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• The most effective incentive strategies make managers and employees to
think and act like owners by paying them like owners.

• Owner incentives are not a cost to be minimized, but a share of value to be
maximized.  The bigger the incentive pay the better it is for all concern e d .

• Stock options convey an owner’s incentive, but tend to be overu s e d .
Accounting makes options appear costless, but investors recognize that
options are costly because they dilute share value.  Boards who think
options are an inexpensive incentive are only fooling themselves.

• Besides that, stock options are too abstract and too remote from day to
day decision making to influence the behavior of most employees.

• Management should de-emphasize stock options in favor of bonus plans
that are stru c t u red to simulate the incentives of ownership.
4The bonus should be a set percent of the improvement in economic

p rofit (EVA®) measured after subtracting the cost of capital and
e l i minating material accounting distort i o n s .

4T h e re should be no cap on the allowed magnitude of the annual bonus
a w a rd .

4A portion of large bonuses should be carried forw a rd and paid over
time, but should be subject to forf e i t u re if perf o rmance impro v e m e n t s
cannot be sustained.

• Management should integrate the bonus plans into an overall compensa-
tion strategy that properly balances the tradeoffs among retention risk,
s h a reholder cost, and motivational incentives.

• Management should support the bonus plan by embedding EVA into its
re p o rting, planning, training and communications.
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The views expressed in this re p o rt are based on Stern Stewart & Co.’s general knowledge, analysis and under-
standing of value, incentives and corporate governance issues.  All estimates and opinions included in this re p o rt
constitute our judgement as of the date of the re p o rt and may be subject to change without notice.  No warr a n t i e s
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any loss, or damage that may arise from actions based on any information, opinions, recommendations or con-
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E VAluation is a series of periodic re p o rts from Stern Stewart & Co., drawing on the depth of our experience
and internal re s e a rch, to cover issues of valuation, organizational design, decision making, remuneration, and
corporate governance.  We assist in understanding how actions affect value.  We believe that all stakeholders
benefit from the creation of value through both innovation and eff i c i e n c y.



P a rt 1: The Seven Deadly Sins

M o n e t a ry incentives play a much greater role in shaping organizational perf o rmance than
most of us would like to admit.  We would like to believe that people instinctively know the
right things to do—and will do them without special prompting.  But the failure of com-
munism has disproved that utopian vision.  “They pretend to pay us and we pretend to
work” became the mantra of those unfortunate people whose incentives were limited to
e x h o rtations to strive for the common good.  In the real world there is no way around the
fact that managers and employees must be guided and monetarily motivated to make the
right decisions.  There are a few good and many bad ways to do that.

When they are correctly designed, incentive plans do stimulate employees to invest wisely, to
use assets eff i c i e n t l y, to develop and exploit new opportunities, and to engage in a common
quest to improve perf o rmance—in other words, all the things we expect them to do.  Yet, for
all their potential for good, incentive plans frequently backfire in practice.  As Jack We l c h
o b s e rves in his book Straight from the Gut, “You have to get this one right.”  Poorly designed
incentive programs act not as perf o rmance accelerators, but as brakes.  Although enorm o u s
p ro g ress has been made over the past two decades as more and more firms have adopted
“value-based management,” the seven deadly sins of incentive design are still far too pre v a l e n t .

The f i r s t common mistake is basing the bonus on measures that broadcast the wrong sig-
nals.  Should bonuses be determined by sales, earnings, cash flow, rate of re t u rn, margins or
market share, to name just a few of the measurement candidates?  Choose the wrong mea-
s u res and people will do the wrong things as surely as night follows day.

A s e c o n d s h o rtcoming is that managers and employees are unable to respond to the bonus
incentives because they lack requisite business basics and financial know-how.  Many of
them simply cannot connect their day-to-day actions and strategic decisions to the outcomes
that will be re w a rded by their bonus or stock option.  Companies have not properly com-
municated how their incentive plans work, and managers and employees lack the training
they need in business literacy, and in accounting and financial management, in order to
respond appro p r i a t e l y.

Poor design is the t h i rd deadly sin.  The most common mistake in this area is basing bonus-
es on meeting or exceeding the annual budget.  Linking bonuses to the budget only encour-
ages managers to set conservative, easy-to-achieve goals.  As Welch observes in his book,
this can transform the entire budget process into “an enervating exercise in minimalization.”  

The f o u rt h p roblem is designing incentive plans in a vacuum and then sealing them off fro m
the on-going managing processes.  No one would do that on purpose, of course.  Bure a u c r a c y
is the culprit.  Planning, finance, investor relation and human re s o u rce departments each pull
in separate directions, with their own agendas, measures, champions and constituencies.

Their unwillingness or inability to coordinate and speak a common language confounds the
seamless integration of incentive programs into business management.  The measures used
to determine bonuses, for instance, are often not clearly highlighted, or, in some cases, even
computed, on regular management re p o rts and score c a rds, or in the planning, capital bud-
geting, and decision-making pro c e d u res.  Operating managers, to say nothing of the ord i-
n a ry employee, find it difficult to respond to incentive plans when they are tugged in so
many directions, and when they cannot easily discern which decisions and which strategies
will directly contribute to their personal incentive re w a rd .

A f i f t h p roblem is that incentives are often excessively dependent on short - t e rm perf o r-
mance.  Bonuses depend so heavily on the results generated within one year that managers
do not pay sufficient attention to long-term issues, and do not invest enough in projects that
will increase their capabilities to succeed over a longer horizon.  Managers are also tempt-
ed to manipulate accounting to produce results they cannot sustain over the longer term .
The recent experiences of Lucent, Enron and Tyco are testimony to the power of short -
t e rm incentives to destroy long-run value.

When they are corre c t l y
designed, incentive
plans do stimulate
employees to invest
w i s e l y, to use assets
e ff i c i e n t l y, to develop
and exploit new oppor-
tunities, and to engage
in a common quest to
i m p rove perf o rm a n c e .
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A s i x t h p roblem is an over reliance on stock options.  Granted, stock options do align man-
agers with the shareholders, but only in the most abstract way.  Outside the very top ranks
most managers cannot fathom how their decisions directly affect the stock price, part i c u-
larly in large complex companies.  Stock options also are far more expensive than they
a p p e a r.  Although accountants do not re c o rd a charge to earnings from issuing options, the
s m a rt investors who set stock prices look ahead and discount for the cost to re t i re share s
issued through the options program.  In Wa rren Buff e t ’s classic formulation: “If options
a re n ’t compensation, what are they?  If compensation isn’t an expense, what is it?  If an
expense does not get charged to earnings, where in heaven’s name should it go?”  For all
these reasons companies ought to use cash bonus plans more and stock options less.

The s e v e n t h deadly sin is concentrating incentives among top managers instead of involv-
ing all employees, and offering incentives insufficiently large to encourage people to make
unpleasant decisions.  In most companies the board wants to limit the cost of making incen-
tive payments.  But that need not be the case.

If bonuses are stru c t u red as a share of perf o rmance i m p ro v e m e n t s–as a set percent of the
a d d i t i o n a l wealth that is created by the ingenuity and energy of the employees, then the
potential bonus awards can legitimately be quite large, indeed, uncapped, for all employees.
With such a bonus stru c t u re bigger bonuses are better for all concerned.  

