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ABSTRACT 
In this study, the relationship between economic value added & residual and income, with 
earnings quality of the companies listed in Tehran Stock Exchange has reviewed. To 
achieve this goal, this study tested 2 hypotheses and chose 78 companies among the 
companies listed in Tehran Stock Exchange for the period of 6 years (2005 to 2010). 
Pearson correlation, coefficient of determination and linear regression model was used for 
statistical analysis of data and test research hypotheses. The results of the statistical 
analysis of research hypotheses represent a significant relationship between residual 
income and economic value added, with earnings quality. 
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INTRODUCTION 

 

 The ultimate goal of the company, maximizing the wealth of shareholders. This purpose achieved by 

maximizing the net present value of the company. Shareholders always looking for higher yields and by 

accepting risk of investing, attempted to invest in their stock. When shareholders wealth increases that 

investment rate of return is greater than expected rate of return (cost of capital). Traditional methods of 

performance evaluation such as accounting earnings, have been criticized due the lack of consideration to the 

cost of capital, a retrospective vision, lack of attention to intangible assets that are involved value creation 

process and also great ability to manipulate.(Manoochehri, 2009) 

 The residual Income is considered excess economic returns on cost of capital and represents the wealth 

created over a period of time. Therefore, when residual income generated is higher, better resource allocation is 

done. Including the the benefits of the residual income is that its input is accounting information that usually 

"easily is available and in situations that future cash flow can not be predicted is applicable.(Rahnema, 2010) 

 But residual income method with all the advantages mentioned, to evaluate the performance uses 

accounting data and it is likely that residual income resulting from the use of non-conservative accounting 

methods by management. To make decision, Investors need to information that represent The realities affecting 

the Company's financial performance. To resolve this problem, Earnings quality arose. Earnings quality is the 

ability of profits to representation and expression of honest realities affecting the Company's financial 

performance. In terms of the theoretical foundations, it is expected the companies that have more residual 

income and create more economic value added, Have higher earnings quality. Because value creation in two 

ways increases shareholder wealth. The increase in stock price and another increase in dividend. Increase in 

dividend achieved by increasing in earnings quality. On the other hand amount and accuracy of information can 

affect the cost of capital. Quality of data and information asymmetry lead to a more coordinated management 

and investors in relation to investment decisions. On the contrary, when the information asymmetry between 

managers and investors increased, Investors due to take greater risks, demand a higher cost of capital. Including 

the critical information on investors' decisions is profitsand its quality. Generally when the quality and accuracy 

of information increases, cost of capital reduced and reducing the cost of capital will lead to increase the 

residual income. (Manoochehri, 2009) 
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Methods: 

 This is a descriptive study and methods used in this study is a correlation. 

 

Residual Income: 

 Investors for investment faced the the problem of budget constraintsand can notinvest in all profitable 

projects.Rank up the investment projects based on NPV will led to the choice of investment portfoliowith the 

highest net present value. This problem canbe resolved by identifying residual income as a criterion for 

performance evaluation.Because the present value of residual income over the life of the project can be 

considered equivalent to NPV.(mohnen, 2003) 

RI = NI – capital charge 

RI =Residual income 

NI = Net income 

 Capital charge = WACC × Total invested capital 

 When the residual income is positive, the company has earned a profit more than cost of capital.(Roohi, 

2004) 

 

Economic Value Added: 

 Economic Value Added is Residual income from the net operating assets, simply called EVA and 

calculated as follows: 

EVA = NOPAT- capital charge 

NOPAT = Operating income after tax 

 Improvement in Economic Value Added is meant to increase shareholder wealth.(Rahnema, 2008) 

 

Earnings Quality: 

 Although the concept of earnings quality has been widely described, But there is not still consensus on the 

definition and measurement of it and it has become a concept that its understanding is very difficult.(Katsuo, 

2008) 

 Reported earnings is characterized by two series. First, the characteristics of fundamental profits and 

second, the characteristics of the financial reporting.fundamental profits are measure of profitability accounting 

that show the company's ability to create cash profits futurewhich will be paid in the future.(Yee, 2006) 

 Therefore,Earnings quality is the ability of profit in representation and express sincere  realities affecting 

the company's financial performance. 

 Cash manipulation is less than the operating profit. Therefore, it can be an indicator for measuring Earnings 

quality. In this way, the evaluation of Earnings qualityis doneby using the ratio of the same name whereby cash 

flow from operations compared with operating profit and is calculated as follows: 

Earnings quality= Cash flow from operations ÷ Operating profits 

 The purpose of calculating this ratio is the study of the difference between cash flows and 

reported earnings. (Rahnema, 2008) 

 

Discussion and Conclusion: 

The first hypothesis testing: 

 The purpose of the testing this hypothesisis whether the quality of corporate profitsaffected by the Residual 

income (optimal allocation of resources) and by increasing the Residual income does earnings quality also 

increased? 

