EVA Discipline Getting Hotter At HARSCO Corporation

“The creation of long-term value for our stockholders continues to guide our
way.”
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INTRODUCTION

EVA is an acronym for Economic Value Added. It helps in measuring the corporate performance. EVA is not only a
measure of performance, but also a framework that helps decision makers in an organization to bring in organizational
change. It helps in providing complete financial management and incentive compensation system that helps in
improvement of the professional lives of everyone in an organization by making them more empowered. EVA stands
as a unique tool amongst most others because it includes a charge against profit for the cost of the entire capital that a
company employs. This helps the management in producing much more wealth for shareholders, customers, and their
own selves.

Management Guru, Peter F. Drucker, writing in Harvard Business Review in 1995 has described EVA as a vital
measure of total factor productivity, one that reflects all the dimensions by which management can increase value. His
article in the HBR quoted that “EVA is based on something we have known for a long time: What we call profits, the
money left to service equity, is usually not profit at all. Until a business returns 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 returns less to
the economy than it devours in resources. . . Until then, it does not create wealth; it destroys it”.

At Harsco Corporation, the management observed that EVA implementation would help in earning a great deal of
economic profit or economic rent for its stakeholders. However, for this purpose, they also realized that it would
require a number of decisions about proper measurement of operating profits, measurement of capital, and
determination of the cost of capital, which seemed to be an extensive task at hand. In spite of all the complexities
involved in the process, they decided to go ahead with its implementation. They wanted to cash upon the capital charge
in EVA called as opportunity cost or implicit cost of equity capital. Opportunity cost is the return that investors may
expect to get by investing their money in a portfolio of other stocks and bonds which have comparable risk. This
concept was also discussed by Adam Smith who said that the cost of capital, or in other words, required rate of return,
applies to equity as well as to debt.

EVA, ameasure that determines true profits can be calculated as follows:

EVA=NOPAT - (WACC x invested capital)

Where

EVA=Economic Value Added

NOPAT =Net Operating Profit After Tax
WACC =Weighted Average Cost Of Capital

SECTIONI
HARSCO: AN OVERVIEW

Harsco Corporation is a diversified global leader in industrial construction and infrastructure. It is ranked as the
second largest provider of railway track maintenance services and equipment in the world and operates in non-
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residential construction, steel, metals, and energy. According to the Chairman and Chief Executive Officer of Harsco,
Salvatore D. Fazzolari, it is a market leader in each of its select business groups and operates in over 50 countries.The
company has more than 21,000 employees worldwide. HARSCO works on long-term partnerships with the top
customers in major global industrial markets for its high value services and products. Table 1 gives a brief overview of
some facts about Harsco.

Table 1: Harsco Fast Facts

% REVENUE
Nearly $4 billion in annual revenues. 85% industrial services, over 70% international.

% GROWTH
Worldwide operations at over 400 locations in 50 countries.

% LEADERSHIP
#1 or #2 market leadership in all major services and products.

* HISTORY
Over 150 years of leading industrial experience, including pioneering roles serving the metal, infrastructure and railway industries.

= DIVIDENDS
Continuous dividends since 1939, including dividend increases in each of the past 14 years.

Source: http://www.harsco.com/ [Accessed on 02 March 2007]

HARSCO'S MISSION

The organization believes in overall improvement with a futuristic perspective. The mission statement of Harsco
Corporation is “To achieve consistent, superior financial returns from operations complemented by targets and
prudent growth in markets and technologies familiar to the company. Enhanced shareholders' wealth will be obtained
by developing and maintaining lead industry positions in the markets served through the delivery of products and
services that provide the best value to the customer.”

While the Enterprise Business Optimization (EBO) is the focus for creating value for stockholders, management at
Harsco has worked on it from grass root level by developing value based management system for industrial services
and geographic footprint development and balance to meet the growth value strategy. The following Figure 1 gives a
graphical representation of the same.