T h e re is no question that such bonuses – even quite large ones – can be financed, because
they are automatically self-funding.  They are paid for out of the extra efficiency and gro w t h
that stems from giving the people a piece of the action.  Bonus payments of this type are
c e rtainly not a cost to be minimized but are rather a share of the value to be maximized.
After adopting such an “ownership-oriented” incentive philosophy, a board of dire c t o r s
should no longer feel obliged to limit potential bonus payments, and no longer should they
be reluctant to extend a bonus program to even the lowliest worker.

The best bonus plans combine the best attributes of socialism and capitalism.  They meld the
communal harmony of socialist ideals with the ruthless efficiency of the market economy.
They share the wealth created by the people working inside the company with the people
inside the company.

P a rt 2: Create an Ownership Culture
(and Why Stock Options are Not the Answer)

Corporate leaders ought to create a culture of ownership that stimulates all employees to
i m p rove business perf o rmance by giving them a share of the results they produce.  When
they are compared with people who only receive a fixed wage or salary, those who also have
an ownership stake in the business for which they work do behave diff e re n t l y.  Give
employees a stake in the success of their business, and the business becomes more success-
ful.  In other words, make the employees into owners, and the real owners can re l a x .
Nothing could be more important for good corporate “governance” than getting managers
and employees to think and act like owners by paying them like owners. 

Many companies attempt to foster an ownership spirit by arranging for employees to hold
company stock or stock options.  While they differ in the details, stock and stock options
both give managers and employees an incentive to think and act like owners, because they
re w a rd them like owners.  However, all forms of stock-based incentives have significant dis-
advantages.  Many companies are finding that as they grow larger and more complex, for
example, stock and option grants lose much of their effectiveness, particularly outside the
top executive ranks.  

The first problem with these equity plans is that there is only one overall stock price for a
c o m p a n y, but a large company is usually composed of many distinct business units and activ-
ities.  Companies the size and complexity of a General Motors or AT & T, and even firm s
much smaller and less diverse, will find that stock options have little power to motivate the 

Stock options also are
far more expensive than
they appear.

Bonus payments of this
type are certainly not a
cost to be minimized
but are rather a share of
the value to be maxi-
m i z e d .

A board of dire c t o r s
should no longer feel
obliged to limit poten-
tial bonus payments, and
no longer should they
be reluctant to extend a
bonus program to even
the lowliest worker.

Nothing could be more
i m p o rtant for good cor-
porate “govern a n c e ”
than getting managers
and employees to think
and act like owners by
paying them like owners. 
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right kinds of behaviors outside of their top executive teams.  Any one person, even some-
one fairly senior, has so little influence on overall perf o rmance that he or she will be tempt-
ed to say, if only under their breath, “I hope everyone else is working hard to get the stock
price up, but I might as well go play golf.”  In economics that predictable behavior has long
been known as the “free rider” problem.  It occurs when everyone wants to jump on a wagon
to go for a ride, but no one has the incentive to be the one pushing.  It is also happens when
an ambitious soul wants to push a wagon fast but finds he can not budge it for the weight of
all the loafers on board .

Even Microsoft, which has used stock options quite aggre s s i v e l y, is losing a flood of its best
executives to startup companies because they want to push hard without the burden of giv-
ing so many others a free lift.  The “top guns” want to see a more direct link between their
pay and their perf o rmance.  They want to be measured and re w a rded more on their eff o rt s
rather than diluted with the conflicting inputs from so many other people and divisions.
They want ownership in what they can control or influence.

Put another way, stock and stock options are like issuing only one re p o rt card for a whole
class of students, just as there is only one stock price for a whole company of people.  The
best students (or employees) are demoralized, and the worst ones thrilled to coast on every-
one else’s eff o rts.  For ownership incentives to work, a company must be broken down into
smaller units, and employees must feel that they have an ownership interest in the business
unit or activity with which they are directly involved.  Except for small start-up venture s ,
corporate stock options cannot do that, but a special kind of bonus plan can.

Another shortcoming of stock options is that corporate managers and employees are often
perplexed about the perf o rmance factors that drive their stock price.  Many of them incor-
rectly believe that accounting measures of earnings or cash flow (such as EBITDA) drive the
movements in their company’s stock price.  But as will be explained later, the best intern a l
m e a s u re of how well a company is perf o rming and how its stock price will respond is the
f i rm ’s economic profit.  Even with options in hand, managers may aim at the wrong financial
t a rgets or apply flawed criteria to make decisions.  In this respect issuing options gives man-
agers an incentive to win a game in which they do not really understand how to score points.

A third problem is that a company’s stock price cannot outpace the overall stock market
indexes indefinitely.  At some point investors will fully anticipate (if not exaggerate) the
f i rm ’s prospects for future growth.  The company’s stock perf o rmance will plateau even as
its profits continue to spiral upwards.  Once that happens it becomes difficult for a compa-
ny to entice new hires with options.  Dell Computer, a fabulous perf o rmer for many years,
has encountered this problem. 

Moving into corporate middle age has raised a whole new set of challenges for Mr. Dell and
his company.  Many of the key managers responsible for its hyper growth have retired early
or moved to smaller companies. … [Also,] Lacking the rocket-like stock-price growth that
helped draw workers for many years, Dell has had a harder time landing and keeping top
talent, recruiters say.1

Despite their shortcomings, stock options should almost certainly be a part of the overall
compensation mix, particularly for the top team that is more financially literate and re s p o n-
sible for overall results than middle managers or the rank and file.  In general, however, a
better way to foster a pervasive ownership culture is to limit stock option grants and re p l a c e
or supplement them with cash bonus plans that generously re w a rd business unit and corpo-
rate perf o rmance.  This strategy has many advantages compared to simply showering
employees with options and hoping for the best.

For one thing, tying bonuses to business unit performance minimizes the incentive for
managers and employees to free ride.  They are held accountable to and rewarded for
results that they influence directly. Tying a portion of the bonuses to company-wide results 

Stock and stock options
a re like issuing only one
re p o rt card for a whole
class of students.

Another shortcoming of
stock options is that
corporate managers and
employees are often
perplexed about the per-
f o rmance factors that
drive their stock price.

A third problem is that a
c o m p a n y ’s stock price
cannot outpace the
overall stock market
indexes indefinitely.

Tying bonuses to busi-
ness unit perf o rm a n c e
minimizes the incentive
for managers and
employees to free ride.

3

1 Dell Looks for Ways to Rekindle the Fire It Had as an Upstart, The Wall Street Journ a l, August 31, 2000.



Bonus plans can also be
far more concre t e ,
understandable, and
actionable than stock
o w n e r s h i p .

Bonus plans also can be
t a i l o red to provide per-
f o rmance incentives
long after a company’s
market value has leveled
o ff. 

The right measure of
corporate perf o rm a n c e
will have strong ties to
the amount of additional
wealth that a company
p ro d u c e s

E VA is just a special way
to measure profit.  It is
economic profit – pro f i t
the way that economists
m e a s u re it.

s e rves a complementary purpose.  It pre s e rves the incentive for teamwork and collabora-
tion.  Compared to the bluntness of corporate stock ownership, bonus plans can be stru c-
t u red to target the appropriate balance between the competing aims of individual account-
ability and corporate-wide cooperation.

