider discovers that it can invest $20,000

in a new medical technology that will in-

crease yearly patient revenue by $40,000. In

turn, suppose that OK Health’s cost of medi-

cal services and selling, general, and admin-

istrative expense accounts rise by $25,000

and $5,000 per annum, respectively. With

these assumptions, the provider’s estimated

annual NOPAT will go up by $6,000:18

�NOPAT = �[R-COMS-SG&A] × (1 − t)

= [40,000-25,000-5,000]

× (1 − 0.4)

= $6,000

Because OK Health’s operating capital

rises by $20,000 to support the higher rev-

enue forecast, its estimated (annual) capital

costs rise by $2,040:

�$WACC = WACC × �C

= 0.102 × 20, 000

= $2, 040

Taken together, the changes in NOPAT

and $WACC reveal that OK Health’s growth

opportunity is a desirable investment for its

owners.19 With these figures, OK Health’s

EVA rises by $3,960 per annum:

�EVA = �NOPAT − �$WACC

= $6,000 − $2,040

= $3,960

As a result of OK Health’s medical

technology opportunity, the provider has

moved from a value-destroyer to a value-

neutral position. Among other things, this

implies that the provider’s revised return on
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capital, 10.3 percent (16,200/158,000), is

now close to the overall cost of capital, 10.2

percent. Likewise, in this value-neutral situa-

tion, the provider’s residual return on capital,

RROC, is nearly zero. With further growth

opportunities, OK Health has the potential to

become a value creator with discounted pos-

itive economic profit. Without getting into

details here, one can also assess the valuation

consequences of OK Health’s growth oppor-

tunities, including an estimate of its stock

price as a for-profit provider or its equiva-

lent “shadow” price as a not-for-profit.20

Ways to Increase EVA

We now see that EVA is helpful for health

care providers because it gives a transpar-

ent look at key features of economic profit

measurement. In this context, EVA reveals

that a provider is not economically profitable

until it covers its usual operating expenses

and all of its financing costs—including the

dollar cost of debt and equity (however in-

terpreted). In this sense, EVA is superior to

accounting profit measures such as operat-

ing margins and net income. Additionally,

we can use basic EVA to gain insight on the

financial steps that providers must take to im-

prove their economic profit outlook perma-

nently, thereby enhancing enterprise value.

A provider can improve its economic

profit outlook in several ways.21 Specifically,

the basic EVA formula suggests that value

conscious providers should take steps to:

• Increase net revenue (patients, or other-

wise);
• Reduce operating expenses (COMS and

SG&A) where prudent;
• Use less capital to produce the same

amount of medical services (improved

asset turns);

• Use more capital to invest in positive

growth opportunities (medical facili-

ties, training, and community service

“investments” that build brand image);
• Reduce WACC.

Expanding a provider’s market share

is captured by increasing net revenue in

the EVA formula. Other things being the

same (operating expenses and capital costs),

higher revenue means higher economic

profit. Also, it should be no surprise that re-

ducing a provider’s operating expenses via

cost cutting or achieving tax efficiency en-

hances economic profit because the COMS,

SG&A, and cash tax accounts go down.22

When using cost cutting as a tool to im-

prove the EVA outlook, providers must be

cautioned, however, that too much cost cut-

ting “cuts” the fabric of its future economic

profit, or, worse yet, the quality of its medical

services.

Note that if EVA is to be taken seriously as

an improvement over traditional accounting

profit measures then it must do more than just

show that increasing revenue or reducing op-

erating expenses will improve a provider’s

organizational value. Fortunately, this is

where economic profit and accounting profit

measurement depart because EVA fully “ac-

counts” for the dollar cost of capital in terms

of both the amount of capital employed and

the opportunity cost of that capital.

EVA emphasizes the rationalization of

capital as can be seen in the basic EVA for-

mulation. Clearly, anything that providers

can do to:

1. Improve inventory and net PP&E

turnover ratios from the balance sheet,

and

2. Reduce business uncertainty (as man-

ifest in a decline in NOPAT volatility)
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will have beneficial cost of capital implica-

tions via the impact on C and WACC, re-

spectively. Moreover, we used the basic EVA

formula to show that value creation is all

about investing more capital (rather than less

capital) in positive economic profit growth

opportunities.

