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CHAPTER I 

INTRODUCTION 

In an investment center, profit (the diffe~ence between 

revenues and expenses) is compared with the assets employed in 

generating that profit. The sum of these assets employed., or 

the investment base, must be considered in order to determine 

whether the division has earned a satisfactory return on the 

capital supplied it by investors.l 

The greater the amount of resources allocated to a 

division, the greater the amount of profits expected. to be 

earned by that division. By considering the assets employed, a 

meaningful comparison can be made of divisions or similar 

outside companies. These comparisons are helpful in deciding 

how resources should be allocated and also in determining how 

well divisional managers are performing. 

It is hoped that by relating profits to the investment 

base, the divisional manager will be motivated to maximize 

profits from the resources allocated. to him, and also to invest 

1 Robert N. Anthony and John Dearden, Management_Control 
~~§t~m§, 3rd ed., Richard D. Irwin, Homewocxi, IL, 1976, 
pp. 335-336. 
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in additional resources when such an investment will yield an 

adequate return (or disinvest when the return does not meet the 

company's cost of capital).2 

Thus, the purpose of measuring assets employed, as stated 

by Anthony and Dearden, is twofold: 

1 . to provide information that is useful in making 
decisions about assets employed and to motivate 
divisional to make sound decisions, that is, 
decisions that are in the best interests of the 
company, and 

2. to measure the performance of the division as 
an economic entity. 3 

Return on investment is one method of relating profit to 

assets employed. This study examines various authors' views on 

whether return on investment (ROI) is a viable and effective 

tool · for planning and control. The advantages and disadvan-

tages of ROI are looked at and ROI is compared with some 

appropriate alternatives. In addition, some adjustments to ROI 

will be suggested to increase its usefulness and effectiveness. 

