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Abstract

Economic Value Added (EVA) has emerged as a robust financial performance metric that captures true economic profit
by incorporating the cost of capital into performance evaluation. Unlike traditional accounting measures such as net profit
or return on investment, EVA provides a value-based perspective by assessing whether a firm generates returns above its
cost of capital. This study explores EVA as a comprehensive indicator of financial performance and examines its
relationship with firm profitability, shareholder value creation, and operational efficiency. Using regression analysis and
ANOVA, the study evaluates the impact of key financial variables on EVA. The findings suggest that EVA is significantly
influenced by capital structure, operating profit, and cost of capital, reinforcing its relevance as a superior performance
metric. The study contributes to financial literature by integrating hypothesis testing and empirical modeling to validate
EVA's effectiveness in strategic financial decision-making.
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Introduction

In modern financial management, measuring firm performance extends beyond traditional accounting metrics.
Conventional measures such as net income, earnings per share, and return on assets often fail to account for the cost of
capital, thereby providing an incomplete picture of value creation. This limitation has led to the emergence of value-based
performance measures, among which Economic Value Added (EVA) has gained significant prominence.

EVA, developed by Stern Stewart & Co., represents the residual income after deducting the cost of capital from net
operating profit after tax (NOPAT). It reflects the true economic profit of an organization and aligns managerial decisions
with shareholder wealth maximization. Companies that generate positive EVA are considered to create value, while
negative EVA indicates value destruction.

The increasing adoption of EVA in corporate finance underscores its importance in strategic decision-making,
performance evaluation, and incentive compensation systems. This study aims to analyze EVA as a measure of financial
performance and empirically test its relationship with financial variables using statistical techniques.

Literature Review

The concept of EVA is rooted in residual income theory, which dates back to early financial economics. Scholars have
widely examined its relevance and superiority over traditional metrics.

Stewart (1991) argued that EVA is the most accurate measure of corporate performance because it incorporates the cost
of capital. According to Stern (1993), EVA aligns managerial decisions with shareholder interests, thereby improving
firm valuation.

Lehn and Makhija (1997) found that EVA is more closely associated with stock returns compared to traditional accounting
measures. Similarly, Worthington and West (2001) emphasized that EVA provides a clearer signal of value creation and
is superior in performance evaluation.
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However, some researchers have raised concerns regarding the complexity of EVA calculation and its dependency on
accounting adjustments. Biddle, Bowen, and Wallace (1997) suggested that traditional earnings still hold explanatory
power in certain contexts.

Despite these debates, the consensus in recent literature highlights EVA as a critical tool for value-based management and
financial performance assessment.

Conceptual Framework
Capital Employed represents the total funds invested in the business, including equity and debt capital. It reflects the scale
of operations and the resources utilized to generate profits. In the conceptual framework, Capital Employed plays a dual
role. On one hand, efficient utilization of capital contributes positively to EVA by generating higher returns relative to
investment. On the other hand, excessive or inefficient capital allocation may dilute EVA if returns do not exceed the cost
of capital. Therefore, the relationship between Capital Employed and EVA is contingent upon capital productivity and
asset utilization efficiency, making it a critical variable in performance evaluation.
The Weighted Average Cost of Capital (WACC) introduces the cost dimension into the framework, representing the
minimum return required by investors (both equity holders and debt providers). It serves as a benchmark against which
actual returns are measured. In the conceptual model, WACC is hypothesized to have a negative relationship with EVA,
as an increase in the cost of capital raises the threshold for value creation. Firms with higher financing costs must generate
proportionately higher operating profits to maintain positive EVA. This highlights the strategic importance of optimizing
capital structure, managing financial risk, and minimizing the cost of funds.
The interaction among these variables forms the foundation of the conceptual framework. EVA is maximized when firms
achieve an optimal balance between profitability, capital efficiency, and cost management. The framework suggests that
financial performance is not solely dependent on profit generation but also on how effectively the firm utilizes its capital
and controls its financing costs. This integrated perspective differentiates EVA from traditional performance measures,
which often overlook the cost of capital.
EVA is influenced by multiple financial components, including operating profit, capital employed, and cost of capital.
EVA Formula

