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Supply	Chain	Financial	Analysis

Jarrod	Goentzel
goentzel@mit.edu
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Jarrod	Goentzel	goentzel@mit.edu

Source:	Higgins,	R.	Analysis	for	Financial	Management.	10th	ed.	McGraw-Hill	Irwin,	2011

The	first	principle	in	a	common	MBA	finance	textbook

“A	company’s	finances	and	operations	are	
integrally	connected.”

Why	is	operations	undervalued?

• “In	our	company,	operations	is	not	glamorous.	Deals	
are.”

• Operations	is	a	branch	of	engineering	requiring	a	
different	skill	set	and	mindset

• Top	managers	– who	entered	through	finance,	
strategy,	or	marketing	– are	ignorant	about	
operations	and	uninterested	in	learning	more,	
relying	on	others	to	mind	the	details	of	actual	work

• “Financial	data	dominate	the	discourse	in	the	
modern	organization,	although	operational	
performance	is	the	driver	of	financial	results.”

Jarrod	Goentzel	goentzel@mit.edu

Source:	“Deep	Change:	How	Operational	Innovation	Can	Transform	Your	Company,”	Michael	Hammer,	
Harvard	Business	Review,	Vol.	82	Issue	4,	April	2004,	pp.	84-93.
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Answer	these	questions	for	your	firm

• What	financial	KPIs	do	you	use	to	measure	
supply	chain	performance?

• What	financial	analysis	do	you	use	to	make	
supply	chain	decisions?

Jarrod	Goentzel	goentzel@mit.edu

The	Language	of	Finance

Jarrod	Goentzel	goentzel@mit.edu
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The	language	of	finance

• Financial	Statements
– Balance	Sheet
– Income	Statement

• Financial	Analysis
– Ratios
– Acronyms	(ROA,	ROIC,	EVA,…)

Jarrod	Goentzel	goentzel@mit.edu

Balance	Sheet

• Snapshot	of	the	firm’s	value
– Approximation:	accountants	measured	value	at	the	time	the	transaction	took	place
– Book	value	is	the	lower	of	cost	or	market	value

• Assets	(listed	in	order	of	liquidity)
– Current:	cash,	marketable	securities,	accounts	receivable,	inventories
– Fixed:	property,	plant,	equipment	(less	accumulated	depreciation)
– Intangible:	patents,	goodwill…“growth	assets”

• Liabilities	(listed	in	order	in	which	they	must	be	paid)
– Current:	accounts	payable,	notes	payable,…
– Long-term:	notes,	bonds,	deferred	income	taxes,…

• Shareholders’	equity	(a.k.a.	net	worth)
– Stock:	preferred,	common
– Retained	earnings

Jarrod	Goentzel	goentzel@mit.edu

Last	to	be	paid	if	a	
firm	is	dissolved	

consumed	in	the	
current	year	

consumed	in	the	future

consumed	theoretically	
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Income	Statement

• Performance	record	between	snapshots
• Explains	why	retained	earnings	has	changed	over	time

– Sales	(net	of	markdowns)
– Cost	of	goods	sold
– GROSS	INCOME
– Selling,	general	&	administrative	(SGA)	expenses
– OPERATING	INCOME
– Depreciation	&	amortization
– OPERATING	INCOME

– Interest	expense
– Other	nonoperating	expenses/income

– Income	taxes
– Extraordinary	items
– NET	INCOME	

Jarrod	Goentzel	goentzel@mit.edu

EBITDA

EBIT

EIATBS

Financial	statements

Jarrod	Goentzel	goentzel@mit.edu

“Financial	statements	are	like	fine	perfume;	to	
be	sniffed	but	not	swallowed.”

− Abraham	Brilloff

Source:	Higgins,	R.	Analysis	for	Financial	Management.	10th	ed.	McGraw-Hill	Irwin,	2011.
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Financial	analysis

Jarrod	Goentzel	goentzel@mit.edu

“accountants	try	to	measure	the	current	standing	
and	immediate	past	performance	of	a	firm,	whereas	
financial	analysis	is	much	more	forward	looking.”

− Aswath Damodaran,	Stern	School	of	Business

Source:	http://pages.stern.nyu.edu/~adamodar/New_Home_Page/AccPrimer/accstate.htm

Financial	analysis

• Analogy	about	managing	a	company’s	financial	
performance	– stick,	throttle,	rudder

• “We	analyze	financial	statements	for	the	purpose	
of	
– evaluating	performance	and
– understanding	the	levers	of	management	control.”