Bonus plans can also be far more concrete, understandable, and actionable than stock owner-
ship.  They can be based on a select group of measures that are highly correlated to market
value, but that are also far easier for managers and employees to understand and influence.

Bonus plans also can be tailored to provide perf o rmance incentives long after a company’s
market value has leveled off.  It is just a question of paying bonuses when the actual pro f i t s
exceed the amount that investors expect and have factored into the company’s stock price.
Dell, for instance, could have employed a carefully crafted set of bonus plans to attract and
motivate managers after the company’s stock options had lost their appeal.  

For this alternative strategy to succeed, the bonus plans must be carefully crafted to cre a t e
incentives that are equivalents to having an ownership in a business unit and the overall
c o m p a n y.  They must offer the unlimited upside of an owner, but must also subject man-
agers to risk if the results cannot be sustained over a strategic horizon.  Most bonus plans
fail to do that.

P a rt 3: Why EVA® is the Right Way to Measure and Reward Perf o rm a n c e

The first question to ask when designing a bonus plan that replicates the incentive of an
owner is how to measure business perf o rmance.  The right measure of corporate perf o r-
mance will have strong ties to the amount of additional wealth that a company produces for
its shareholders and by extension for society at large.  It will guide people to make the deci-
sions that will generate the added value necessary to fund their bonus, to re w a rd the share-
holders and to reinvest in business gro w t h .

The ideal measure also will be readily understandable by business people.  It will clearly
connect to their day to day decisions and to the levers that they can manipulate in the course
of running their businesses, whether those levers are cost control and pro d u c t i v i t y, asset and
supply chain management, marketing, customer satisfaction or gro w t h .

The best measure for this purpose has been identified and successfully employed in nearly
400 companies worldwide, including such well-known firms as Coca-Cola, Siemens, and
S o n y.  My firm, Stern Stewart, developed it in the early 1980s, and is the leader in helping
companies to adopt it.  The measure is known as EVA®, or Economic Value Added.  EVA
is just a special way to measure profit.  It is economic profit – profit the way that economists
m e a s u re it.  In simplest terms, EVA is a firm ’s net operating profit after taxes, or NOPAT,
less a charge for using all capital, equity as well as debt, as illustrated below.

Sales $100
Operating costs     80
Operating profit before tax 20
Tax at 40%       8
NOPAT $ 12

Loans $  40
Shareholders’ equity     80
Capital $120
x The cost of capital 10%
Capital Charge $  12

EVA $    0  
(NOPAT less the Capital Charge)

4
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Capital re p resents the
sum of all funds a com-
pany has raised from its
investors or re t a i n e d
f rom its earn i n g s .

The cost of capital is
equal to the rate of
re t u rn that the lenders
and shareholders could
have earned by investing
their funds in a collec-
tion of stocks and bonds
that have the same risk
p rofile as investing in
the company.

Investors will be willing
to take the risk only if
they can expect to earn a
re t u rn on their invest-
ments that generally
ranges from 2% to 10%
m o re than the govern-
ment bond rate.

I n c reasing EVA is not
the same as incre a s i n g
re p o rted accounting
e a rn i n g s

Any company’s earn i n g s
g rowth is the result of
multiplying together
two contrasting factors.
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Capital re p resents the sum of all funds a company has raised from its investors or re t a i n e d
f rom its earnings.  The sample company has raised a capital total of $120 from its lenders
and shareholders.  Companies use their capital to purchase the business assets they need for
operations.  Every time a company buys an asset, it must raise more capital from its
investors.  If managers are able to use assets more eff e c t i v e l y, they will re q u i re less capital,
and that surplus cash can be re t u rned to investors to invest in other companies and fuel more
g rowth elsewhere in the economy.  Allocating and using capital wisely is thus a key to eco-
nomic success.  By charging managers for using capital, EVA directly encourages managers
to use capital and assets efficiently and eff e c t i v e l y.

The capital charge is determined by multiplying the amount of capital by the cost of capi-
tal.  The 10% cost used in the example is not a cash cost the company must pay.  It is an
o p p o rtunity cost.  It is equal to the rate of re t u rn that the lenders and shareholders could
have earned by investing their funds in a collection of stocks and bonds that have the same
risk profile as investing in the company.  To measure it, start with the rate of interest on gilt
edged government bonds.  These bonds are usually the safest, most risk free long-term
investment available because the value of the entire economy and the taxing authority of the
g o v e rnment back it.  For illustration, assume that the U.S. government bond rate is 6.0%
(which is close to the prevailing rate in recent years).

Investors in an individual company will expect to earn a re t u rn over and above the govern-
ment rate.  They will demand additional compensation for bearing the risk in the compa-
n y ’s business.  A company’s profit outlook can shift due to competitor moves, price changes,
demand shifts, a downturn in the economy, or any of countless factors that cannot be pre-
dicted in advance.  As a result, the bonds and stocks issued by individual companies fluctu-
ate in value far more than do government bonds.  Investors do not like that risk because they
may be forced to sell when the value of their investments is low.  Investors will be willing to
take the risk only if they can expect to earn a re t u rn on their investments that generally
ranges from 2% to 10% more than the government bond rate.  That risk premium will vary
by the company, its industry sector, and the mix of capital it employs between loans and
s h a reholder funds.  In the example a 4% risk premium was used for illustration.  The 10%
cost of capital is simply the 4% risk premium plus the 6% government bond rate.

The table indicates that the sample company is earning a NOPAT profit that is just larg e
enough to cover the capital charge.  The company is giving its investors as good a re t u rn on
their investment as they could earn elsewhere while taking the same degree of risk.   Even
though the company is making $12 in actual NOPAT profit it is only breaking even in tru e
economic terms.  It is earning just the profit it needs to pay interest to its lenders and to give
the shareholders the re t u rn they expect through a combination of dividends and an incre a s e
in the value of their shares.  That result is not bad, but it is not good either.  It is the epito-
me of breaking even.

I n c reasing EVA is not the same as increasing re p o rted accounting earnings.  It is an entire-
ly diff e rent challenge and can lead to dramatically diff e rent decisions.  Companies can quite
easily manufacture growth in their accounting earnings and earnings per share simply by
pouring tons of capital into their business.  Many Japanese and Korean companies did that
in an attempt to grow and take market share away from established firms.  After an impre s-
sive bout of expansion they are now paying a harsh penalty for misallocating capital for so
long.  Many American companies have also squandered capital to fuel growth, most egre-
giously when overpaying for acquisitions and sustaining growth through investments in low-
re t u rning units.

The preoccupation with earnings growth is so deeply rooted among corporate managers
that it warrants understanding its flaws in more detail.  Any company’s earnings growth is
the result of multiplying together two contrasting factors. The first is the rate of re t u rn that
the company earns on its new investments.  That measures the q u a l i t y of the company’s
investments.  The second factor is the investment-spending rate, a measure of the q u a n t i t y
of the company’s investments.  The problem with looking at earnings growth alone is that
quantity of investment can always make up for a lack of quality.



G rowth = Rate of Return x Investment Rate

To be more specific, the rate of re t u rn tells how much a company’s profit increases for every
additional dollar of capital it employs.  A company that earns a 20% rate of re t u rn, for exam-
ple, increases its profit by 20 cents for every dollar of additional investment it makes.  However
it is achieved, earning a high re t u rn is a key indicator of overall operating eff i c i e n c y.