 
Table 1: Results of theThe first hypothesis significance test regression model. 

Model Sum of Squares df Mean Square F Sig. 

1 Regression 24416.042 1 24416.042 700.159 .000 

Residual 27130.533 778 34.872   

Total 51546.576 779    

 

Since the error is consideredis5% and Table 1Sig it is less,The regression equation is significant. 

 
Table 2: The results of significance test of the first model coefficients. 

Model Unstandardized Coefficients Standardized Coefficients t Sig. 

B Std. Error Beta 

1 (Constant) -1.601 .229  -6.980 .000 

X1 .458 .017 .688 26.461 .000 

 

 

 As shown in Table 3,Sig of the column independent variable x1Less than 5% error that is considered by the 

researcher.The coefficients of this variable is significant for the model. 
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 Positive slope of the line shows a significant and positive correlation between the earnings quality 

andresidual income.Regression lineis fitting as follows: 

Y1 = -1.601+.0458X2 

 Because of the slope of the regression equation is positiveit can be concluded that Residual income 

increasing, increase the earnings quality.According to Table 3per unit changes in Residualincome,caused to 

68.8% change in the earnings quality. 
 

Table 3: Correlation coefficient and coefficient of determination of the first model. 

Model R R Square Adjusted R Square Std. Error of the 

Estimate 

Durbin-Watson 

1 .688 .474 .473 5.905 1.537 

 

 As is evident in Figure 3,The correlation coefficients and coefficients of determination for the first 

modelare .688and .474.This means that 47.4% of changes in the dependent variable (earnings quality) is 

explained by the regression line. 

 

The second hypothesis testing: 

 The purpose of the testing this hypothesis is whether the quality of earnings affected by Economic Value 

Added (Operationalresidual income) and by increasing the Economic Value Added, does earnings quality also 

increased?  
 

Table 4: Results of theThe second hypothesis significance test regression model. 

Model Model Sum of Squares df Mean Square F 

1 Regression 39926.761 1 39926.761 2673.280 .000 

Residual 11619.814 778 14.935   

Total 51546.576 779    

 

 Since the error is consideredis 5% and Table 4Sig it is less, The regression equation is significant. 
 
Table 5: The results of significance test of the second model coefficients. 

Model Unstandardized Coefficients Standardized Coefficients t Sig. 

B Std. Error Beta 

1 (Constant) -1.429 .145  -9.876 .000 

X2 .545 .011 .880 51.704 .000 

 

 As shown in Table 5, Sig of the column independent variable x1Less than 5% error that is considered by the 

researcher. The coefficients of this variable is significant for the model. Positive slope of the line shows a 

significant and positive correlation between theearnings qualityandEconomic Value Added. Regression lineis 

fitting as follows: 

Y1 = -1.429+.0545X2 

 Because of the slope of the regression equation is positive it can be concluded that Economic Value Added 

increasing, increase the earnings quality. According to Table 5 per unit changes in Economic Value Added, 

caused to 88% change in the earnings quality. 
 

Table 6: Correlation coefficient and coefficient of determination of the second model. 

Model R R Square Adjusted R Square Std. Error of the 

Estimate 

Durbin-Watson 

1 .880 .775 .774 3.864 1.507 

 

 As is evident in Figure 6, The correlation coefficients and coefficients of determination for the first model 

are .880and .775This means that 77.5% of changes in the dependent variable (earnings quality) is explained by 

the regression line. 

 Due to the significant and positive relationship between residual income and earnings quality,to investors is 

recommended that use residual incomeinformation as a criterion for evaluation of investmentand invest in 

stocks with highest percentage of the residual income. 

 Also due to the significant and positive relationship betweenEconomic Value Added(Operational residual 

income) and earningsquality,to investors is recommended that use Economic Value Added(Operational residual 

income)information as a criterion for evaluationof investment and invest in stocks with highest percentage of the 

residual income. 

 By comparing the results of the first hypothesis testwith the second hypothesis test results, it will be 

specified the index is based on operating profit (Economic Value Added) compared with the indexbased on net 

profit (residual income) has more strongrelationship with arningsquality.Therefore, it is recommended that 

investors for evaluation of companies,preferred the use ofindicatorsbased on operating profit compared to 

indicators-based net profit.  
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