Jarrod	Goentzel	goentzel@mit.edu

Source:	Higgins,	R.	Analysis	for	Financial	Management.	10th	ed.	McGraw-Hill	Irwin,	2011.
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Financial	analysis

• Higgins’	three	levers	of	management	control
– Net	margin:	Net	income	/	Sales
– Asset	turnover:	Sales	/	Assets
– Financial	leverage:	Assets	/	Shareholders’	equity

• Study	the	“ties	between	a	company’s	operating	
decisions…and	its	financial	performance.”
– “Operating	decisions	are	the	levers	by	which	
management	controls	financial	performance.”

– Examples	given:	how	many	units	to	make	this	month,	
how	to	price	them

Jarrod	Goentzel	goentzel@mit.edu

Source:	Higgins,	R.	Analysis	for	Financial	Management.	10th	ed.	McGraw-Hill	Irwin,	2011.

DuPont	analysis

• DuPont	analysis	is	based	on	a	return-on-investment	
formula	developed	in	1914	by	a	DuPont	explosives	
salesman	named	Donaldson	Brown	and	used	by	the	
company.	Mr.	Brown	later	used	it	as	CFO	at	General	
Motors,	but	it	was	already	known	as	the	DuPont	formula.

• In	essence,	it	is	a	simple	combination	of	two	ratios
Source:	Flesher,	D.	L.,	&	Previts,	G.	J.	(2013).	Donaldson	Brown	(1885-1965):	the	power	of	an	
individual	and	his	ideas	over	time. The	Accounting	Historians	Journal,	79-101.

𝑅 = 𝑇	×	𝑃
where	
𝑅 = rate	of	return	on	capital	invested,
𝑇 = rate	of	turnover	of	invested	capital,	and	
𝑃 = percentage	of	profit	on	sales

Jarrod	Goentzel	goentzel@mit.edu



8

DuPont	analysis

Jarrod	Goentzel	goentzel@mit.edu

assets Total
SalesoverAsset turn =

Sales
incomeNet marginNet =

overAsset turn margin Net ROA ´=

Equity
assets Totalleverage Financial =

leverage FinancialoverAsset turnmarginNet ROE ´´=

Inventory	Turnover, a	narrower	focus	than	Asset	Turnover,	is	
often	a	metric	for	supply	chain	professionals

Gross	or	Operating	Margin	is	a	more	common	metric	
for	supply	chain	professionals	than	Net	Margin

DuPont	analysis

• The	DuPont	formula	is:

𝑁𝑒𝑡	𝑀𝑎𝑟𝑔𝑖𝑛 = 	
𝑁𝑒𝑡	𝐼𝑛𝑐𝑜𝑚𝑒

𝑆𝑎𝑙𝑒𝑠 𝐴𝑠𝑠𝑒𝑡	𝑇𝑢𝑟𝑛𝑜𝑣𝑒𝑟 = 	
𝑆𝑎𝑙𝑒𝑠

𝑇𝑜𝑡𝑎𝑙	𝐴𝑠𝑠𝑒𝑡𝑠

𝑅𝑂𝐴 = 𝑁𝑒𝑡	𝑀𝑎𝑟𝑔𝑖𝑛	×	𝐴𝑠𝑠𝑒𝑡	𝑇𝑢𝑟𝑛𝑜𝑣𝑒𝑟

Jarrod	Goentzel	goentzel@mit.edu
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DuPont	analysis

• The	formula	commonly	used	today	focuses	on	
ROE	and	incorporates	financial	leverage