The other factor that drives growth is a quantitative measure of investment intensity.  A
c o m p a n y ’s investment rate is the ratio of how much money a company is investing to the
amount it is earning as profit over the same period.  If a company invests $80 in new busi-
ness assets and earns $100 in profit over that same period then its investment rate is 80%.
A company with an investment rate less than 100% has a positive “free” cash flow.  It invests
less than it earns and so has excess cash to distribute to its investors.  A company with an
investment rate over 100% has a negative free cash flow.  It is forced to raise capital fro m
e x t e rnal sources to supplement its retained earnings, such as through new bank borro w i n g s ,
bond issuances, or new share off e r i n g s .

Consider how the formula applies to two hypothetical companies that are both gro w i n g
their earnings at 10%.  If they were the same in every other way one would be forced to con-
clude that both firms have the same value.  But if Company A earns a 15% rate of re t u rn
and Company B only a 5% re t u rn, then A must be more valuable even though it exactly
matches B’s earnings growth rate:

G ro w t h = Rate of Return x Investment Rate

A. 10% = 1 5 % x 6 6 . 7 %
B. 10% = 5 % x 2 0 0 . 0 %

Company A is more valuable because it needs to invest only a fraction of its earnings to gro w
w h e reas B must invest twice its earnings.  By earning a higher rate of re t u rn A is better able
to finance growth from internally generated funds.  It can generate a positive free cash flow
to re w a rd its investors while Company B must constantly raise more cash from them.
Company B is simply manufacturing growth by making a lot of bad investments.  The sim-
ple example points up an important business lesson: Earning a high re t u rn on capital is far
m o re important than achieving rapid earnings growth.  Acquisitions that increase a compa-
n y ’s growth but produce a low re t u rn will penalize the acquire r ’s stock price and reduce its
s h a reholder value.  This being the case, it is unfortunate that so many companies today still
tie incentive pay to growth in earnings or earn i n g s - p e r- s h a re .

E VA directly incorporates this business maxim.  If management pours capital into pro j e c t s
that produce re t u rns less than the overall cost of capital, EVA will sink as accounting pro f-
its surge.  Consider our first example company once again. Assume that management sets
and achieves a goal to double sales and earnings, but by doing so it must more than double
the amount of capital committed to the business.  Let’s assume capital balloons from $120
to $300 in order to fuel the gro w t h .

S a l e s $ 1 0 0 $ 2 0 0
Operating costs     80   160 
Operating profit before tax 2 0 4 0
Tax at 40% 8     16
N O PAT $  12 $  24

L o a n s $  40 $ 1 0 0
S h a reholders’ equity     80   200
C a p i t a l $ 1 2 0 $ 3 0 0
x The cost of capital 1 0 % 1 0 %
Capital Charg e $  12 $  30

E VA $    0 $ - 6  
(N O PAT less the Capital Charg e )
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E a rning a high re t u rn is
a key indicator of overall
operating eff i c i e n c y.

A company’s investment
rate is the ratio of how
much money a company
is investing to the
amount it is earning as
p rofit over the same
p e r i o d .

E a rning a high re t u rn
on capital is far more
i m p o rtant than achiev-
ing rapid earn i n g s
g ro w t h .

If management pours
capital into projects that
p roduce re t u rns less
than the overall cost of
capital, EVA will sink as
accounting profits surg e .



Publicly listed compa-
nies that invest in low
re t u rn projects re d u c e
their price-to-earn i n g s
multiple.  In fact, it is
quite possible for them
to reduce their P/E mul-
tiple so much that their
stock price shrinks even
as their earnings expand.

“ E VA measures, in eff e c t ,
the productivity of all
factors of pro d u c t i o n . ”

Peter Dru c k e r

E VA can offer even bet-
ter guidance when per-
f o rmance distortions that
arise from generally
accepted accounting
principles are eliminated. 

The accounting vital signs look robust–sales and earnings in the right hand column are dou-
ble their former levels–but in fact the company is much weaker.  EVA erodes fro m
b reakeven to a $6 loss. The EVA loss is due to earning a rate of re t u rn lower than the cost
of capital.  Notice that the additional capital investment of $180 generates only a $12
i n c rease in NOPAT.  The ratio indicates that management is earning only a 6.7% rate of
re t u rn on its investments when their investors could have earned 10% in the market.

Publicly listed companies that invest in low re t u rn projects reduce their price-to-earn i n g s
multiple.  In fact, it is quite possible for them to reduce their P/E multiple so much that
their stock price shrinks even as their earnings expand.  They become vulnerable to takeover
and re s t ructuring, and the top team is exposed to losing their jobs.  Without facing such a
hostile market discipline, private companies and government agencies can go on indefinite-
ly destroying value by investing capital unwisely. Such enterprises are in even greater need
of EVA to send the rights signals to business leaders.

Renowned business consultant Peter Drucker acknowledged the importance of earning the
cost of capital when he wrote about EVA in a 1995 Harv a rd Business Review article enti-
tled “The Information Executives Truly Need.”

What we call profits, the money left to service equity, is usually not profit at all.  Until a
business re t u rns a profit that is greater than its cost of capital, it operates at a loss.  Never
mind that it pays taxes as if it had a genuine profit.  The enterprise still re t u rns less to the
economy than it devours in re s o u rces…Until then it does not create wealth; it destroys it.

D rucker went on to say that EVA encompasses the totality of business perf o rmance: “EVA
m e a s u res, in effect, the productivity of all factors of production.”  By that he means that
E VA re p resents the single most reliable score c a rd to weigh the value of a business or busi-
ness decision.  It is the measure that properly weighs and integrates all the pluses and
minuses of a business decision into a decisive overall score.   For instance, EVA properly pits
the benefit of producing greater customer satisfaction and generating more sales re v e n u e
against the total operating and capital costs of servicing the additional business.  

Indeed, what makes EVA so special, and so useful as a management tool, is that it measure s
all of the ways that perf o rmance can be improved and wealth can be created in any business.
Put another way, anything that anyone can do to improve a business will show up as an
i m p rovement in EVA.  No other measure or combination of measures has that unique pro p-
e rt y.  Consider that to increase EVA, managers will want to do all things that will:

1. improve operating efficiency (by cutting costs and adding to profit without adding to
c a p i t a l ) ;

2. enhance asset management (by reducing the investment in assets that earn less
than the cost of the capital);

3. increase profitable growth (by making new investments that earn re t u rns over
the cost of capital); and

4. reduce the cost of capital (by implementing the most effective financial and
investor relations strategies, and by increasing the transparency and account a b i l i t y
to the stock market (or to the government in the case of SOEs).

E VA can offer even better guidance when perf o rmance distortions that arise from general-
ly accepted accounting principles are eliminated.  If EVA was measured directly fro m
re p o rted accounting numbers, for instance, what manager would want to increase spending
on a sound re s e a rch project or on advertising to promote a promising new brand?
A c c o rding to standard accounting, those outlays must be immediately charged to profit, but
the benefits are likely to materialize down the road.  Which managers would want to take a
c h a rge to earnings following a re s t ructuring of their business even if the re s t ructuring was 
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n e c e s s a ry and value adding?  To overcome these obstacles, Stern Stewart has developed an
a l t e rnative set of accounting rules that enable managers to measure their EVA profit more
accurately and better guide their decision-making.  The rules are applied consistently and
only for internal management re p o rting purposes.