2 Ibid., p . 336. 

3 Robert N. Anthony and John Dearden, Management_Control 
~~~t~m~. 4th ed., Richard D. Irwin, Homewood, IL, 1980, p. 277. 



CHAPTER II 

ADVANTAGES OF USING ROI 

The application of ROI as a measure of divisional 

performance is attributed specific advantages. ROI is a 

single, comprehensive figure, influenced by everything that has 

happened which affects the financial status of a division. 

This single figure gives a basis for direct comparison among 

divisions, between a division and outside companies, or for 

comparison between a division and alternatives for investment 

of funds. ROI measures how well the division manager uses the 

assets of the firm to generate profits. Ideally, the manager 

will use the assets at his disposal to the fullest and will 

acquire additional assets only when they will improve his 

investment return. Because ROI is a percentage return measure-

ment, it is consistent with how firms measure their cost of 

capital. ROI also checks automatically on the accuracy of 

capital investment proposals. If an approved project earns less 

than that shown in a capital investment proposal, the divi­

sion's rate of return w1ll decrease, showing the adverse 

3 
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result.4 ROI is commonly used, and therefore is better 

understood than other alternatives suggested by those who are 

not satisfied with using ROI as a measure of performance 

evaluation. ROI is useful for external users because they can 

calculate it from financial statement information; this is not 

true of residual income, an often suggested alternative. Firms 

focus on ROI because outsiders, especially potential investors, 

focus on it. 

Although ROI is a popular measure, many authorities 

criticize its use because of some problems encountered with 

it. 

4 John Dearden, "The Case Against ROI Control", li~~Y~!:Q.. 
Business Review, May-June 1969, p. 125. 
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CHAPTER III 

CRITICISMS AGAINST ROI 

Dearden separates the limitations inherent in the ROI 

system into two types: technical and implementation. The 

technical limitations are those that cause incongruities 

between divisional objectives and company goals, and which 

result in motivating division managers to take uneconomic 

actions. The implementation limitations often result from the 

inability to evaluate accurately the profit performance of 

division managers.5 

Technical_limitations 

One point criticized by numerous writers and listed by 

Dearden as the single most important limitation of ROI is the 

fact that ROI oversimplifies a complex decision-making proc-

ess. Dearden states: "The use of a single ratio to measure 

division performance reduces investment decision-making to a 

simple but unrealistic economic model. "6 Using the ratio, any 

change in the investment base {denominator) can be traded off 

5 Ibid, p. 126. 

6 Ibid. 

5 
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against a specific amount of profit which is determined by the 

division's objective rate of return. 

With the ROI control system, the ratio of investment to 

profits (the economic tradeoff) is constant throughout the 

division. It is the same for all assets, at all times, while 

the objective remains the same. The ratio also remains the 

same for adding additional investments and for r~ducing the 

value of investments currently on the books. While the ratio 

or tradeoff is constant throughout a single division, it will 

differ among divisions whose profit objectives differ. Thus, 

inventories in one division can have a different carrying 

charge than identical inventories in another division with 

another profit objective. 

Under the ROI system, each division has an ROI objective; 

as a result, a division manager will not be likely to propose a 

capital investment unless it is expected to earn a return at 

least as high as his objective. While a division with an 

objective of 6% will be willing to invest in any project 

expected to earn more than that rate, another division with an 

objective of 20% would not be willing to invest unless the 

return was expected to meet this objective. Divisional profit 

objectives will vary from the company's cutoff rate for capital 

expenditures, which can cause inconsistent capital investment 

actions. 

The ROI system requires that the same rate of return be 
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earned by different types of fixed assets. 

example to illustrate this: 

Dearden gives an 

A general purpose warehouse that can be leased 
fairly inexpensively must earn the same return as 
special-purpose equipment that may be subject to 
considerable potential obsolescence. This means 
that divisions with high profit objectives will 
maximize their investment returns by leasing as 
much of their assets as possible. Conversely, 
divisions with low profit objectives might improve 
their returns by purchasing the same type of 
equipment that the other divisions are leasing.7 

I~lementation_constraints 

Dearden lists three problems that may occur in implemen­

ting an ROI system. First, it can be very difficult to set 

equitable annual profit objectives, i.e., to decide on an 

appropriate rate of return for a particular year for a particu-

lar division. The effectiveness of the entire system depends 

on equitable goals. Performance should not be evaluated against 

a less than equitable objective. 

A second problem is that accounting profit can be a poor 

measure of performance. Projects that have been implemented 

which will affect future performance will often not be reflec­

ted in current results of operations. 

A third problem Dearden mentions is that it is often 

unclear what factors cause deviation from a profit objective. 

Even though an objective was fair at the start of the period, 

use of the same objective at the end of the period may 

no longer be an equitable basis for performance evaluation. 

7 Ibid., p. 127. 
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Dearden feels that because of the problems just men­

tioned, ~OI systems do not accomplish their main objective. 

Rather, they encourage managers to act contrary to the overall 

interests of the company.8 

L.A. Gordon brings up some areas that he believes are 

limitations of ROI systems, which should be considered when 

using this measure. He begins with the fact that ROI is a 

single period evaluation. It is based on information from one 

period, with no consideration of earlier or later events. For 

projects that take a few years before starting to generate 

substantial profits, the early years would probably show an ROI 

quite low in relation to profit objectives. The computation of 

an average ROI for several periods would offset this problem to 

a degree, but not completely.9 

ROI is derived from the accounting system and according 

to generally accepted accounting principles . As a result, 