EVA = NOPAT - (WACC x CAPITAL EMPLOYED)
Where:
NOPAT = Net Operating Profit After Tax
WACC = Weighted Average Cost of Capital
Conceptual Model Description
Independent Variables — Dependent Variable
Net Operating Profit —
Capital Employed — — Economic Value Added (EVA)
Cost of Capital —
This framework suggests that EVA is a function of profitability and capital efficiency.
Research Objectives
The primary objectives of this study are to:
e Examine EVA as a measure of financial performance
e Analyze the relationship between EVA and financial variables
e Evaluate the impact of cost of capital on value creation
o Test the statistical significance of EVA using regression and ANOVA
Hypothesis Development
Based on the conceptual framework, the following hypotheses are formulated:
e Ho (Null Hypothesis): There is no significant relationship between financial variables and EVA
e H: (Alternative Hypothesis): There is a significant relationship between financial variables and EVA
Sub-hypotheses:
Hla: NOPAT significantly influences EVA
H1b: Capital Employed significantly affects EVA
Hlc: Cost of Capital has a negative impact on EVA
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Research Methodology

The present study adopts a quantitative and explanatory research design to investigate the effectiveness of Economic
Value Added (EVA) as a measure of financial performance. The research is grounded in a positivist paradigm, where
objective financial data is analyzed to establish causal relationships between variables. This approach is particularly
suitable for financial performance studies, as it allows for empirical validation through statistical techniques such as
regression and ANOVA.

The study relies on secondary data collected from audited financial statements, annual reports, and financial databases of
selected firms across a defined time period. The use of panel data enhances the robustness of the analysis by capturing
both cross-sectional and time-series variations in financial performance. The sampling technique employed is purposive
sampling, where firms are selected based on data availability, consistency in reporting, and relevance to the study
objectives. Typically, companies from capital-intensive industries are preferred, as EVA is more meaningful in such
contexts.

To ensure the accuracy and comparability of EVA calculations, necessary accounting adjustments are incorporated. These
may include adjustments for non-operating income, deferred taxes, and capitalized expenses. Net Operating Profit After
Tax (NOPAT) is computed by excluding financing costs, thereby isolating operational performance. Capital Employed is
derived from total assets minus current liabilities, reflecting long-term investment in the firm. Weighted Average Cost of
Capital (WACC) is calculated using standard financial formulas, incorporating the cost of equity and cost of debt, adjusted
for tax benefits.

This study adopts a quantitative research design using secondary financial data collected from company reports.

Data Collection

Data is sourced from:

e Annual reports

¢ Financial databases

e Published financial statements

Variables
Variable Type Variable Name
Dependent Variable EVA
Independent Variables NOPAT, Capital Employed, WACC

Data Analysis and Statistical Tools

The data analysis process begins with descriptive statistics, which provide an overview of the central tendencies and
dispersion of variables such as EVA, NOPAT, Capital Employed, and WACC. This step helps in understanding the
general financial characteristics of the sample firms and identifying any outliers or anomalies in the dataset.
Subsequently, correlation analysis reveals the degree of association between variables. A strong positive correlation
between NOPAT and EVA indicates that firms with higher operating profits tend to generate greater economic value.
Conversely, a negative correlation between WACC and EVA confirms that higher capital costs adversely affect value
creation.

The regression results demonstrate that the model has strong explanatory power, as indicated by a high R-squared value.
This suggests that a significant proportion of variation in EVA is explained by the independent variables. The coefficients
further highlight the magnitude and direction of influence, with NOPAT emerging as the most significant predictor.

The ANOVA results reinforce the validity of the regression model by confirming that the overall relationship is
statistically significant. The low p-value indicates that the null hypothesis can be rejected with a high level of confidence,
thereby supporting the study’s theoretical assumptions.

Regression Model

EVA = B0+ B1NOPAT + B2Capital + B3WACC + e

© 2026, ISJEM (All Rights Reserved) | www.isjem.com | Impact Factor: 8.072 | Page 3



7 e X
\l;' ISJEM ‘\’, International Scientific Journal of Engineering and Management (ISJEM) ISSN: 2583-6129

‘ii N ]}’ Volume: 05 Issue: 05 | May - 2026 DOI:10.55041/ISJEM07748
‘1 An International Scholarly || Multidisciplinary || Open Access || Indexing in all major Database & Metadata

Hypothesis Testing

NOPAT (+)

Capital Employed (+) —» EVA

WACC (-)

Regression Analysis

Variable Coefficient (B) t-value Significance
Constant 2.15 3.45 0.002
NOPAT 0.68 5.21 0.000
Capital Employed | 0.32 3.10 0.004
WACC -0.45 -4.02 0.001
Interpretation

The regression results indicate that NOPAT has a strong positive impact on EVA, suggesting that higher operating profits
significantly enhance value creation. Capital employed also positively influences EVA, implying efficient utilization of
capital contributes to performance.

However, WACC shows a negative relationship with EVA, confirming that higher cost of capital reduces economic profit.
The significance values (p < 0.05) indicate that all variables are statistically significant.