One rule is that, instead of charging re s e a rch and brand building outlays to earnings, they
a re added to a new balance sheet account for “intangible assets.”  The intangible asset is
written off as an earnings charge over the future time periods when the benefits from such
spending are expected to increase profit.  This one-two punch gives managers more fre e-
dom to increase or maintain intangible spending without fearing their bonuses will suffer in
the short term, but at the same time holds them accountable for subsequently earn i n g
enough profit to cover the full cost of the intangible investments over the long term .

By following this practice, managers have more useful information on which to judge re s u l t s
and base decisions.  Also, top managers often feel more comfortable delegating more deci-
sion authority as the new accounting makes people below them more accountable for their
spending decisions.  Nearly 100 such rules have been identified to eliminate distortions and
positively influence behavior.  The rules vary quite a bit depending on the company and
i n d u s t ry it is in.  In practice companies usually apply only the five to fifteen most significant
adjustments when they measure EVA in their internal management re p o rts.  They wisely
balance the tradeoff between simplicity and pre c i s i o n .

Besides being a superb decision guide, EVA also is important because it is the financial mea-
s u re that directly determines the market value of every company.  To be specific, EVA is
d i rectly linked to another measure called MVA, or Market Value Added.   MVA measure s
the diff e rence between the stock market value of a company and the amount of capital it has
e m p l o y e d :

MVA = Total Market Value – Total Capital Employed

For example, a company that has a total market value of $10 billion and has invested total
capital of $6 billion has an MVA of $4 billion, the diff e re n c e .

M VA is a vital measure of business perf o rmance because it re p resents how much wealth a
company has created for its investors and for society.  It shows the diff e rence between how
much cash has been put into the business and the cash out value of the business.  It is l i k e
buying a home for $600,000 and selling it later on for $1 million.  The cash you put in com-
p a red to the cash you get out indicates that you have increased your wealth by $400,000.
Just as every person wants to maximize their wealth, every company should strive to
i n c rease its MVA as much as possible in order to enlarge the value of its investors’ savings.
S t e rn Stewart has published rankings of over 5,000 companies worldwide based upon the
M VA measure.  F o rt u n e magazine, for instance, has published Stern Stewart ’s MVA ranking
for the past nine years under the headline “America’s Best and Worst Wealth Cre a t o r s . ”
Similar rankings have appeared in leading periodicals in other major markets.

Sophisticated investors use many diff e rent approaches to figure out how much they will pay
to own a share in a company’s value.  But all of those methods boil down to variations on a
fundamental principle of market valuation, namely, that any company’s MVA is determ i n e d ,
in effect, by summing up the stream of EVA profit that investors believe the company will
e a rn and then discounting that stream to a present value:

M VA = the discounted present value of future EVA

This relation works because EVA subtracts the cost of capital.  It sets aside the amount of
p rofit that must be earned as a minimum in order to give investors the re t u rn they expect
f rom their investment.  As a result, if the market thinks a company’s EVA will be zero, so 
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that its investors will earn just the return they are seeking, then that company will just
break even on its MVA, too.  The market value of that company will just equal the book
value of its capital, and its MVA will be zero.

Our sample company, you may recall, initially fell into that camp.  It produced zero EVA,
and that made it worth zero MVA.  Its market value would be equal to the $120 book value
of its capital.  The firm could continue to invest capital and buy more assets, and increase
its sales, earnings, size, and maybe even its market share, but if it persisted in earning no
EVA its market value would increase only as much as the additional capital it employed.  It
would preserve, but not enhance or diminish, the wealth of its investors.  It would break
even all around.

Worse things could happen.  If the company reduced its EVA it would only succeed in
reducing its MVA.  Recall the case in which a $180 investment intended to double the
sample company’s sales and earnings ended up reducing its EVA by $6.  The only way
investors could earn the re t u rn they want when the company isn’t earning it for them
would be for them to buy into the company at a market price that discounts the value of
the capital employed in the business.  To be precise, the investors will subtract the pre-
sent value of the EVA loss from the company’s market value.  In the case at hand the firm ’s
M VA is reduced by $60, the result of capitalizing the annual $6 EVA loss at a 10% cost
of capital.  That means that the $180 investment would only add $120 to the company’s
market value; the other $60 in value would be obliterated, and the loss would be spre a d
over all the shareholders.  Growth, even rapid growth, is simply not a guarantee of busi-
ness success.

In fact the only way management can increase shareholder wealth is by finding ways to
increase EVA.  That is why Fortune magazine chose to dub EVA “The Real Key to
Creating Wealth” in its cover article of September 20, 1993.  Research conducted by my
firm and leading investment firms confirms that the changes in MVA registered by pub-
licly traded firms are best explained by the changes in their EVA over time.   For example,
Kathy Mitsui, the head of economic research for Goldman Sachs in Japan, has found that
EVA explains 76% of the movements in MVA for a large sample of Japanese companies.

The link of EVA to MVA is extremely important for business managers.  It means they can
(and should) use EVA to evaluate all new projects or investments.  They can determine the
value of pursing new products, plants or markets, for instance, by projecting and dis-
counting the EVA they believe the new investments will produce.  They should take the
initiatives that will add the most to MVA and shun the rest.  Projecting and discounting
EVA will always give the same net present value (NPV) answer as projecting and dis-
counting cash flow.  But using EVA is better because it can also be used to measure per-
formance and determine bonuses after the investment has been made, but cash flow can-
not.  EVA is simply a better way to get managers truly to rely upon NPV thinking rather
than just giving it lip service.

To conclude, EVA is an ideal measure for determining bonuses.  EVA directly connects
business decisions to the mission to create wealth, and it sends all of the right signals to
managers and employees in ways that are easy for them to comprehend and use.  EVA is
also suitable for private firms and government agencies because it can be computed direct-
ly from their financial reports.  For the same reason it is suitable to measure and reward
the performance of individual business units within companies.  EVA can simulate the
incentives of ownership even when a stock price is unavailable.  Also, because a company
and its owners are always better off with more EVA than less, the bigger the bonus, the
better it is for all concerned.
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P a rt 4: Using EVA® to Create A Phanton Equity Bonus Plan

Bonus plans can be stru c t u red in many ways, but most of them don’t work very well.  Indeed,
poorly designed plans actually inhibit sound decision-making and reduce wealth.  To make
employees truly think and act like owners, they must be paid like owners by using a bonus
plan that has special characteristics.  The plan must always be tailored to an individual com-
p a n y, of course.  Organization stru c t u re, risk tolerance, business strategy and culture are just
some of the factors that ought to influence the design of the bonus plan.  Nevertheless, there
a re nine principles that transcend those specifics and provide general guidance for design-
ing incentive plans that work.

The first principle is A l i g n m e n t . The incentive payments that managers and employees
receive must be strongly linked to their success at creating shareowner wealth.  It has
a l ready been shown that EVA provides the right measure for this purpose.  Recall that EVA
m e a s u res profit after subtracting the cost of capital and eliminating accounting distort i o n s
that make it difficult for managers to understand the economic reality of their business.
E VA automatically makes employees accountable for investing and using assets wisely.  It
shines a bright light on the four ways any manager can take to improve its perf o rmance and
c reate wealth, namely, by increasing operating eff i c i e n c y, improving asset management,
pursuing profitable growth, and implementing the best financial strategies.  It is an ideal
m e a s u re to use in structuring incentive plans that motivate people to think and act like
o w n e r s .