accounting values are in use rather than economic values of 

assets, income, etc . The ROI measure is therefore affected by 

the limitations of accounting information, such as the arbi­

trariness of accrual accounting, the lack of relevance in using 

historical cost, and other imperfections of accounting system. 

Gordon reminds managers that maximizing the firm's ROI is 

not synonymous with maximizing accounting or economic income. 

8 Ibid., p . 132. 

9 Lawrence A. Gordon, "The Return On Investment and the 
Cost of Capital", M~n~g~m~nt_~QQQ~nting, February 1976, p . 40. 
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Therefore, he warns against too much concern with maximiza­

tion of ROI at the risk of overlooking some potentially good 

investment opportunities. In the evaluation of projects, 

Gordon feels expected. internal rate of return (IRR) should be 

compared. with actual IRR, and expected cash flows should be 

compared to actual cash flows, QQt actual· ROI. He states: 

Ideally, the accounting information system 
should be modified so that the true economic events 
are recorded., thereby eliminating the differences 
between the accounting ROI and the IRR. Thus, the 
major benefit derived from calculating a firm's 
return on investment must come from its usefulness 
as a surrogate for the firm's internal rate of 
return, since the latter can be compared with the 
firm's cost of capital.10 

Regarding ROI and its use as a performance evaluator, 

Henderson and Dearden state: 

It is our conviction that ROI for divisional 
performance evaluation can be so misleading that it 
is destructive. It provides information that 
logically leads to incorrect decisions. It 
motivates division managers to take actions 
contrary to the best interests of the company. And 
it provides top management with misleading informa­
tion about divisional performance. ROI fails in 
these ways because it uses profit centers which 
cannot really be profit centers, transfer prices 
which are not really prices and investment bases 
which are not in fact relevant.11 

Henderson and Dearden stress the fact that the components 

of the ROI fraction, net profit and investment, are the results 

of accounting data and, as such, are too arbitrary to justify 

10 Ibid. 

11 Bruce D. Henderson and John Dearden,"New System for 
Divisional Control", Barvard_Business_Reyj,~~. September 1966, 
p. 144. 

11 
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10 

their use in measuring performance. Accounting net profit can 

be significantly affected by the method of depreciation used, 

by the estimated life of an investment, and by whether an 

expenditure is capitalized or expensed, as well as by many 

other accounting alternatives. Over the long term, these 

differences will cancel out; but over shorter time periods, a 

comparison of two managers with identical performances could 

result in considerable differences. While accountants are 

aware of the arbitrariness in their field, and must work around 

this weak condition, it is a mistake to use such an arbitrary 

figure for evaluating management performance when better 

information is available. 

Regarding the investment base in ROI, Henderson and 

Dearden summarize the problems into two points. First, 

arbitrariness results because some expenditures that have 

residual values beyond the accounting period are expensed 

rather than capitalized. Secondly, the amount of investment 

normally has no relation to the present economic usefulness and 

value of the assets included. Rather, the investment amount is 

the net result of many decisions by various people over a 

period of time . 

Because of the arbitrariness, the inclusion of sunk cost 

allocation, and the tendency for managers to be motivated to 

optimize divisional profits at the possible detriment of the 

I 
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company as a whole, Henderson and Dearden feel another measure 

should be used instead of ROI.12 

Stanley Henrici states that ROI is meaningless and 

irrelevant. · Because of its lack of a single, clear definition, 

it doesn't say the same thing to all who hear it. Both the 

words "return" and "investment" (the numerator and the denomi­

nator of the ROI ratio) have a variety of defini·l;ions, which 

leave openings for misunderstandings and errors. The setting 

of an ROI objective based on irrelevant book values has often 

resulted in the downfall of a good manager who hopelessly tried 

to meet unrealistic expectations, and the disposal or closing 

down of an income-producing operating plant with a lower ROI 

than the objective set for it.13 

Bierman and Haas claim that setting an ROI goal too high 

can cause negative results, such as lower profits, because of 

increased costs, loss of market share, technical obsolescence, 

a decrease in the earnings growth rate, or a decrease in the 

price of common stock. Conservatism in business decisions may 

result in additional risk to the firm and smaller profits. 

Management's failure to undertake reasonable investments 

because of a high hurdle rate can result in a decreased ROI of 

the firm's current long-lived assets, thereby increasing the 

overall risk of the firm. Use of a high hurdle rate tends to 

12 Ibid. , p. 149. 

13 Stanley B. Henrici, "The Perversity, Peril and Pathos 
of ROI", E~nancial_Analysts _Journal, September/October 1983, 
pp. 79 - 80. 
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restrict investment and prevent investment in cost-saving 

equipment.14 

Paul Tse states: 

Basic flaws in using any profit measure as an 
indication of performance exist. A major weak­
ness, for example, is accounting imperfections 
which use accounting returns as a proxy for 
economic value. This surrogate is far from being 
adequate because historical cost bears little 
semblance to future costs. Also, the accrual 
method of accounting leads to a significant degree 
of artitrariness. Equally important, any measure­
ment of profits is necessarily unidimensional and 
assumes profit-mazimization as a sole objective, 
both in the short as well as long run.15 

Authorities on ROI and other methods of performance 

evaluation give much attention to the area of valuing the 

investment base {the denominator of the ROI ratio), and the 

problems that arise with the various valuation methods. 

In view of this fact, the next chapter focuses on the area of 

valuation of assets in the investment base . 

14 Harold Bierman, Jr., and Jerome E. Haas, "Are High 
Cut-off Rates a Fallacy?" , Financial Executive, June 1973, 
pp. 89-91. 

15 Paul S. Tse, "Evaluating Performance in Multination­
als", Management Accounting, June 1979, p. 23. 



CHAPTER IV 

VALUING ASSETS IN THE INVESTMENT BASE 

To derive an ROI measure that is meaningful and effective 

as a tool for performance evaluation, it is essential that 

the asset base {denominator) includes the appropriate data. 

Stafford gives two criteria which the asset base must meet: 