𝑁𝑒𝑡	𝑀𝑎𝑟𝑔𝑖𝑛 = 	
𝑁𝑒𝑡	𝐼𝑛𝑐𝑜𝑚𝑒

𝑆𝑎𝑙𝑒𝑠

𝐴𝑠𝑠𝑒𝑡	𝑇𝑢𝑟𝑛𝑜𝑣𝑒𝑟 = 	
𝑆𝑎𝑙𝑒𝑠

𝑇𝑜𝑡𝑎𝑙	𝐴𝑠𝑠𝑒𝑡𝑠

𝑅𝑂𝐸 = 𝑁𝑒𝑡	𝑀𝑎𝑟𝑔𝑖𝑛	×	𝐴𝑠𝑠𝑒𝑡	𝑇𝑢𝑟𝑛𝑜𝑣𝑒𝑟	×	𝐹𝑖𝑛𝑎𝑛𝑐𝑖𝑎𝑙	𝐿𝑒𝑣𝑒𝑟𝑎𝑔𝑒

𝐹𝑖𝑛𝑎𝑛𝑐𝑖𝑎𝑙	𝐿𝑒𝑣𝑒𝑟𝑎𝑔𝑒 = 	
𝑇𝑜𝑡𝑎𝑙	𝐴𝑠𝑠𝑒𝑡𝑠
𝐸𝑞𝑢𝑖𝑡𝑦

Jarrod	Goentzel	goentzel@mit.edu

GMROI

• GMROI	=	Gross	Margin	Return	On	Inventory	
Investment

• Narrower	focus	than	DuPont
• Useful	in	evaluating	inventory	decisions,	and	their	
impact	on	profitability

𝐺𝑟𝑜𝑠𝑠	𝑀𝑎𝑟𝑔𝑖𝑛 = 	
𝐺𝑟𝑜𝑠𝑠	𝑃𝑟𝑜𝑓𝑖𝑡

𝑆𝑎𝑙𝑒𝑠
𝐼𝑛𝑣𝑒𝑛𝑡𝑜𝑟𝑦	𝑇𝑢𝑟𝑛𝑜𝑣𝑒𝑟∗ = 	

𝑆𝑎𝑙𝑒𝑠
𝐼𝑛𝑣𝑒𝑛𝑡𝑜𝑟𝑦

𝐺𝑀𝑅𝑂𝐼 = 	𝐺𝑟𝑜𝑠𝑠	𝑀𝑎𝑟𝑔𝑖𝑛	×	𝐼𝑛𝑣𝑒𝑛𝑡𝑜𝑟𝑦	𝑇𝑢𝑟𝑛𝑜𝑣𝑒𝑟

*	𝑡ℎ𝑖𝑠	𝑣𝑒𝑟𝑠𝑖𝑜𝑛	𝑜𝑓	𝑡ℎ𝑒	𝑟𝑎𝑡𝑖𝑜	𝑑𝑜𝑒𝑠	𝑛𝑜𝑡	𝑢𝑠𝑒	𝐶𝑂𝐺𝑆	𝑎𝑠	𝑡ℎ𝑒	𝑛𝑢𝑚𝑒𝑟𝑎𝑡𝑜𝑟
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Finance	and	supply	chain	work	together	
to	create	stockholder	value

Jarrod	Goentzel	goentzel@mit.edu

D
iv

id
en

d
Investors

(Equity)

Firm

Investors

(Debt)

Operational 
Assets

Firm 
invests

Future cash flows: 
revenues, expenses, etc.

Operations	/	supply	chain:	
use	funds	to	generate	returns

Finance:	acquire	funds

Finance:	allocate	funds

Levers	of	performance	for	10	diverse	
companies,	2010

Jarrod	Goentzel	goentzel@mit.edu

Source:	Higgins,	R.	Analysis	for	Financial	Management.	10th	ed.	McGraw-Hill	Irwin,	2011.
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Overall	measure	of	financial	
performance
• Is	there	a	single	metric	that	can	reflect	the	firm’s	
financial	performance	for	investors?	

• for	executives?

• Return	on	Equity

• Return	on	Assets 𝑅𝑂𝐴 = 	
𝑁𝑒𝑡	𝐼𝑛𝑐𝑜𝑚𝑒
𝑇𝑜𝑡𝑎𝑙	𝐴𝑠𝑠𝑒𝑡𝑠

𝑅𝑂𝐸 = 	
𝑁𝑒𝑡	𝐼𝑛𝑐𝑜𝑚𝑒
𝐸𝑞𝑢𝑖𝑡𝑦

Jarrod	Goentzel	goentzel@mit.edu

Specific	measures	of	financial	
performance
• Revenue	growth

– Sales	growth	=	(Salest	/	Salest-1)	- 1	
– Compound	Annual	Growth	Rate	(CAGR)	=	(Salest	/	Salest-n)1/n	- 1	