The second principle is I m p ro v e m e n t.  The bonuses should not be paid from EVA, but
f rom the i n c re a s e in EVA.  Taking a troubled business with a negative EVA and making its
E VA less negative is as valid a way to improve perf o rmance and create wealth as taking a star
p e rf o rmer with a positive EVA and making it even more positive.  Paying for EVA impro v e-
ment levels the playing field. Talented managers and employees can be just as motivated to
join tough businesses that need to be turned around and re s t ru c t u red as to join the best busi-
nesses.  Fixing problems can be as lucrative as capitalizing on opportunities.  Lou Gerstner’s
i m p ressive reversal of IBM’s fortunes is one good example.

The third principle is C o n c e n t r a t i o n.  The bonus pool should be funded as much as pos-
sible by one overall measure of total business perf o rmance rather than a group of measure s ,
p a rticularly for the top team. Concentrating on a single measure keeps the incentive simple
and easy to communicate.  It also curtails parochial behavior.  Many companies judge man-
agers in production by one set of measures and those in sales and marketing by others.  The
top team may be paid on still another set.  Each group is motivated only to see their point
of view and to work against each other.  But by uniting all their incentives on improving a
common measure, more cooperation across functions and organization levels is forg e d .
With everyone accountable for contributing to value, there is nowhere to hide.

For all of its advantages, many corporate executives are reluctant to concentrate incentives
on one metric.  Many of them do not truly understand EVA and how it implicitly incor-
porates the totality of business performance. Still others are unwilling to invest in the train-
ing their employees would need to understand EVA and how to influence it.  These exec-
utives prefer to consider a long list of measures in their bonus plans.  They count on those
measures to communicate their strategy and educate their people, instead of using training
and leadership for those purposes.  They should reconsider the cost of providing better
training and more effective communication against the cost of a complex, and ineffectual,
bonus plan.

Other managers like to use many incentive measures as a way to convey that many factors
a re important to achieving overall business success. But in their attempt to clarify, these
business leaders often end up confusing their people and diluting their accountability.  I
once encountered a company that put a 10% weight on 10 separate measures in their bonus
plan.  In their attempt to make many things important they had made nothing seem impor-
tant. Their approach was like judging a basketball team by tracking various statistics, such
as blocked shots, rebounds, assists, field goal percentage, free throws, penalties, and so forth, 
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then combining them into a score by assigning various weights and summing up.  But vic-
t o ry is not determined by an arbitrary addition of statistics.  The score of the game is what
indicates victory, and in business EVA measures the score .

Another reason top executives often want a measurement array is to gauge and re w a rd indi-
vidual perf o rmance. But they are expecting the bonus plan to do too much.  They should
consider the GE approach: grade individual perf o rmance through a disciplined, document-
ed, personal review process, and mete out re w a rds through merit increases, promotions, and
stock option allocations.  Count on the bonus plan solely to motivate value centric thinking
by sharing the value added.  This approach avoids diluting the simplicity and purpose of the
incentive plan.

To the extent top management simply insists on using the bonus plan to recognize individ-
ual perf o rmance, EVA should still be used to determine the overall size of the bonus pool,
with the bonus pool allocated (at least in part) according to assessments of personal or
d e p a rtmental perf o rmance.  Then if there is no EVA there is no bonus, re g a rdless of an
i n d i v i d u a l ’s perf o rmance.  As a consequence, each employee has the incentive to cooperate,
and business leaders have the incentive to develop personal and departmental objectives that
contribute to the overall EVA perf o rm a n c e .

Concentrating incentive pay on EVA does have a downside, however.   As was noted, man-
agers and employees need to be thoroughly trained to understand EVA and how to use it in
making decisions.  They also need access to frequent “score c a rd” re p o rts that trace the EVA
results to the individual factors and measures that they can directly influence.  But these are
things that well-managed companies should be doing anyway.

The first three incentive design principles point to the fourth, M a t e r i a l i t y.  The potential
bonus must be large enough to motivate people to work hard and make valuable decisions
that are unpleasant.  They must be so attracted by the prospect of earning a big bonus that
they are willing to put economic considerations above internal politics.  Once again, EVA
is ideally suited for this purpose because it amplifies corporate perf o rmance impro v e m e n t s
into lucrative re w a rd s .

To see how, consider a board that wants to establish an overall bonus pool of $1 to re w a rd
d e s e rving employees.  As shown in the table, management projects sales to be $100, and
budgets operating costs (including taxes) of $80 and capital costs of $15.  The plan calls for
$20 in NOPAT profit and $5 in EVA.  Also assume that management intends to grow its
business and EVA by 20 percent, or by $1 year over year. 

S a l e s $ 1 0 0 1 %
Costs, including taxes   80
N O PAT 2 0 5 %

C a p i t a l 1 5 0
x The Cost of Capital 1 0 %
Capital Charg e   15

E VA     5 2 0 %
I n c rease in EVA     1 1 0 0 %
(at a 20 % growth rate)

The right hand column indicates that anything from one percent of sales, five percent of
p rofit, 20 percent of EVA or 100 percent of the increase in EVA will produce a $1 bonus
pool if the business plan is met.  But which of the bonus plans is best?  At the one extre m e ,
applying a one percent weight to sales provides an insignificant incentive for employees to
strive and exceed plan by generating more sales.  Another problem is that employees have
no incentive to manage any other aspect of the business.  If they are motivated at all it will
be to spend lavishly to spur as much sales growth as is possible, and the re t u rn be damned.
The bonus incentive is weak and counterpro d u c t i v e .
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By moving down the chart the bonus pool is established by applying pro g ressively larg e r
p e rcentages to ever-smaller numbers.  The bonus percentage is 5 percent of profit versus 1
p e rcent of sales, for instance.  Offering employees a bigger share of bottom line results is
always better than offering them a smaller share of top-line results.  For one thing, the
employees become more accountable for the totality of the business.   They still have to
w o rry about satisfying customers and driving top line revenues, but they must also contro l
costs and manage capital.

Another reason to prefer bottom line incentives is that the incentive is amplified.
Employees will have a far more substantial opportunity to make a lot of money if they can
significantly improve overall perf o rmance.  The 20 percent weight on EVA, for instance, is
four times the 5 percent weight on profit and twenty times the 1 percent weight on sales.
Even small improvements in EVA translate into consequential re w a rds.  Taking this princi-
ple even furt h e r, the best bonus plans are those based upon sharing the i n c re a s e in EVA.  It
o ffers the most leveraged incentive for managing all aspects of the business, including gro w-
ing the business pro f i t a b l y.

Materiality also calls into play the fifth principle, Unlimited Upside.  Many companies
limit the size of the bonus they will pay.  The most common ceiling is 1.5 times a targ e t
bonus.  That is understandable, perhaps even necessary, when the bonus is based on mea-
s u res that are only loosely linked to creating wealth.  But there is no need to limit a bonus
based on increasing EVA because more EVA produces more wealth.  Limiting the bonus
o p p o rtunity only discourages employees from taking actions that can create additional
wealth, and encourages them to slow down and build re s e rves in good times rather than
s t retching for all the profit the business is capable of producing.  To make managers think
like owners’ they need to be paid like owners—with no limit on their upside potential.