1. The assets included in the asset base should be only 

those over which the individual manager has control. A 

manager should not be held responsible for the behavior of 

variables over which he has no control. 

2. The asset base used should motivate and encourage indi­

viduals to act in the best interests of the company as a 

whole.16 

Stafford states: "In appraising management performance 

we are concerned with the use which management makes of the 

total resources over which it has control. "17 He feels that 

the use of equity funds rather than an asset base would result 

in appraising management on only part of the total resources at 

16 Victor J. Stafford, "Asset Base for Performance 
Evaluation", Management_Accounting, February 1968, p . 21. 

17 Ibid. 

13 
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a company's disposal if the company is leveraged; thus, an 

asset base is preferable to an equity base. 

Stafford explains that the objective is to appraise 

management performance, rather than the company's performance. 

In this regard, he states that: "Management should be held 

accountable for the total controllable assets at its disposal 

less any non-interest bearing liabilities."18 By using the 

asset base as defined, Stafford feels the resources at manage­

ment's disposal are properly reflected. In addition, managers 

are motivated to act in the best interests of the company. 

Regarding the inclusion of assets used to determine an 

ROI measure, there is much disagreement as to which assets 

should be included, at what point in time they should be 

valued, -and bow they should be valued. Stafford lists certain 

current assets that he feels should be included in the asset 

base. An average of asset balances, rather than the value of 

assets at one point in time, should be used in the computation 

of an asset base. 

As for the inventory valuation, Stafford chooses valua­

tion at standard direct cost, and on a FIFO basis, as the most 

fitting. By using a standard direct cost, period costs are 

charged to the period in which they are incurred. This choice 

of valuation methods recognizes income at the point of sale, 

rather than the point of production, which more accurately 

reflects management performance. This method would also 

18 Ibid., p. 22. 
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discourage management from building up excessive inventories 

when this activity would not be in the best interests of the 

company. The use of absorption costing or actual costs rather 

than standard direct costs causes fixed costs to be allocated 

over the number of units produced in a period, thus allowing 

variation in the cost of an identical unit produced during 

different time periods. This would allow and ~DQQY~~~ the 

buildup of inventories whether or not in the best interests of 

the company. 

Stafford chose FIFO over LIFO because FIFO gives a more 

realistic estimate of the amount of money invested in inventory 

and minimizes the effect of price level changes on profits. 

FIFO more closely approximates the current cost of replacing 

inventory items than does LIFO. 

The fixed assets included 1n the asset base can be valued 

in a number of ways. Stafford feels that the criterion 

selected for valuing fixed assets should cause decentral­

ized management, acting in its own interests, also to always 

act in the best interests of the company as a whole . 19 

The most common alternatives used for valuing fixed 

assets include valuation at gross book value, net book value, 

and market value. Stafford prefers use of market value, 

because it motivates managers, in all cases, to make deci-

sions in the best interests of the company. This choice yields 

an asset base consisting of current dollars and, according to 

19 Ibid. 
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Stafford, provides a more correct basis for interdivisional 

comparisons by having a built-in mechanism for making adjust­

ments for price-level changes. Although the market valuation 

is criticized for giving the erroneous impression that manage­

ment becomes more efficient as yearly depreciation charges 

reduce the asset base, Stafford says market value is the least 

inadequate alternative because it does not ~ngQ~~~g~ decen­

tralized management to make investment and replacement 

decisions that are not in the company's best interests. The 

cost of determining market values is a problem with this 

method of valuation, since these values are not immediately 

accessible from the accounting records; but those who advocate 

market value argue that even a good guess of market values 

would produce better results than would be derived from the 

other evaluation methods. Stafford states that the only viable 

alternative to valuing fixed assets at market value is to use 

gross book value; however, he feels this is only appropriate 

where the manager being evaluated does not have the final 

authority for acquisition and disposal of fixed assets. In 

this case, the possibility of disposing of assets when not 

in the company's best interests is eliminated.20 

Dearden feels that some method other than gross or 

net book value should be used. He supports some amount based 

on economic value. For example, theoretically, the present 

value of the future cash flows that will be generated by a 

20 Ibid., p. 23. 
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group of assets would be acceptable. However, Dearden admits 

he has not discovered a way to satisfactorily implement this 

suggestion because of a number of drawbacks relating to the 

practical implementation of the concept.21 

Net book value is the most common basis used to include 

fixed assets in the ROI computation, according to a study by 

Maurie! and Anthony.22 Net book value, or gross book value 

minus accumulated depreciation, causes the investment amount to 

be reduced by the undepreciated amount when an asset is 

scrapped. When a fixed asset is replaced using net book value, 

the investment base increases by the cost of the new asset less~ 

the salvage value of the old. Under this method, a division's 

ROI cannot be improved merely by disposing of fixed assets. As 

Dearden states: 

(There) is a reasonable degree of goal 
congruence between the division and the company 
with respect to the retirement and the replacement 
of fixed assets if the assets are included in the 
investment base at net book value . 23 

A problem does arise using net book value because, as an 

asset ages, the investment base is automatically reduced as a 

result of depreciation. The rate of return will therefore 

increase simply by the passage of time. This effect is 

significantly increased by the use of accelerated depreciation 

21 Dearden, pp. 133-134. 

22 John J. Mauriel and Robert N. Anthony, "Misevaluation 
of Investment Center Performance", B~t!:Y~rd_Business_Review, 
March/April 1966, p. 98. 

23 De arden, p. 125 . 