• Operating	margin
– Gross	margin	=	Gross	Income	/	Sales
– Operating	margin	=	Operating	Income	/	Sales
– Net	margin	=	Net	Income	/	Sales	

• Asset	productivity
– Asset	turnover	=	Sales	/	Total	Assets
– Inventory	turnover	=	COGS	/	Average	Inventory
– Accounts	receivable	turnover	=	Credit	Sales	/	Average	Accounts	

Receivable
– Accounts	payable	turnover	=	COGS	/	Average	Accounts	Payable
– Days	of	inventory	outstanding	=	Average	Inventory	/	(COGS/365)

Jarrod	Goentzel	goentzel@mit.edu
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Principal	ratio	definitions	(Higgins)*

Jarrod	Goentzel	goentzel@mit.edu

Source:	Higgins,	R.	Analysis	for	Financial	Management.	10th	ed.	McGraw-Hill	Irwin,	2011.

*	Excluding	the	leverage	and	liquidity	ratios

Option	to	add	working	capital

Jarrod	Goentzel	goentzel@mit.edu
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Ratios	depend	on	the	industry
(upper	quartile,	median,	lower	quartile)

Jarrod	Goentzel	goentzel@mit.edu

Source:	Higgins,	R.	Analysis	for	Financial	Management.	10th	ed.	McGraw-Hill	Irwin,	2011.

Ratios	depend	on	the	industry
(upper	quartile,	median,	lower	quartile)

Jarrod	Goentzel	goentzel@mit.edu

Source:	Higgins,	R.	Analysis	for	Financial	Management.	10th	ed.	McGraw-Hill	Irwin,	2011.
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Ratio	analysis	advice

• There	are	not	any	“correct”	values	for	ratios
• Ratio	values	need	to	be	understood	in	context
– Compare	with	industry	averages	
– Compare	with	specific	competitors
– Observe	trends	over	time

• Develop	a	framework	of	several	ratios	to	monitor
• In	combination,	these	clues	may	tell	an	
interesting	story

Jarrod	Goentzel	goentzel@mit.edu

Using	ratios	effectively

• Ratio	values	need	to	be	understood	in	context
• Usually,	no	“correct”	values	for	ratios
• Rely	on	rule	of	thumb	assessment	techniques,	
comparison	with	industry	averages	and	specific	
competitors,	and	looking	for	trends

Jarrod	Goentzel	goentzel@mit.edu

Source:	Higgins,	R.	Analysis	for	Financial	Management.	10th	ed.	McGraw-Hill	Irwin,	2011.
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You	are	now	ready	to	be	CEO

Sunflower	Nutraceutical	(SNC)	
Simulation	

Jarrod	Goentzel	goentzel@mit.edu

Sunflower	Nutraceutical	(SNC)

• How	did	you	like	being	CEO?
• What	was	your	objective	in	making	decisions	(in	
rank	order)?

• What	approaches	did	you	use	to	evaluate	
options?

Jarrod	Goentzel	goentzel@mit.edu
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Sunflower	Nutraceutical	(SNC)	results

Jarrod	Goentzel	goentzel@mit.edu

Two	goals	of	the	CEO

• Provide	Shareholder	Value	
• …and	stay	out	of	jail

Jarrod	Goentzel	goentzel@mit.edu

Bernard	J.	"Bernie"	Ebbers	co-founded	the	
telecommunications	company	WorldCom	and	was	
the	CEO.	In	2005,	he	was	sentenced	to	25	years	in	
prison	for	his	role	in	the	$11	billion	accounting	
fraud	that	brought	down	the	company.
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Balanced	Scorecard

• “Ultimately,	causal	paths	from	all	the	measures	
on	a	Scorecard	should	be	linked	to	financial	
objectives.”

• “We	have	found	that	companies	use	three	
financial	themes	to	achieve	their	business	
strategies:
– Revenue	Growth	and	Mix
– Cost	Reduction	/	Productivity	Improvement
– Asset	Utilization	/	Investment	Strategy”

Source:	Kaplan,	R.	S.,	&	Norton,	D.	P.	(1996).	Linking	the	balanced	scorecard	to	strategy. California	management	review, 39(1),	53-79.