In his “Value Driven” column in the September 17, 2001 issue, F o rt u n e executive editor
G e o ff rey Colvin re p o rted on a new survey of best practices in internal corporate govern a n c e
by Stern Stewart and Hackett Benchmarking and Research that re i n f o rces the critical
i m p o rtance of uncapping bonuses:

When a company caps bonuses, something is wrong.  Somehow leadership, org a n i z a t i o n ,
m e a s u rement, decision-making, and incentives are not aligned with shareholder value.  If
they were, limiting bonuses would be foolish… All of which leads to the unavoidable question:
A re bonuses capped at your company?  If so, ask why.  And don’t stop asking until you find
the real answer.

P recautions are necessary, however.  The bonus re q u i res checks and balances.  The board
of directors must be sure that the EVA gained in one year can be maintained in future years.
Managers must be discouraged from boosting short - t e rm profit in ways that diminish long-
t e rm vitality.  This leads to the sixth principle, S u s t a i n a b i l i t y.   One effective mechanism is
to hold back part of large bonuses, and then to pay them out over time only if the new, high-
er level of EVA is maintained.  If EVA slips, the deferred bonus would be canceled in the
same way that stock prices tumble when a company’s perf o rmance deteriorates.  “Banking”
exceptionally large bonuses and subjecting them to cancellation encourages employees to
make decisions in the long-term interest of the company, and to carefully balance risks
against potential re w a rd s .

Another benefit to banking bonuses is R e t e n t i o n, the seventh principle.  If a manager or
employee leaves, the bonuses deferred from prior years are forfeited.  The departing peo-
ple surrender the equity they have built up in their bonus bank as a penalty for taking their
accumulated experience elsewhere. Good perf o rmers have a strong incentive to stay put and
build up more equity in the firm .

It also is important to make the incentive D e f i n i t i v e, which is the eighth principle of sound
design.   There should be an explicit, objective and reliable link between the bonus and per-
f o rmance.  Employees should not have to guess at how they will be judged, and they should
clearly understand the re w a rd they will receive as they improve EVA perf o rmance.  One 
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good approach is simply to develop a formula such that the bonus is a stated percent of the
c u rrent and cumulative improvement in EVA.  The percent of EVA used in the form u l a
should be set in advance, ideally for a minimum commitment of three to five years, and the
sharing rate should not vary as business plans and perf o rmance shift with the passage of
time.  Managers and employees should be furnished with tools that enable them to pro j e c t
the EVA outcomes of alternative decisions and to understand the bonus they will be entitled
to receive if they are successful with their plans.  That encourages them to think and act like
owners because they can anticipate earning the re t u rn of an owner.

It is tempting to tie the bonus to achieving budget and planning targets as those are re v i s e d
each year.  After all, why not pay managers and employees to achieve the plans that they are
c h a rged with executing?  In practice, however, that is extremely counterpro d u c t i v e .
Managers quickly realize that the best way to earn a big bonus is to downplay the real oppor-
tunities in their business and to withhold valuable information from the headquarters staff .
Planning invariably bogs down into adversarial negotiations.

With a definitive bonus plan, managers become more ambitious in setting goals and more
willing to change their strategies as circumstances dictate because they are re w a rded not for
beating their plan, but for whatever EVA their planning has helped them to achieve.
I n t e rnal collaboration also is enhanced.  Field managers and corporate staff want to part n e r
to find and implement the strategies that will produce the most EVA, since that is what their
pay is based upon. Breaking the link between bonuses and budgets is a key to liberate bud-
geting and planning, and to make them more flexible, more strategic and more interactive.

The ninth principle is C o m m u n i t y.  Ideally, every o n e — f rom board members to general
managers to the lowliest employees—should participate in an EVA bonus plan.  The under-
lying bonus plan stru c t u res should be similar from top to bottom to unite them all in a com-
mon quest for genuine business improvement and wealth creation.  It also is a good idea for
people to participate in the bonus plan for their own division and for closely related units as
well as for the total company.  Overlapping their incentives motivates people to cooperate,
s h a re best practices, and take on challenges for the good of the whole.

Taking all nine elements together, EVA bonus plans can help instill an ownership culture by
giving managers and employees an incentive that is equivalent to that of a share h o l d e r.
C a refully designing and calibrating the bonus plans, and explaining the program in a clear
and convincing manner are critical success factors.  Weaving EVA throughout a company’s
re p o rting and planning processes is also vital.  So is extensive education in using the new
E VA decision tools, and in relating EVA to the measures that appear on the company’s bal-
anced score c a rd .

P a rt 5: Integrating EVA® and Incentives into a Total Management System

Incentive plans based on EVA cannot be designed and implemented in a vacuum.  They
should be seamlessly integrated into the entire array of management processes. Bonus plans
and stock option programs also ought to culminate in total pay packages that properly bal-
ance risk, cost and incentive.  EVA itself should become the glue that binds together and
i n f o rms all aspects of management and strategic thinking.  It should be the focal point for
management re p o rting, for decision-making and planning, for incentives, and for commu-
nicating with employees and investors.  Only then can management expect to reap the full
benefits from using EVA, and only then will the incentive program be simple and truly eff e c-
tive in influencing how managers and employees actually behave.

Consider a company that is about to introduce incentive pay for the first time.  If the stock
options and bonus plans are added on top of existing wages, they are apt to introduce an
unacceptably high cost to the shareholders.  After all, shareholders are paid only after all the
incentive fruits are parceled out to managers and employees. If the incentive payments fully
o ffset base pay, managers and employees will not be adequately compensated for the additional 
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risk they are asked to bear.  A key question is how to introduce incentives at a re a s o n a b l e
cost to shareholders and without imposing an uncompensated risk on employees.  The
t r a d e o ff among cost, risk, and incentive is re p resented by the triangle in Exhibit 1.

IN C E N T I V E

CO S T RI S K
Exhibit 1

The left to right tradeoff between cost and risk could be addressed simply by paying the
wage that would keep employees happy in their current role.  By doing so a company will
never run the risk of paying them too much or too little.  But such a strategy provides no
incentive.  Only by introducing a variable payment based on perf o rmance will people have
an incentive to care about perf o rmance and shareholder value.  Compensating employees
for taking on some of the risk of a shareholder is an unavoidable cost to introducing a share-
h o l d e r-oriented incentive plan, but having the right kind of incentive plan can minimize
that cost.  An incentive based upon EVA is capable of achieving the greatest incentive at
least cost because it most closely aligns the decisions and incentives of the insiders with the
results achieved for the share h o l d e r s .

Even with an EVA plan, however, a company must still increase the total compensation that
employees can expect to receive to compensate them for bearing more risk.  This is illus-
trated in Exhibit 2.

Compensating employ-
ees for taking on some
of the risk of a share-
holder is an unavoidable
cost to introducing a
s h a re h o l d e r- o r i e n t e d
incentive plan, but hav-
ing the right kind of
incentive plan can mini-
mize that cost.
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I n c reasing the risk based
on the company’s per-
f o rmance is necessary to
motivate the right
b e h a v i o r s .