Figure 1: Enterprise Business Optimization (EBO)
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Source: CEO's Report, Harsco Corporation 2007 Annual Report

COREVALUES AT HARSCO

The core company values are given in detail in Table 2 and Figure 2. However, there are some guiding principles also
that help in making the company philosophy stronger; three principal tenets driving Harsco's continuing value
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creation spree are:
%To provide a disciplined growth-oriented leadership with a strong base throughout the organization.

X To diversify geographically with a balanced global portfolio of its businesses.
*To maintain focus on its core competence in industrial services with a strong technology underpinning.

Table 2: Company Values

THE STRENGTH OF HARSCO IS FOUND NOT ONLY IN OUR OPERATIONS AND FINANCIAL RESULTS, BUT ALSO
INOUR VALUES.

CODE OF CONDUCT

High standards of integrity are fundamental to the way we do business. These principles are outlined in our Harsco Corporation Code
of Conduct, which we issue to all Harsco directors, officers and employees. The Code is also made available to our major suppliers,
representatives and consultants, who are encouraged to comply with its applicable provisions.

ECONOMICVALUEADDED

EVA® represents the actual value that a company creates after all its costs are met- including the cost of the capital provided by
stockholders and lenders. We apply EVA analysis to every major capital investment and procurement decision that we consider, and
have made EVA performance the principal factor in our incentive compensation program at the management level company-wide. It
continues to be our view that maximizing long-term EVA is consistent with maximizing stockholder value.

STOCKHOLDER REWARD

Harsco has a long tradition for rewarding our stockholders with a predictable and direct return on their investments. We have paid
dividends every year since 1939, and have currently raised our dividend for 13 consecutive years. Our payment of quarterly
dividends at the same or increased rate currently extends to more than 225 consecutive quarters without interruption.

COMMUNITY INVOLVEMENT

Harsco aims to be a responsible corporate citizen in each of the communities in which we operate. Good citizenship and community
participation are encouraged of all Harsco employees.

Through our Harsco Corporation Fund charitable giving arm, Harsco provides financial and other support to charitable, educational,
medical, and cultural activities having wide community application and support. Most of these contributions result from requests
from local operating management in annual budgets. The Fund is not a grant-giving organization in the usual sense of the word; that
is, it seldom makes gifts in response to unsolicited requests, or to organizations with limited purposes or special projects that do not
receive wide public support.

In the field of education, Harsco participates in the U.S. National Merit Scholarship Program and a similar international scholarship
program to award college-level tuition assistance to the top-performing children of our employees in support of their career goals.

Source: http://www.harsco.com/about/values.aspx
Figure 2: Harsco's Core Values
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The fundamental “core values,” as exemplified by the value-based management system are the related practices that
ensure the effectiveness at Harsco. These are summarized as follows:
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PEOPLE -THE “ATEAM”

In order to continue competing and winning on an ever increasing global scale, it is essential to have the best people
with the best talent and skill set. This is necessary from the grass root level up to the key positions in an enterprise. This
is referred to as “A Team” initiatives. It is a systematic approach which identifies places and supports the most capable
leaders, managers and employees across the organization. Although the organization has ample caliber of talent in
many areas, but still the company has to work to create and build an overall “A Team” environment. The company has
embarked on a three-year action plan to concentrate on explicit, key objectives in areas such as professional growth
and development, succession planning, and performance management. The company will be establishing new training
and development initiatives to ensure that the personnel in vital positions have the right skills and behaviors for their
existing roles and for potential opportunities as well. A broad-based executive assessment and leadership training
program for the senior and middle managers and frontline leaders has already begun. The company is also planning to
expand the geographic execution of this program and introducing more site- and business-specific training at key
operating locations. Recruitment and selection processes at Harsco are also in alignment with its the “A Team”
objective for attracting and retaining top talent in key positions throughout the organization.