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methcxl.s. In the early years of an asset's life, depreciation 

is high, and the return on investment is low. As the asset 

becomes older, depreciation decreases and returns become 

higher; therefore, the net book value method discourages new 

investments, which reduce a division's ROI in the short run. 

Stafford agrees that the use of net assets will encourage 

wrong decisions in the replacement of assets by motivating a 

manager, against the best interests of the firm, to hold on to 

old assets instead of replacing them with new assets that may 

have more earning power.24 

According to Mauriel and Anthony, gross book value of 

assets is the second most common methcxl. used to include 

assets in the investment base.25 

The gross book value methcxl. is considered unsatisfactory 

by many authors because it makes manipulation of the ROI 

measure possible . This methcxl. includes an asset in the 

investment base at the original cost of the asset. Depending 

on the methcxl. of depreciation used, when an asset is scrapped. 

or disposed of, there may be no loss recognized, or a smaller 

loss than under other depreciation methcxl.s. Thus, a manager 

may increase his ROI by scrapping an asset that is still 

useful, but is not contributing profits at a rate that meets 

the division's objective. 

24 Stafford, p. 23. 

25 Mauriel and Anthony, p. 98 . 
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Nigam gives support to the use of gross value of assets, 

without allowing for any depreciation . This valuation method 

eliminates distortions that would arise from use of different 

depreciation methods. It also eliminates distortions caused 

when earnings are related to an ever-decreasing investment and 

distortions resulting from persistent inflation, which causes 

the purchase price of assets to rise. This investment base is 

often considered the only "stable and uniformly compiled" 

base. 26 

Nigam considers use of gross value of assets inadequate 

as an investment base. He states that: 

(Its) failure to provide for depreciation on some 
method will result in a declining rate of return as 
the investment base in respect to a set of assets 
will stand unchanged . While its point as a hedge 
against inflation is to be commended, acquisition 
cost of assets is hardly a satisfactory basis on 
which to account for inflation.27 

Nigam indicates that restricting the definition of the 

investment base by traditional accounting methods will not 

yield a satisfactory result. He states that: "Unless the 

assets are expressed at up-to-date prices and capital is 

maintained in real terms, a valid and practically significant 

ROI cannot be calculated. "28 

26 B. M. Lall Nigam, "Enhancing the ROI Credibility: Some 
Theoretical Underpinnings", Cost_and_Managemgnt, July-August 
1981, p. 41. 

27 Ibid. 

28 Ibid., p. 42. 
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The question remains of bow to derive a value for fixed 

assets. Current buying prices or replacement costs of assets 

present a meaningful basis on which to determine income and 

financial position. When prices are available for identical 

assets, there is no problem. When prices for identical assets 

are not available, prices of near-substitutes are used. As a 

last resort, indices are used, resulting in educated. guesses 

and estimates. 

Nigam is of the opinion that the replacement cost-based 

accounting system fails to be either relevant or objective. He 

explains: 

Apart from the questionable methods of finding 
replacement prices, mathematical solecism in the 
addition exercise, and the fallacy underlying the 
repeated assumption that the firm should build up 
funds to replace in the future the plant and 
properties currently being employed, the theory 
raises the basic definitional problem of income and 
wealth.29 

According to Nigam, from an economics viewpoint, even 

assets valued at replacement cost will not give a measure of 

wealth (defined as a stock of purchasing power available for 

adaptation) or a measure of earning power on that wealth. The 

only meaningful alternative is to use current cash equivalents 

(CCEs). Nigam states: "The CCEs are best evidenced by the 

market resale prices, though the two are not necessarily 

synonymous . "30 

29 Ibid. 

30 Ibid. 
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The market selling prices provide an external basis for 

measuring changes in equity, and an opportunity cost of using 

the assets. This basis is a non-accounting value, not affected 

by an entity's choice of accounting principles and procedures. 

Nigam summarizes his views with the following statement: 

In truth, income and capital, the numerator 
and denominator respectively in ROI, cannot be 
measured in any way other than through the non-mon­
etary assets being stated at their net realizable 
values at two points of time. . It is the 
application of the same principles of CCEs which 
will enable the characteristics of one firm to be 
compared with those of others. There is no other 
conceivable method of preparing accounts which can 
make the exercise of inter-firm and intra-firm 
comparison feasible either by ROI or in conjunction 
with ROI.31 

Williamson believes that use of gross assets is a more 

useful management tool than use of net assets because gross 

assets would not be affected by changes in expansion rates. He 

states: 

31 Ibid., p. 42-43. 
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Changes over time in the accounting rate of 
return based on gross assets indicate that changes 
in the average time-adjusted rate have occurred, 
whereas changes in the rate based on net assets may 
mean only that the division's expansion rate has 
changed. The rate based on gross assets is thus 
useful in making period-to-period comparisons of a 
particular segment's profitability. Because the 
accounting rate based on either gross or net assets 
will be different than the time-adjusted rate (by 
an amount dependent upon the service life of the 
assets and the time-adjusted rate), however, 
neither would be as useful as an absolute measure 
of profitability, i.e., for comparison with the 
accounting rates of dissimilar segments or with 
other interest rates.32 

Solomons comments on the problem of valuation of fixed 

assets in his book on divisional performance. He states: 

There is something inherently strange about 
the view that it is right to include fixed assets 
in a balance sheet at their depreciated value, but 
wrong to include them in a computation of capital 
at that value. The only reason for holding such a 
view is the irrational behavior of the rate of 
return on investment when fixed assets are taken at 
book value rather than cost. The proper remedy is 
to be found in the use of a compound interest 
method of depreciation, not in the abandonment of 
book value as a basis for valuing investment. If 
depreciation were handled in a theoretically 
correct manner (i.e., by the compound interest 