Jarrod	Goentzel	goentzel@mit.edu

Source:	Kaplan,	R.	S.,	&	Norton,	D.	P.	(2001).	Transforming	the	balanced	scorecard	from	
performance	measurement	to	strategic	management:	Part	I. Accounting	horizons, 15(1),	87-104.Jarrod	Goentzel	goentzel@mit.edu
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Jarrod	Goentzel	goentzel@mit.eduSource:	http://www.maaw.info/ArticleSummaries/ArtSumKaplanNorton2001.htm

Jarrod	Goentzel	goentzel@mit.edu

Source:	website,	
Trade	Dynamics,	LLC
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Jarrod	Goentzel	goentzel@mit.edu

Source:	website,	Finlistics	Solutions

Deloitte	Enterprise	Value	Map

Source:	Lukac,	E.	G.,	&	Frazier,	D.	(2012).	Linking	strategy	to	value. Journal	of	Business	Strategy, 33(4),	49-57.

Jarrod	Goentzel	goentzel@mit.edu
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Deloitte	Enterprise	Value	Map

Jarrod	Goentzel	goentzel@mit.edu

Download	the	full	map:	http://public.deloitte.com/media/0268/enterprise_value_map_2_0.pdf	

Goal	of	the	CEO

• Provide	Shareholder	Value	

• Drivers	of	Shareholder	Value
– Revenue	Growth
– Operating	Margin
– Asset	Productivity

Jarrod	Goentzel	goentzel@mit.edu

Supply	chain	professionals	can	affect	all	three!
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Drivers	of	shareholder	value

Jarrod	Goentzel	goentzel@mit.edu

Revenue	
Growth

Asset	
Productivity

Operating	
Margin

Risk

Leverage

How	does	supply	chain	performance	
make	an	impact	on	financial	results?

• Tradeoffs	exist
• Where	do	you	focus?
Jarrod	Goentzel	goentzel@mit.edu

Asset	ProductivityOperating	Margin

Revenue	Growth

Responsiveness	(product	availability)
Capability	(new	markets)

Leanness	(reduce	assets)
Agility	(adapt	capacities)

Leanness	(reduce	cost)
Segmentation	(identify	opportunities)
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Sunflower	Nutraceutical	(SNC)	analysis

Jarrod	Goentzel	goentzel@mit.edu

Sunflower	Nutraceutical	(SNC)	analysis

Jarrod	Goentzel	goentzel@mit.edu
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Sunflower	Nutraceutical	(SNC)	analysis

Jarrod	Goentzel	goentzel@mit.edu

Sunflower	Nutraceutical	(SNC)	analysis

Jarrod	Goentzel	goentzel@mit.edu
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DuPont	assesses	the	Operating	Margin	–
Asset	Productivity	tradeoff	at	a	high	level

“Profit	Path” “Turnover	Path”
Same	Destination:	ROA

Revenue	
Growth

Asset	
Productivity

Operating	
Margin

Jarrod	Goentzel	goentzel@mit.edu

Do	you	see	any	extreme	examples	of	
Profit	Path	and	Turnover	Path?

Jarrod	Goentzel	goentzel@mit.edu

Source:	Higgins,	R.	Analysis	for	Financial	Management.	10th	ed.	McGraw-Hill	Irwin,	2011.
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Leverage	drives	value	+	increases	risk
Revenue	
Growth

Asset	
Productivity

Operating	
Margin

Risk

Leverage

Jarrod	Goentzel	goentzel@mit.edu

Overall	measure	of	financial	
performance
• ROA	=	Net	Income	/	Total	Assets
• ROE	=	Net	Income	/	Equity
• Both	measures	can	be	distorted	by	
financial	leverage,	i.e.	more	debt

Company	D Company	E
EBIT $280 $280
Interest	Expense $180 $0
EBT $100 $280
Income	Taxes	(40%) $40 $112
Net	Income $60 $168

Total	Assets $2,000 $2,000

Long	Term	Debt	(10%) $1,800 $0
Total	Stockholder's	Equity $200 $2,000
Total	Liabilities	&	Equity $2,000 $2,000Jarrod	Goentzel	goentzel@mit.edu
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ROIC

• ROIC	=	Return	on	Invested	Capital
– Returns	on	all	capital	for	investors	seeking	a	return
– Not	only	equity

• ROIC	=	NOPAT	/	Invested	Capital
• Net	Operating	Profit	After	Tax	(NOPAT)