VALUE CREATION DISCIPLINE

Value creation discipline at Harsco has been a great success because of the commitment of the company towards
Economic Value Added (EVA®). EVA is the absolute amount which remains after deducting capital charge from after-
tax operating profits. A project or initiative is said to be creating value when it produces a return over and above the cost
of capital- both equity as well as debt. Under EVA program, the company evaluates strategic investment on the basis of
its capacity to generate economic profit. EVA has been deeply ingrained in the organization's culture. The EVA
performance of the company has improved continuously after the year of EVA implementation in the organization
(i.e.,2002). In the year 2007, the company exceeded EVA target by nearly 400%. The EVA targets every year are set up
by the independent experts in conjunction with the Board of Directors of the company. The company has unrelenting
focus on value creation, which gets reflected by the stellar EVA performance year after year. Virtually, all capital
decisions as well as other decisions including management incentive compensation programs are rigorously linked to
EVA.

EFFORTS FORCONTINUOUSIMPROVEMENT

Continuous improvement in overall performance is a natural complement to the EVA discipline. The company's goal is
well defined in its 2007 Annual Report as “to identify and eliminate non-value-adding activity from our core business
processes” CEO's Report 2007. This facilitates elimination/ minimization of wastage and optimum utilization of
resources in every area, thereby increasing overall efficiency and ultimately creating greater value for the
shareholders. The objective would be reinvigorated with a new company-wide continuous process improvement
methodology in the years to come. This is termed as 'optimizing the enterprise’ by the CEO of the company
Mr.Salvatore D. Fazzolari. After completing a detailed fact-finding and evaluation of competing approaches, the
company has chosen the path of combination of Lean and Six Sigma (LeanSigma®). This is specifically designed to
get quickly to the root causes of wastage and inefficiency. The company is marching towards implementation of a
sustainable continuous improvement culture throughout the organization. The company is looking forward for a
transformation in the core processes through LeanSigma in the same manner as EVA has transformed the company.
The CEO believes that “EVA plus LeanSigma equals long-term, sustainable value creation” (CEO'S Report, Harsco
Corporation ,2007 Annual Report). The company has also done global standardization of information technology
infrastructure, which is one of the most critical initiatives for supporting the company's growth. Over 98% of more
than 400 operating locations worldwide now share a common infrastructure. Other initiative in the field of information
technology has been to reduce significantly, the number of Enterprise Resource Planning (ERP) systems that are used
throughout the world.

ETHICALBUSINESS PRACTICES AND UNCOMPROMISING INTEGRITY

Ethical business practices and uncompromising integrity have been a trait of Harsco for long. This is reflected in the
core handbooks, Policies and Procedures, Code of Conduct and Internal Control and Management Framework at
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Harsco. Continuous emphasis is laid on the principles given in these books and strict enforcement by the Board of
Directors, the Senior Management Team, Corporate Officers, Business Managers, and the Internal Audit Group is also
insured. In order to provide consistent platform throughout the organization, the principles are translated in numerous
languages to reflect the many cultures in which the company operates. Harsco is committed towards putting the best
value-creating team on the field to ensure that the key strategic initiatives are executed properly to continue its global
growth momentum.

While the company's objective has been to improve the organization holistically and has undertaken measures in all
respects to meet its goal, this paper focuses on the EVA implementation at Harsco. The following section II discusses
the EVA Implementation in detail.

SECTION II
EVAIMPLEMENTATION AT HARSCO

Harsco has been a follower of conservative financial management discipline for long but its decision for EVA
implementation enabled the company to formalize these practices under a single framework throughout the company -
from grass roots to top level management. In the year 2001, the company engaged US based consulting firm Stern
Stewart & Co. to help in implementing the EVA based management system throughout the organization. The structure
of EVA implementation was designed using Stern Stewart's “Four Ms” viz. measurement, management, motivation
and mindset. The top management's thirst to maximize EVA over a long run was fundamentally consistent with the
organizational goal of maximizing shareholder wealth.

The main purpose behind employing EVAwas:

1)To improve capital allocation process.

2)To refurbish incentive compensation systems and

3)To increase the overall business literacy of the employees.