method) the decline in the book value of depreci­
ating assets would not of itself disturb the 
stability of the rate of return on investment.33 

It is rare to find this "theoretically correct method" of 

depreciation used in practice because it is not commonly 

understood and is more difficult to compute. 

32 Robert W. Williamson, "Measuring Divisional Profita­
bility", Management_ Accounting, January 1975, p. 42. 

33 David Solomons, Divisional Performance: Measurement 
and_Control, Richard D. Irwin, Homewood, IL, 1965, p. 135~--



CHAPTER V 

IN DEFENSE OF ROI 

Dearden made a statement indicating that although ROI as 

a tool in financial control was useful when introduced, it is 

now obsolete.34 Bierman responded to Dearden's comment with 

the following: 

There were good reasons for the introduction 
of ROI as a performance measurement device and 
these reasons still exist. And they will not go 
away in the future. . Unfortunately it is easy 
to confuse the ROI issue with difficulties that are 
only tangentially related to ROI.35 

Bierman continues by saying that ROI is ~!Qt equally 

appropriate in all situations, but there are some situations in 

which ROI can be applied to judge performance effectively. For 

example, to compute ROI, it is necessary to first come up with 

an income figure. In some cases, where an operating unit is 

not autonomous, it would be more appropriate to use cost 

minimization than profit maximization and/or maximization of 

ROI. Thus, ROI can be useful and effective in some instances 

34 Dearden, p. 124. 

35 Harold Bierman Jr . , "ROI as a measure of Managerial 
Performance", Financial_Executive, March 1973, p. 40. 
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without necessarily being appropriate in all circumstances.36 

Dearden claims that a problem with ROI is that it 

"oversimplifies a very complex decision-making process".37 

Bierman answers this point by stating that ROI stands as 

a tool to be used in performance measurement. He says some 

managers misunderstand its meaning or place too much faith in 

an ROI measure, or assume it to be more than it is, but these 

facts do not change the measure itself or its meaning. Bierman 

and other supporters of ROI do not claim it to be the ~~~tor 

the only measure of performance, but realize that it can be an 

important tool, and a very useful one. This point is strength­

ened by the following quote from Anthony and Dearden: "An 

increase in profits does not represent improved performance if 

it is accompanied by a more than proportional increase in the 

assets employed. in generating those profits".37 The necessity 

of comparing profits to assets employed is made clear by this 

statement. 

Bierman stresses the point that, in addition to being 

concerned with return on investment, management should also 

monitor the growth of assets and income in measuring the 

performance of a division. He states: 

36 Ibid. 

37 Dearden, p . 124. 

37 Anthony and Dearden, 3rd ed., p. 336. 
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The investment decision problem resulting from 
a desire to maintain a high ROI highlights the 
necessity of relying on more than one measurement 
technique, and of bringing in sufficient measures 
to restrain the impulses of persons trying to 
circumvent the control-evaluation system.38 

Reece and Cool state that authors criticizing ROI seem to 

make assumptions that are not necessarily valid. Regarding how 

ROI targets are set, authors seem to assume that an investment 

center's ROI is set at a level at least as high as current ROI, 

and then budgeted sales, profits and assets are developed 

around this target.39 

Reece and Cool believe that a more realistic order of 

these events in actual practice is to budget sales, budget 

profit,and budget assets; then, after approval of these, to 

divide budgeted profit by budgeted assets to arrive at an ROI 

target. They emphasize key approvals in the budgeting of 

profit and assets, rather than in arriving at the ROI target. 

Reece and Cool state that while they do not deny that 

conceptual weaknesses do exist, their survey indicates that the 

use of ROI has increased significantly during the very years 

its weaknesses have been publicized. They state: 

38 Bierman, p. 41. 

39 James S. Reece and William R. Cool, "Measuring Invest­
ment Center Performance", Harvard_Business_Review, May/June 
1978, p. 36. 
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We feel that designers of financial control 
systems do not intentionally design major flaws 
into these systems; therefore, ROI's conceptual 
weaknesses must not be felt to lead in practice to 
poor decisions.40 

Smyth feels that, in comparing ROI to profit margins and 

sales volumes, ROI is more useful as a performance evaluator. 

ROI defines responsibility for enterprise activities and can be 

used in evaluating the manager's performance. It points out 

product lines whose returns are below their targets, and it 

aids in determining the best use of limited funds. Smyth 

states that if ROI is used with an awareness of its limitations 

and with a clear purpose in mind, it can be a valuable tool.41 

40 Ibid., p . 36. 

41 E. Bryan Smyth, "Rate of Return as a Measure of 
Performance", The Florida_ Certified_Public AcgQYQt.rult, November 
1964, p. 17. 



CHAPTER VI 

ADJUSTMENTS TO ROI 

The ROI ratio is considered a simple, comprehensive 

measure of performance. Because it is theoretically simple, 

and no alternative ratio has been found, management continues 

to use it. In practice, the ROI ratio is not so simple. 

Leopold Schnachner states that there is no agreement in 

practice on a precise definition of terms, which is a large 

factor in the problems relating to ROI.42 

To arrive at an ROI that is meaningful and useful, 

managers must be aware of and work around some specific 

problem areas. Saksena lists a number of these areas in an 

attempt to increase awareness of them, and therefore, increase 

the effectiveness of the use of ROI as a performance measure. 

These areas fall into the categories of profit determination 

problems, investment determination problems, and general 

problems . 43 

42 Leopold Schnachner, "Return on Investment - Its Values, 
Determination and Uses", CPA_,Journal, Apri 1 1973, p. 278. 

43 Ram Saksena, "Application 
Appraisal of the Ef fectiveness of 
Divisionalized Firm", Accountant, 
p. 516. 
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Saksena believes that the application of the ROI tech­

nique for appraising the overall performance of a firm is quite 

difficult and thus, requires expert knowledge. He also 

believes that unless a tool for performance measurement is 

equitable, it will fail to be a motivator, and will result in 

negative responses from division managers. To be equitable and 

acceptable, the evaluation standards must be attainable. A 

standard that is too low will adversely affect the value of the 