– NOPAT	=	EBIT	(1	- Tax	rate)
– Earnings	after	tax	as	if	it	were	all	equity	financed	(i.e.,	not	

considering	interest	expense	or	tax	books)
• Invested	Capital

– IC	=	Interest-bearing	Debt	+	Equity
– Sum	of	all	sources	of	cash	on	which	a	return	must	be	earned	

(i.e.,	not	including	accounts	payable)
– You	may	want	to	subtract	excess	cash
– Prefer	the	book	value	of	Invested	Capital	(i.e.	the	value	

invested)	rather	than	the	market	value
Jarrod	Goentzel	goentzel@mit.edu

ROIC

• Return	on	Invested	Capital
a.k.a.	RONA	(Return	on	Net	Assets)

• ROIC	=	EBIT(1-Tax	rate)	/	(Interest-bearing	debt	+	
Equity)

• Numerator:	earnings	after	tax	if	it	were	all	equity	
financed	(i.e.,	not	considering	interest	expense	
or	tax	books)

• Denominator:	sum	of	all	sources	of	cash	on	
which	a	return	must	be	earned

Jarrod	Goentzel	goentzel@mit.edu
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ROIC	is	not	affected	by	financing	scheme

Jarrod	Goentzel	goentzel@mit.edu

Source:	Higgins,	R.	Analysis	for	Financial	Management.	10th	ed.	McGraw-Hill	Irwin,	2011.

Balance	
Sheet

Income	
Statement

ROIC	is	not	affected	by	financial	leverage

• ROIC	is	a	good	measure	for	supply	chain	performance	
– It	is	not	confounded	by	financing	strategies
– It	shows	the	fundamental	earning	power	of	the	firm,	i.e.,	
created	by	operations

Company	D Company	E
EBIT $280 $280
Interest	Expense $180 $0
EBT $100 $280
Income	Taxes	(40%) $40 $112
Net	Income $60 $168

Total	Assets $2,000 $2,000

Long	Term	Debt	(10%) $1,800 $0
Total	Stockholder's	Equity $200 $2,000
Total	Liabilities	&	Equity $2,000 $2,000

Company	D Company	E
ROE 30.0% 8.4%
ROA 3.0% 8.4%
ROIC 8.4% 8.4%

Jarrod	Goentzel	goentzel@mit.edu
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EVA™

• EVA™	=	economic	value	added
=	NOPAT	– (IC	*	COC)

• where
– IC	=	invested	capital
– COC	=	cost	of	capital	[i.e.	WACC]
– NOPAT	=	net	operating	profit	after	taxes	[i.e.	EBIT*(1-TaxRate)]

• Transform	accounting	profit	into	economic	profit
– Convert	accrual-based	earnings	into	a	cash-based	NOPAT	
– Convert	total	assets	to	invested	capital
– Assess	the	quantity	of	capital	used	to	generate	the	income
– The	complexity	and	effort	to	adjust	GAAP	is	a	weakness	of	EVA

Jarrod	Goentzel	goentzel@mit.edu
Note:	EVA™	is	a	trademarked	symbol	of Stern,	Stewart	&	Co.

Simple	bottom	line

If	economic	value	added	is	positive	in	a	
given	year,	the	firm	has	earned	more	than	

the	amount	required	to	compensate	
debtholders	and	shareholders

Jarrod	Goentzel	goentzel@mit.edu
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Economic	Value	Added

Jarrod	Goentzel	goentzel@mit.edu

SALES

COGS

GROSS	
MARGIN

TOTAL	
EXPENSES

NET	
PROFIT	
(EBIT)

TAXES

NOPAT

CAPITAL	
CHARGE

TOTAL	CAPITAL

COST	OF	
CAPITAL	(%)

CURRENT	
ASSETS

FIXED	
ASSETS

OTHER	
CURRENT	
ASSETS

INVENTORY

EVA

−

−

−

+

+

X

−

OTHER
+

Jarrod	Goentzel	goentzel@mit.edu

Source:	“Supply	chain	metrics,”	Douglas	M.	Lambert	
and	Terrance	L.	Pohlen.	International	Journal	of	
Logistics	Management,	Vol.	12	No.	1,	2001,	pp.	1-19.
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Jarrod	Goentzel	goentzel@mit.edu

Source:	“Supply	chain	metrics,”	Douglas	M.	Lambert	
and	Terrance	L.	Pohlen.	International	Journal	of	
Logistics	Management,	Vol.	12	No.	1,	2001,	pp.	1-19.