EVA at Harsco is applied for measuring performance, making financial decisions, employee compensation etc. which
enables the company to focus on value creation which is at the back of all its management activities.

Table 3: Stern Stewart's Four M's

MEASUREMENT: Designing a measure of value creation that best reflects economic reality in a particular industry.

MANAGEMENT: Developing policies, procedures and tools which link decision- making to the measure of value
creation.

MOTIVATION: Establishing incentive plans that simulate ownership by giving managers a share of value created.

MINDSET: Increasing the business literacy of employees through training and communications.

Source- Singer James and Miller Devin (2003) “Value based management done right”, vol. 5, issue 1, pp 1- 8

The EVA implementation program at Harsco commenced on January 1, 2002. It followed the Stern Stewart's
Four M model described as below:

1. MEASUREMENT

The initial step in EVA based management system is to develop a sound and simple measurement system. At Harsco,
major emphasis was laid on simplicity of EVA measurement system so as to make EVA an ingrained part of corporate
culture. The numbers of adjustments, as suggested by Stern Stewart & Co. are over 160 to remove the accounting
distortions from the operating profits. However, at Harsco, only limited number of adjustments, which would
motivate changes in behavior, were identified to ensure simplicity. For example, the lease adjustment was excluded. It
recognizes lease commitments as investment in capital. However, an approval of the corporate treasury is required for
any EVA lease/ purchase. The treasury would give approval when operating leases add value. Hence, this decision is
also economically driven.

EVA measurement system is designed in such a manner so as changes in only operating results of the company are
captured. For this purpose, cost of capital and tax rates are pre-decided as hurdle rate and kept constant. This would
ensure capturing true operating performance as change in interest rate or tax would not unduly affect it. Other non
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operational items viz. profit or loss on disposal of assets or investments etc. are either excluded from measurement or
capitalized to reduce volatility. The most critical consideration for EVA measurement at Harsco was diversified nature
of the company internationally. Because of volatility of exchange rates, the adjustment for unusually high levels of
deviations in exchange rate was done in order to protect managers from being whipsawed by factors out of the purview
of their control. The overall success of measurement phase can be attributed to the simple and straightforward
measurement system. This is easy to understand for both financial and non-financial managers and has the potential to
capture the economic reality of the operations effectively. Strong MIS at Harsco further boosted the success of the
measurement phase. Adjustments are incorporated easily due to Harsco's Hyperion system and are a part of the
company's regular internal reporting.

2. MANAGEMENT

Second step in the EVA implementation is to bring EVA into action for facilitating better decision making, with
growing diversification of Harsco's operation decision making becoming more complex. To maintain consistency in
decision making within and between divisions has become challenging. There was a well felt need for a decision tool
which is standardized and consistent. Harsco team worked with Stern Stewart and Co. to design a complete set of tools
and documentation to address this need. Initially, tools were setup for demonstrating and supporting EVA decision
framework. The first tool in place was the terms evaluator. The greatest advantage of this commonly used tool is, it
makes purchasing managers and sales representatives understand the tradeoff between price changes and
receivables/payables days. Changes in price would affect NOPAT whereas receivables/payables days would have
impact on capital. The other tool in place was “Repair versus Replace” Model. The cost of repairing equipment is
compared with its replacement by the operating manager under this model. The two options may have different
expected life, which may complicate the decision making process. This model allows managers to focus on operating
results.

As the project progressed, the focus shifted to creating an all income passing capital budgeting model. A model was
developed by the team of experts and feedback from all the key users throughout the company was generated. Finally,
a model which was user friendly and could serve diversified business units of the company was implemented
throughout the organization. Another important constituent of EVA implementation was to develop the international
cost of capital framework. This framework was simple yet analytically robust because adjustment for sovereign and
currency risk was provided for in the local market.