Stock options should
also be a part of the
incentive compensation
mix, particularly for the
senior people who have
a direct influence on
overall strategy and
re s u l t s .

Management should
begin by projecting sce-
narios for business per-
f o rmance, including best
and worst outcomes,
and understanding the
impact of those out-
comes on EVA and
s h a reholder re t u rn s .

At the far left, compensation is entirely in the form of debt-like wages and other fixed ben-
efits, including pension contributions.  Moving to the right, the compensation mix shifts to
i n t roduce pay that is more at risk based on perf o rmance, such as by introducing an EVA
bonus and a stock option plan.  Increasing the risk based on the company’s perf o rmance is
n e c e s s a ry to motivate the right behaviors, but it also re q u i res an increase in the value of the
total compensation that employees can expect to receive for delivering the results that
investors expect.

Stock options should also be a part of the incentive compensation mix, particularly for the
senior people who have a direct influence on overall strategy and results.  There are thre e
types of option plans to consider.  The most typical is the fixed value grant.  In this plan the
number of options granted each year is adjusted up or down in order to maintain the same
value.  If the stock price has gone up, so that each option is worth more, the employees are
granted fewer new options.  On the other hand, if the stock price has gone down, the num-
ber of options granted increases. The objective is to give employees the same amount of
compensation each year in the form of the value of the options they re c e i v e .

A very different approach is the fixed number grant.  In this program the company
announces that for a period of several years it will grant the same number of options regard-
less of the stock performance over that time.  If the stock price goes up, the value of all
options rises, not just those already in hand but also the ones that will be issued in the
future years.  Compared to the fixed value plan, this plan provides a more powerful incen-
tive because stock price gains translate into much bigger potential rewards.  On the other
hand, there are even bigger penalties if the stock price falls because the entire package of
options, including ones still to be granted, will decrease in value.  The employees have a
lot more at risk on the performance of the company over time compared to a fixed value
grant program.

A third approach is an even riskier variant on the fixed number plan.  Under an up-fro n t
grant program, the company immediately hands out all of the options that it would plan to
issue over the next three to five years.  There are no further option grants over the period,
and the exercise price for all the options is set at the market price at the time of the grant.
Managers and employees instantly feel a tremendous incentive to improve perf o rmance and
value, making this the most powerful, but also the riskiest stock option strategy.  It pro v i d e s
incentives that resemble those found when managers participate in a leveraged buyout of
their company.

If you want to provide people with more incentive, you must increase their risk.  If you
i n c rease their risk, you must compensate them for bearing that risk or else they will look for
a better deal.   In the end the best option plan for a company will depend upon the risk pre f-
e rences and financial sophistication of the managers.  The most important consideration,
h o w e v e r, is the underlying risk of the business.  Companies that operate in stable, estab-
lished business sectors, such as most food and beverage companies, are generally advised to
adopt riskier incentive plans, such as the fixed number or up-front option grants.  They can
a ff o rd to leverage low business risk with a higher degree of incentive risk.  They also need
to give their people a strong incentive to strive for continuous improvements in the estab-
lished processes that are characteristic of mature businesses.  By contrast, companies in
volatile high-tech or startup environments, such as many computer or software firm s ,
should moderate their business risk with more conservative option plans, such as the fixed
value grant program.  As a general rule they cannot run the risk of adding excessive incen-
tive risk to the uncertainties that dominate their businesses. 

Management should not rely on these rules of thumb alone to stru c t u re their stock option
plans.  A more scientific approach would consider the combined effect of the total com-
pensation package, including the employees’ base pay level, the bonus plan, and the stock
option program.  Management should begin by projecting scenarios for business perf o r-
mance, including best and worst outcomes, and understanding the impact of those out-
comes on EVA and shareholder re t u rns.   For each scenario, management should simulate
the payments that would arise from the various compensation packages – how much from 
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The companies that
have derived the gre a t-
est benefit from EVA
have made it a focal
point for every t h i n g
they do. 

Another best practice to
re i n f o rce EVA thinking
is to integrate calcula-
tions of prospective EVA
bonuses into decision-
making tools and tem-
p l a t e s .

World class companies
also take steps to ensure
that the mindset of the
e n t i re organization is
concentrated on EVA .

base pay, and how much from bonus and options, and so on.  As a last step they and their
advisers should carefully evaluate the cost, risk and incentive tradeoffs of the proposed pay
strategies.  By following this pro c e d u re, management can find the best way to balance the
i ron triangle of tradeoffs that constrain the design of any company’s overall compensation
s t r a t e g y.

E VA should also be implemented in a similarly thoughtful and comprehensive manner.
The companies that have derived the greatest benefit from EVA have made it a focal point
for everything they do.  They have used EVA to establish a common language that has unit-
ed the often-fractious dialects of individual departments and staff functions.  The best com-
panies have also insisted that EVA be readily available to guide and motivate the behavior
of all their people.

Managers in best practices companies have found a variety of techniques particularly eff e c-
tive at making EVA a core concern.  For one thing, they make EVA the centerpiece of their
i n t e rnal management re p o rting.  EVA is not just one measure among many measures on
their perf o rmance score c a rd.  It is the pinnacle of their re p o rting pyramid and the value
anchor for their score c a rds, with all other measures and milestones directly traced to the
impact on EVA .

Second, all decisions are EVA based.  Planning, business case analysis, and budgeting have
all been re f o rmulated so that it is easy for everyone to project and discount the EVA that
will arise from making business decisions.  Top management simply will not accept a pro-
ject unless it has been justified through an analysis of its EVA .

T h i rd, the bonus that employees will earn from their EVA perf o rmance is updated and
re p o rted to them frequently as the year unfolds.  Frequent feedback accelerates learn i n g ,
and stimulates managers to react promptly and energetically to changing market conditions.

Another best practice to re i n f o rce EVA thinking is to integrate calculations of pro s p e c-
tive EVA bonuses into decision-making tools and templates.  Reports are available to sim-
ulate how large a bonus the managers will earn if they are successful with proposed new
investments or by pursing alternative business strategies, and how much they stand to lose
if they are unsuccessful.  The managers analyze risk and commit to the strategies more
intensely once they are able to study how their own pay will be connected to future per-
f o rm a n c e .

World class companies also take steps to ensure that the mindset of the entire org a n i z a t i o n
is concentrated on EVA.  Training in EVA is conducted at all levels, including the board of
d i rectors.  Top management also visibly celebrates successful applications of EVA.  They use
i n t e rnal communications to share interesting case studies highlighting how employees have
i m p roved perf o rmance and created wealth by putting EVA thinking into action.  Listed
companies also used EVA in their external communications.  They announce their adoption
of EVA to their investors, and they recast their presentations to investors prominently to
include EVA .

It typically re q u i res four to seven months for small to medium size companies to adopt
E VA, and nine months to two years for larger and more complex organizations to ere c t
the full EVA scaffolding, including the incentive program.  While EVA is simple in con-
cept, properly integrating it into the systems, incentives and culture of a company is
always an imposing, subtle and highly tailored undertaking.  It is an exciting and re w a rd-
ing one, too. 

For more information, consult www.eva.com 
or contact Bennett Stewart at 212-261-0747 (gbstewart @ s t e rn s t e w a rt . c o m ) .
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