Example:	supply	chain	tradeoff

Jarrod	Goentzel	goentzel@mit.edu

New Proposal

100,000$    

86,500$      
11,500$   
75,000$   

13,500$      
5,130$        
8,370$        

60,000$      
44,000$   
16,000$   

6,000$        
4,400$     
1,600$     

2,370$        
103.0%

Base

Revenues 100,000$     

Operating Costs - 85,000$       
SC 10,000$   
Non-SC 75,000$   

EBIT = 15,000$       
Taxes 38% - 5,700$         
NOPAT = 9,300$         

Capital 70,000$       
SC 54,000$   
Non-SC 16,000$   

Cost of Capital 10%
Capital Charge - 7,000$         

SC 5,400$     
Non-SC 1,600$     

EVA = 2,300$         

Base

Revenues 100,000$     

Operating Costs - 85,000$       
SC 10,000$   
Non-SC 75,000$   

EBIT = 15,000$       
Taxes 38% - 5,700$         
NOPAT = 9,300$         

Capital 70,000$       
SC 54,000$   
Non-SC 16,000$   

Cost of Capital 10%
Capital Charge - 7,000$         

SC 5,400$     
Non-SC 1,600$     

EVA = 2,300$         

New Proposal

100,000$    

86,500$      
11,500$   
75,000$   

13,500$      
5,130$        
8,370$        

60,000$      
44,000$   
16,000$   

6,000$        
4,400$     
1,600$     

2,370$        
103.0%
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Example:	supply	chain	improvement

Jarrod	Goentzel	goentzel@mit.edu

Ops better 10%

100,000$   

84,000$     
9,000$     

75,000$   

16,000$     
6,080$       
9,920$       

70,000$     
54,000$   
16,000$   

7,000$       
5,400$     
1,600$     

2,920$       
127.0%

Base

Revenues 100,000$     

Operating Costs - 85,000$       
SC 10,000$   
Non-SC 75,000$   

EBIT = 15,000$       
Taxes 38% - 5,700$         
NOPAT = 9,300$         

Capital 70,000$       
SC 54,000$   
Non-SC 16,000$   

Cost of Capital 10%
Capital Charge - 7,000$         

SC 5,400$     
Non-SC 1,600$     

EVA = 2,300$         

Cap better 10%

100,000$   

85,000$     
10,000$      
75,000$      

15,000$     
5,700$       
9,300$       

64,600$     
48,600$      
16,000$      

6,460$       
4,860$        
1,600$        

2,840$       
123.5%

EVA	is	aligned	with	NPV

The	present	value	of	EVAs	from	a	given	project	is	
mathematically	equivalent	to	the	NPV	of	the	project

Jarrod	Goentzel	goentzel@mit.edu
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EVA	is	not	new,	so	why	is	it	popular?

• Consultants	are	good	at	repackaging	old	ideas
– Basic	idea	used	by	General	Motors	in	1920s
– Labeled	by	General	Electric	in	1950s	as	“residual	income”
– Trademarked	by	Stern	Stewart	in	1990s	as	EVA™	(with	further	
new	terminology	such	as	NOPAT)

• Uniformity:	it	can	be	used	for	three	crucial	management	
functions
– Investment	analysis	(instead	of	NPV,	IRR,	BCR)
– Business	unit	performance	appraisal	(instead	of	ROE,	ROA)
– Compensation	incentive	(turn	middle	managers	into	“owners”)

• It	is	more	streamlined	than	relying	on	a	host	of	measures	
such	as	NPV,	IRR,	BCR,	ROE,	ROIC,	EPS,	etc.

Jarrod	Goentzel	goentzel@mit.edu

Jarrod	Goentzel	goentzel@mit.edu

Source:	Higgins,	R.	Analysis	for	Financial	Management.	10th	ed.	McGraw-Hill	Irwin,	2011

“EVA	promises	to	complete	the	transformation	of	
value	creation	from	a	mere	slogan	into	a	powerful	
management	tool,	one	that	may	at	last	move	

modern	finance	out	of	the	classroom	and	into	the	
boardroom	– and	perhaps	even	onto	the	shop	floor.”