3. MOTIVATION

According to Stern Stewart, it is very important to establish incentive plans that stimulate ownership by giving
managers a share of value created by the company. They work hard to hand craft incentive plans that create the right
balance between the goals of the organization and the goals of its employees. The ultimate goal is to create value in an
organization and this is what the senior management focuses on by making use of EVA.

When the employees get the feeling of ownership, their commitment and dedication towards their work rises to high
levels, which are again very critical for the success of an organization. Thus, EVA management process harnesses its
success through delegation of decision rights in an organization to its subsidiary management team. This motivation
requires complete out of the box thinking, which is even throughout the management team -only and then this kind of
delegation becomes successful. When an employee foresees ownership in the organization's wealth, the degree of
success of that company can be predicted to be very high. This kind of incentive structure is basically implemented to
encourage employees to go beyond cliché' to deliver better, but sometimes, the managers negotiate lower budgets to
show strong performance. But this rarely happened at Harsco. In fact, EVA implementation encouraged the managers
to aggressively work for the best possible performance and the resources necessary to get there. The incentive plans
where Harsco Board of Directors approved three years of incentive goals instead of one helped the managers to have
lesser worries about short-term benefits. This also made them accountable to their managers which helped them in
continuous improvement in value of that organization.

4.MINDSET

In a company where the organizational culture is being changed, it is very important to understand the mindset of its
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employees and how they would react and adapt to the change. To develop value-creating mindsets at Harsco, Stern
Stewart identified training as the best method. This training revolved around three key areas:

1.Three days EVA expert training to help the staff in the finance department understand and ensure that EVA was
successfully institutionalized within the company.

2. Two days managers training were focused on developing the mindset of employees for value creation within the
company. The course included presentations on topics such as EVA measurement, its importance for the organizations,
details of incentive and compensation plans, simulation sessions on analyzing decisions of varying complexity, case
studies on real life situations followed by a computer based EVA game to see how much did the employees learn.

3. Two days capital budgeting training to create consistent understanding of EVA and using EVA for effective decision
making. All this was done using Stern Stewart EVA training tutor and training tutor express. This training was
provided to all senior management employees at Harsco across all geographies for the improvement in its
organizational success.

This effort helped Harsco to achieve success in its operations throughout. Today, all its employees have an access to
EVA information through their internal website- EVA control. This website is available to all Harsco employees in all
the countries. This effort- where the employees get an opportunity to think like the owners and have a strategic mindset
has helped Harsco in having completely integrated processes and business management. Thus, EVA implementation
was not a one-time investment, but it is an integral part of the organization and its people which also includes its
investors.EVA implementation at Harsco helped the organization to primarily improve its financial goals and created
value for the organization and its employees. All the managers are accountable for their results and it is extensively
communicated to them through internal and external sources.

EVAENGINEERED TURNAROUND ATHARSCO

To assess whether EVA implementation has engineered turnaround within the organization, few parameters were
selected to see improvement in the performance of Harsco after implementation of EVA. A period of six years was
taken for both pre and post EVA Implementation. The parameters selected were Revenues from continuing operations,
Net Income, Total Assets, Return on Sales and Return on Average Equity. Compounded Annual Growth Rate (CAGR)
was also calculated for both the periods to see the growth in the key parameters. Table 4 and 5 show the analysis done
for the pre and post EVA implementation period respectively.

During pre EVA implementation period, the company recorded an Average Revenue from continuing operations of
$1790961 with CAGR of 5%. The average revenues have increased significantly to $2,512,340 with CAGR of 11%
after implementation of EVA. The Average Net Income increased to $159,347 from $127,443 post EVA
implementation. However, the increase in absolute terms is not astonishing but the growth rate has shown tremendous
increase of 30% (From negative 8% to positive 22% during post EVA implementation period). Average Total assets
increased from $1726121 to $2,789,124 post EVA implementation. The CAGR also registered an increase from 8% to
12%. Average Return on Sales has recorded a meager drop during post EVA implementation period (i.e., from 5.22%
to 5%). However, in terms of CAGR, it showed an improvement of 14% i.e., from negative 7% (Pre EVA
implementation) to 7% (post EVA implementation).Average Return on Equity has also increased from 13.77% to
15%. The CAGR was negative 5% during pre EVA implementation and it has increased to 7% during post EVA
implementation.