firm. When a standard is set too high, divisional managers 

become frustrated because they see no possible way to achieve 

the goal . In setting the standard, relevant factors like age 

and condition of production facilities, prices of raw mate­

rials, cost of transportation, types of customers served, 

product lines, local wage structures, etc. , should be consid-

ered. In addition, the manager being evaluated should be 

involved in setting the standard, since he would be most aware 

of the operations of his division.44 

The aspect of controllability should be incorporated in 

setting an evaluation standard. The standard should be based 

only on factors that are within the control of the division 

manager. A manager often feels threatened when held accoun­

table for components of an ROI measure for which he has no 

control. 

Although complete delegation of authority is not possi­

ble, top management should balance responsibility assigned. to a 

44 Ibid. 
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division manager with the authority delegated. Because of the 

dynamic nature of management, no rule of thumb regarding 

delegation of authority can be formulated; but in appraising a 

manager's effectiveness against an ROI standard, top management 

must consider whether the divisional manager was free to make 

the decisions that resulted in the ROI measure. 

Clear divisional boundaries are very important in 

evaluating a divisional manager. Clearly defined boundaries 

make the profit performance of the divisional manager more 

meaningful . They also produce better incentives, facilitate 

supervision, and clarify development guides.45 A lack of 

clarity in these boundaries results in arbitrary separation of 

costs and revenues, and will inhibit a manager's actions 

regarding decisions about operations. 

Top management should also be conscious of the tendency 

of divisional managers to sub-optimize, or take actions that 

improve a division's profit picture while hurting the firm as a 

whole. Saksena calls this "dysfunctional behavior". This type 

of behavior is recognized as a problem of the ROI ratio by many 

authors, especially when discussing the most appropriate choice 

of valuation methods for the asset or investment base. This 

tendency becomes stronger in larger firms in which frequent 

personnel transfers occur. 

According to Saksena, top management must make adjust­

ments for time factors of projects, recognizing that some 

45 Ibid. 
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projects are good for the firm as a whole, but may take the 

division several periods to begin to show profits; evaluations 

should be based on potential as well as current profits. 

Besides the general factors mentioned above, problems are 

encountered in determining divisional profits to be used in 

computing ROI for appraisal of the effectiveness of manage-

ment. The fewer the occurrences of intercompany transfers, 

the cleaner and clearer the separation of profits between 

divisions can be. A meaningful ROI measure can only be derived 

i:f the separation of profits between divisions is rational and 

equitable. While ·designing the firm's organizational struc­

ture, this factor should be kept in mind. 

Saksena feels that because the inclusion of uncontrol­

lable variables would affect the motivational forces of the 

ROI, only the revenue and cost items controllable by the 

divisional manager should be considered when appraising a 

manager's effectiveness. The effects of inter-divisional 

transfers and transfer pricing should also be considered, 

because the revenue of the selling division and the costs of 

the buying division are affected in these transactions. 

Various methods are available and in use to determine transfer 

prices. Saksena supports the separate entity approach, because 

it allows free negotiating and bargaining between the divi­

sions, similar to unrelated entities dealing at arm's length. 

This method then results in the most meaningful and equitable 

appraisal of division managers. 
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Regarding common costs such as headquarters operating 

costs, administrative and advertising costs, Saksena suggests 

that these should be excluded. from the computation of division-

al ROI used for appraisal purposes. These company costs are 

usually allocated on an arbitrary basis and are not control­

lable by the division manager; therefore, they should not be 

subtracted from divisional revenues to arrive at ROI. 

The same principle should be applied to allocation of 

assets as is applied to allocation of costs. Only if the use 

of common assets can be traced accurately to a particular 

division should the costs be considered in evaluation of a 

division manager. The exclusion of the arbitrary allocation of 

assets results in a more sensitive and useful ROI for measuring 

managerial performance. 

Idle assets attributable to a specific division (under a 

division manager's control) should be included in the invest­

ment base. Intangible assets should also be included if they 

represent funds committed by a specific division. Amounts that 

are insignificant and difficult to allocate should be left out. 

Saksena suggests using the replacement cost method for 

investment valuation because it values assets at the cost to 

duplicate it in its present condition. He believes this to be 

the most reasonable method, assuming that a primary goal of ROI 

is to determine how efficiently and effectively a manager has 

utilized resources placed in his control. This method should 
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motivate a manager to contribute his best to maximization of 

the value of the firm.46 

Saksena summarizes his article by stating: 

The ROI technique alone cannot provide a suf­
ficient basis for financial evaluation and it must 
be supplemented by other techniques like budgetary 
control, cost control through standard costing, 
quality control, interpericxl. interdivisional and 
interfirm comparisons of a division's growth rate 
in sales, profits and market share, etc.47 

Danfy suggests that comparing the ROI of two divisions 

gives one very little information. He says that a better 

method is to use the two ratios that let one analyze where 

changes occurred. Net income divided by sales represents net 

income as a percentage of sales . Sales divided by net assets 

yields the volume of sales that is supported by one dollar of 

net assets employed, often called turnover. Danfy states: 

When sales are introduced as a component of the 
ROI, both the net income and the investment {in net 
assets) are reduced to individual ratios, which can 
then be compared with similar ratios regardless of 
size.48 

By having information on the components that make up the 

ROI, no false assumptions need be made, allowing for more 

meaningful comparison. 

An adjustment suggested by various authors to partially 