Also, EVA links the income statement and

balance sheets with a value-based focus on

net operating profit after tax and invested

capital. Unlike accounting profit, EVA mea-

sures the dollar cost of capital by multiplying

the amount of capital by the overall cost of

capital. Hence, EVA measures profit in the

classical economists’ notion of “profit” be-

cause a providers’ opportunity cost of capital

is fully reflected in the profit calculation.23

Because accounting profit “accounts” only

for the dollar cost of debt financing, via

interest expense, it completely misses the

dollar cost of equity capital. This cost of fi-

nancing omission is important for providers

that finance their growth opportunities with

(fund) equity—particularly providers that

make substantial investments in tangibles

(medical facilities and technology) and in-

tangibles (net charity care, medical training,

and community wellness and prevention pro-

grams as described later) as well as providers

that seek to expand their market share in a

cost-efficient manner.

Disclosed EVA

Before concluding, it is important to un-

derstand the role of EVA-based account-

ing adjustments, with an eye toward those

adjustments that are unique to health care

providers. To begin, Bennett Stewart pro-

vides a “generally accepted” boilerplate of

accounting adjustments that are necessary

to estimate a company’s NOPAT and in-

vested capital.24 In this context, Exhibit 4

shows traditional accounting adjustments

that are used in the equivalent “bottom-

up and top-down” approaches to esti-

mating a company’s “disclosed” NOPAT;

Exhibit 5 shows capital adjustments em-

ployed in the “asset and financing”

Exhibit 4. Calculation of Provider-Disclosed
NOPAT from Financial Statement Data
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Exhibit 5. Calculation of Provider-Disclosed
Capital from Financial Statement Data

approaches to estimating disclosed capital.

Additionally, the two exhibits show unique

accounting adjustments used in measuring

disclosed EVA for health care providers.

Disclosed NOPAT

In the bottom-up approach to measuring

disclosed NOPAT (Exhibit 4 Panel A), the

provider begins with net operating profit

before taxes (using for-profit terminology).

This is just operating earnings before in-

terest and taxes on a provider’s income

statement.25 To this amount, several EVA-

based accounting adjustments are made to

move toward a better representation of the

firm’s pre-tax cash operating profit. For ex-

amples, the increase in LIFO reserve account

is added to operating profit to adjust for

the overstatement of cost of goods sold—

from overstating product costing—in a pe-

riod of rising prices (inflation), whereas the

increase in capitalized research and devel-

opment (or change in unamortized R&D ac-

count on EVA balance sheet) is added back to

operating profit to recognize that R&D costs

should be capitalized (rather than expensed

in the year incurred) because they generate

a future stream of cash flow benefits.26

Likewise, the increase in accumulated

goodwill amortization (described in foot-

notes to financial statements) is added to op-

erating profit to reflect that goodwill (in the

EVA view) is a form of capital investment

that needs to earn a cost of capital return as

do expenditures on physical capital. Good-

will intangibles are particularly poignant for

health care providers like hospitals and clin-

ics because expenditures on “charity care”

and community wellness and prevention pro-

grams are key elements to fulfilling the com-

munity service mission of both not-for-profit

and for-profit providers. Also, Stewart ar-

gues that the increase in bad debt reserve

should be added back to pre-tax operating

profit to reflect more accurately a company’s

experience default rate on consumer receiv-

ables; however, as the rise in capitalized

net charity care is treated separately on the

EVA income statement, the change in bad

debt reserve pertains only to financially able

payors that refuse to pay their health care

obligations.
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Panel A of Exhibit 4 also shows that im-

plied interest expense on operating leases is

added back to operating results to remove

the capital structure effects of debt-related

financing decisions. Also, the rise in reengi-

neering or restructuring costs (write-offs of

special items) in the typical for-profit setting

is added to operating profit as well as the

rise in system network development costs

for multi-hospital providers or like health

care providers; in the EVA view, these ex-

penditures are treated as capital investments.

Moreover, in the case of for-profit providers

(because not-for-profits do not usually pay

taxes), cash operating taxes, rather than re-

ported income taxes, are subtracted from

pre-tax operating earnings to arrive at

disclosed NOPAT. Panel B of Exhibit 4

shows the top-down approach to estimating

provider-disclosed EVA, which should now

be self-explanatory.

Disclosed Capital

In the assets approach (Exhibit 5 Panel A)

to estimating disclosed capital, the provider

begins with net short-term operating as-

sets (net working capital less short-term

debt equivalents). This reflects moneys tied

up in current assets like accounts receiv-

ables and inventories as well as a normal

amount of cash needed for operations.27 Cur-

rent liabilities such as accounts payable, ac-

crued expenses, and income taxes payable

(for-profit provider) are netted from the

short-term operating asset accounts. Short-

term notes payable (a current liability ac-

count) are excluded from this calculation

because they represent a source of debt fi-

nancing. Interest-bearing debt is reflected in

the sources of financing approach (Panel B

Exhibit 5) to measuring disclosed capital,

whereas the debt-interest tax subsidy (for-

profit provider) is reflected in the calculation

of a company’s dollar cost of capital.