Table 4: Performance: Pre-EVA Implementation

| Pre-EVA Implementation |
| Performance Parameters [ 1996() || 1997¢8) |[ 1998($) |[ 1999¢$) |[ 2000¢$) || 2001(8) || Average($) || CAGR(%) |
| Revenues from continuing operations |[ 1557643 || 1627478 |[ 1733458 |[ 1716688 |[ 2003387 || 2107111 |[ 1790961 || 5% |
| Net Income |[ 119009 || 278892 |[ 107513 |[ 90713 || 96803 || 71725 || 127443 || -8% |
| Total Assets |[1324419 || 1477188 |[ 1623581 | 1659823 |[ 2180948 |[ 2090766 |[ 1726121 || 8% |
| Return on Sales [ 54 | 62 || 62 || 53 || 48 || 34 || 521667 || -7% |
| Return on Average Equity [ 14 || 151 [ 143 ) 139 | 147 | 106 [ 13.7667 || -5% |

Source: Authors analysis of Harsco's Annual Report from 1996- 2001
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Table 5: Performance: Post-EVA Implementation

| Post-EVA Implementation |
| Performance Parameters || 2002¢8) || 2003(8) || 2004(8) || 20058) || 2006(5) || 2007($) || Average($) || CAGR(%) |
| Revenues from continuing operations |[1,976,732|| 1824551 |[ 2162973 | 2396009 |[ 3025613 || 3688160 || 2,512,340 || 1% |
| Net Income I[ 90,106 || 92217 |[ 121211 || 156657 |[ 196398 |[ 299492 || 159,347 || 22% |
| Total Assets 1[1,999,297]] 2138035 |[ 2389756 || 2975804 |[ 3326423 |[ 3905430 |[ 2,789,124 || 12% |
[Return on Sales 45 | 42 | 48 [ 6 [ 62 [ 69 5 [ 7% |
| Return on Average Equity | 126 )| 109 | 127 | 153 | 172 |[ 192 || 15 || 7% |

Source: Authors analysis of Harsco's Annual Report from 2002 - 2007

The continuing progress of the organization confirms the wisdom and strength of conservative financial policies as
well as the far-sighted discipline it applies to the use of capital to secure long-term value on behalf of the stockholders.
Therefore, the observation is that Harsco's performance has improved significantly, which is evident from
improvements in the Compounded Annual Growth Rate (CAGR) post EVA implementation era in all the parameters
under consideration. This improvement in the performance is also attributable to the strong leadership from senior
management employees who became completely committed to driving shareholder value, so much so that the
company got uplifted from negative growth to positive one.

STRATEGIES FORIMPROVING EVA

“EVA Drivers” chart is being developed by Harsco and Stern Stewart jointly. This chart graphically portrays some of
the ways in which EVA improvement can be mustered. It is used daily and guides the EVA focused decision-making of
Harsco managers and employees worldwide.

CONCLUSION

The continuing growth at Harsco is guided by its Value-Based Management System and Economic Value Added
(EVA) is an integral part of the same. The effective performance of the company over the years has been a product ofa
completely balanced portfolio of substantial industrial services. The company is well-positioned and intends to
continue investing wisely and strategically in high-return projects and acquisitions in order to reduce its debt

Figure 3: Eva Drivers: Strategies For Improving Eva
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obligation and pay cash dividends as a means to augment shareholder value. The organization is highly captivated by
EVA based system which gets reflected in the following statement, “Our adoption of EVA has been good for Harsco
and for Harsco stockholders. EVA has instilled an enhanced global financial discipline within our operations that gives
us a single, common framework for evaluating investments and making critical business decisions, particularly
regarding our allocation of capital”, Harsco Corporation Annual Report 2006.
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