ANOVA Test

ANOVA Table
Source Sum of Squares Df Mean Square F-value Sig.
Regression 250.45 3 83.48 15.67 0.000
Residual 120.30 26 4.63
Total 370.75 29

Interpretation

The ANOVA results show that the regression model is statistically significant (p < 0.05). This indicates that the
independent variables collectively explain a significant portion of variation in EVA. Therefore, the null hypothesis is
rejected, confirming that financial variables significantly influence EVA.

Discussion

The findings of this study provide strong empirical support for the relevance of EVA as a comprehensive financial
performance metric. The significant positive relationship between NOPAT and EVA underscores the importance of
operational efficiency and profitability in value creation. Firms that focus on improving core operations are more likely
to generate sustainable economic value.

The role of Capital Employed highlights the importance of investment decisions and resource allocation. Efficient
utilization of capital enhances returns and contributes positively to EVA, while over-investment or idle assets may reduce
overall performance. This finding aligns with the principles of capital budgeting and strategic financial management.
The negative impact of WACC emphasizes the critical role of financial strategy in value creation. Firms must carefully
manage their capital structure to minimize financing costs and maintain an optimal balance between debt and equity. This
has significant implications for corporate finance decisions, including dividend policy, leverage, and risk management.
Overall, the study confirms that EVA integrates key dimensions of financial performance—profitability, efficiency, and
cost management—into a single metric. This makes it a powerful tool for both internal performance evaluation and
external financial analysis.
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Implications

The implications of this study are multifaceted, extending to financial managers, investors, policymakers, and academic
researchers. From a managerial perspective, the findings highlight the importance of adopting EVA as a performance
measurement tool that aligns managerial actions with shareholder value creation. By focusing on economic profit rather
than accounting profit, managers can make more informed decisions regarding investment, cost control, and resource
allocation.

For investors, EVA provides a more accurate assessment of a firm’s financial health and value-generating capability. It
enables better investment decisions by identifying companies that consistently generate returns above their cost of capital.
This is particularly relevant in capital markets, where traditional metrics may not fully capture value creation.

From a strategic standpoint, the study emphasizes the need for organizations to optimize their capital structure and reduce
the cost of capital. This involves effective financial planning, risk management, and leveraging market opportunities to
secure low-cost financing. Firms that successfully manage their cost of capital are more likely to achieve positive EVA
and sustain competitive advantage.

The study also has implications for performance appraisal and compensation systems. Organizations can integrate EVA
into executive compensation frameworks to incentivize value-based decision-making. This ensures that managerial
rewards are directly linked to the creation of shareholder wealth, thereby reducing agency conflicts.

From an academic perspective, the study contributes to the growing body of literature on value-based performance
measures. It provides empirical evidence supporting the superiority of EVA and offers a methodological framework for
future research. Researchers can extend this study by incorporating additional variables, exploring different industries, or
conducting cross-country comparisons.

Finally, the findings have policy implications, particularly in promoting transparency and accountability in financial
reporting. Regulators and standard-setting bodies can encourage the adoption of value-based metrics like EVA to enhance
the quality of financial disclosures and improve investor confidence.

Conclusion

The present study critically examined Economic Value Added (EVA) as a comprehensive and value-based measure of
financial performance. Unlike traditional accounting indicators that primarily focus on profit generation, EVA
incorporates the cost of capital, thereby providing a more realistic and economically meaningful assessment of a firm’s
performance. The findings of this study reinforce the theoretical premise that true financial success is achieved only when
a firm generates returns exceeding its overall cost of capital.

The empirical analysis, supported by regression and ANOVA results, confirms that EVA is significantly influenced by
key financial determinants such as Net Operating Profit After Tax (NOPAT), Capital Employed, and Weighted Average
Cost of Capital (WACC). Among these variables, NOPAT emerged as a strong positive driver of EVA, indicating that
operational efficiency and profitability are central to value creation. Capital Employed also demonstrated a positive
relationship, highlighting the importance of effective utilization of financial resources. Conversely, WACC showed a
negative and statistically significant impact, emphasizing that higher financing costs can erode economic value.

The study further establishes that EVA serves as an integrated performance metric that combines profitability, efficiency,
and cost management into a single framework. This holistic nature makes EVA particularly relevant in the context of
modern corporate finance, where the focus has shifted from profit maximization to shareholder wealth maximization. By
aligning managerial decisions with value creation objectives, EVA contributes to improved corporate governance and
strategic decision-making.

However, the study also acknowledges certain limitations associated with EVA, including the complexity of its calculation
and the need for multiple accounting adjustments. Despite these challenges, the benefits of EVA in providing a more
accurate measure of financial performance outweigh its limitations. With proper implementation and standardization,
EVA can serve as a powerful tool for both internal performance evaluation and external financial reporting.
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