Net plant, property, and equipment and

goodwill (particularly, acquisition goodwill)

are then added to net short-term oper-

ating assets. Special attention should be

paid to unamortized medical intangibles that

are unique to the mission of health care

providers. These unique “assets” include the

capitalized (unamortized) values of net char-

ity care, medical training expenditures, and

community wellness and prevention pro-

gram costs that are essential to a provider’s

community service mission.28 Several other

“equity equivalents” are added to invested

capital, including LIFO reserve, accumu-

lated goodwill amortization, net capitalized

research and development, cumulative bad

debt reserve, the cumulative write-off of spe-

cial items like reengineering and restructur-

ing costs, as well as the capitalized value of

system-wide development and networking

costs in multi-hospital settings. Moreover,

the present value of operating leases (bet-

ter dubbed leased operating assets) is added

back to arrive at disclosed capital on the EVA

balance sheet.

In the sources of financing approach

(Exhibit 5 Panel B), the health care provider

begins with stockholder’s equity in the for-

profit setting or net assets in the not-for-profit

setting. To this amount, one adds equity

equivalents, including those already listed

on a provider’s balance sheet—such as pre-

ferred stock, minority interest, and deferred

income taxes (for-profit setting)—as well as

the companion equity equivalent accounts

mentioned in the equivalent assets approach

to estimating disclosed capital—namely, tra-

ditional equity equivalents including LIFO

reserve, accumulated goodwill amortization,

net capitalized research and development,
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bad debt reserve, and the cumulative write-

offs of special items—as well as the capi-

talized value of provider-based intangibles

such as net charity care, medical training ex-

penditures, and related goodwill.

In turn, debt and debt equivalents are

then added to arrive at disclosed capital in

the sources of financing approach. These

debt-related accounts include those listed

on the balance sheet—including interest-

bearing short-term debt, long-term debt, and

capitalized lease obligations—and “off bal-

ance sheet” debts29 such as projected operat-

ing lease rentals (typically four-to-five year

projections) in terms of their present value

equivalent. Recognizing several EVA-based

accounting adjustments, the equivalent as-

set and financing approaches to estimating

disclosed capital produce a robust measure

(compared with basic EVA explained earlier)

of economic capital. That being said, a health

care provider must (still) consistently earn a

return on capital that bests the opportunity

cost of capital in order to be a value creator

with discounted positive economic profit.

Summary

We looked at how to estimate basic eco-

nomic profit for health care providers and

concluded with unique EVA accounting ad-

justments that result in disclosed EVA; these

unique accounting adjustments include the

capitalized (unamortized) values of net char-

ity care, medical training expenditures, and

community wellness and prevention pro-

gram costs that are key to fulfilling a

provider’s community service mission. We

focused initially on basic EVA in order to

abstract from myriad value-based account-

ing adjustments and instead look at the key

features of economic profit measurement.

We asserted that EVA is consistent with the

economists’ notion of “profit” because it

measures profitability net of both the usual

operating expenses of running a business

(organization) and the opportunity cost of

capital. Also, with its emphasis on oper-

ating profit less capital costs, EVA—more

aptly, the discounted value thereof—is a di-

rect measure of whether or not a health care

provider is a value creator (discounted posi-

tive EVA) or a value destroyer.

Providers should be cautioned that EVA

measurement does not imply that account-

ing profit measurement is irrelevant. Indeed,

several accounting items such as net rev-

enue, COMS, and SG&A are included in

the estimation of a provider’s NOPAT. Also,

accounting profit already includes the pre-

tax and after-tax interest cost on a provider’s

debt. This is where the similarities between

EVA and accounting profit end, because

EVA links both the income statement and

balance sheet in a way that fully reflects the

dollar cost of all sources of financing, par-

ticularly the dollar cost of equity in the for-

profit setting and the cost of fund equity in

the case of not-for-profit providers.

This conceptual difference in profit

measurement is poignant for companies

(providers or otherwise) in sectors like health

care and (bio) technology that tend to finance

their growth opportunities with equity rather

than debt. For these sectors, the EVA for-

mula can be used to show that the weighted

average cost of debt and equity is in fact the

cost of equity. Surely, equity (or fund eq-

uity) capital is not a “free” source of financ-

ing for any provider, as accounting profit

measures such as net operating income (for-

profit and not-for-profit settings) and earn-

ings per share (for-profits) might mistakenly

suggest.
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