correct the inconsistency between the return shown on division 

46 Ibid., p . 519 . 

47 Ibid . 

48 Richard J. Danfy, "Analyzing the Return on Investment", 
Management_Accounting, September 1975, p. 31 . 

. I 
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profit statements and that derived from capital investment 

analysis, is to use the annuity method of depreciation. 

Under this method, the result is opposite that of accelerated. 

depreciation methods, in that the annual amount of deprecia­

tion increases with the passage of time. 

Dearden explains the effects of annuity depreciation as 

follows: 

Annuity depreciation operates on the principle 
that the rate of return is a constant percentage of 
the net book value, and that depreciation repre­
sents the return of capital. 

Consequently, in the early years, the propor­
tion of earnings required. to maintain the average 
return will be relatively high and the return of 
principal relatively low. As the book value 
decreases, the profits required to maintain the 
rate of return will decrease and the return of 
principal (the depreciation) will increase. 

Where the cash flows are even, the annuity 
method of depreciation is entirely consistent with 
the discounted. cash flow method of evaluating 
capital investment proposals. In actual business 
situations, the cash flows are practically never 
even. However, in those cases where the cash flows 
are not even, the annuity method of depreciation 
will approximate the discounted. cash flows much 
better than accelerated or straight-line deprecia­
tion. 49 

Although use of the annuity depreciation method would 

show a more accurate picture of return on investment, this 

method is seldom used. Dearden believes that management is 

reluctant to use a method to measure divisional performance 

that differs from methods used for accounting records.50 

49 Dearden, p. 131. 

50 Ibid. 
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Brouwer says that the use of net book value as an asset 

base encourages division managers to hold on to older capital 

assets and postpone new acquisitions. To correct this weakness 

in the ROI measure, he states that the use of annuity deprecia­

tion or another decelerated depreciation method would encourage 

managers to undertake profitable long-term capital investment 

projects, without the worry of a decreased measure of perfor-

mance. Brouwer states: "The annuity method matches the 

recovery of investment that is implicit in the present value 

calculation used in capital budgeting."51 The result is less 

depreciation expense in the early years of an investment when 

its value is high, and an increase in the depreciation each 

year as the asset base and the value of the investment de-

crease. This stabilizes the ROI over the asset's life. 

Brouwer mentions the fact that because a division manager 

historically stays with a particular division a short time, the 

motivation to act to enhance short-term performance is strong, 

especially since compensation is based on short-term perfor­

mance. If the manager acts to improve long-term profits, at the 

expense of short-term profits, he may never receive recognition 

for bis work; even worse, he may appear incompetent. 

Brouwer suggests that performance measurements should 

balance short term and long term financial goals of a corpora-

tion. Although ROI is an important measurement of a manager's 

51 Curt Brouwer, "Measuring the Division Manager's 
Performance", Management_Accounting, December 1984, p . 32. 
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use of capital resources and provides general insight into the 

productivity of the division, it should be used in combination 

with other measurements, making up a set that allow top 

management to emphasize the desired objectives of a given 

division. 

Brouwer lists a number of other factors that should be 

considered in evaluating a manager's performance: product 

quality, productivity (ratio of output produced to inputs 

consumed), market share, labor turnover, timely delivery, new 

product development, and manufacturing flexibility. Brouwer 

feels that, although these factors don't coincide with those 

investors use to evaluate corporate performance, it is impor­

tant to consider them in managerial performance evaluation.52 

Herbert Kierulff's article agrees with Brouwer's state­

ment. Kierulff infers that, in practice, management evalu­

ations must take into account other objectives besides ROI, as 

well as relevant constraints, externalities, and available cost 

information. To the extent these other factors have an effect, 

ROI is diminished in importance. Goals such as sales, earnings 

per share, share of the market, and other strategic considera­

tions may be conflicting. Somehow, a manager must find a 

balance among the many objectives he faces. As the number of 

objectives increases, or as one or more non- ROI objectives 

grows in importance, ROI must become less relevant. Thus, 

52 Ibid. , pp. 32- 33. 
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Kierulff's point of view is that ROI should be put in its 

proper perspective as one of several variables in the evalua­

tion process.53 

Weston presents information on the Du Pont system, which 

utilized the ROI measure as one piece of the whole system. The 

major characteristic of the Du Pont management control system 

is the measurement of financial performance in terms of return 

on investment. There is a wide degree of latitude allowed 

industrial departments in meeting their goals. As long as the 

ROI objective is met, little attention is devoted to how it was 

accomplished. Some examples of areas that can be adjusted to 

accomplish the ROI objective are: reducing costs in the short 

run; increasing sales volume or prices; and reducing the 

investment base.54 

Another characteristic of the Du Pont system is that 

performance is evaluated quarterly by comparing the ROI 

objective with the actual return on investment, and then 

analyzing the difference.55 

Weston states that many of the criticisms against ROI 

"are directed against a ~rt!tt.!Q concept of the ROI control 

system with inadequate recognition of its dynamic process 

53 Herbert E. Kierulff, "Return on Investment and the 
Fatal Flaw", California_ Management_R~yig~. Winter 1976, 
Vol . XIX, No. 2, pg. 66 . 

54 J. Fred Weston, "ROI Planning and Control", ~~§._igg§.§. 
Horizons, August 1972, p. 35. 

55 Dearden, p. 125. 
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characteristics".56 He says that there is misunderstanding 

about the ROI system as Du Pont developed and used it, and 

confusion about its implications. He states: "The static form 

of the Du Pont system focuses on a formula chart showing the 

relationship of factors affecting ROI, which is the end focus 

of the chart. "57 It is the static form of ROI that is attrib­

uted with the advantages and criticisms commonly raised when 

the subject of ROI is discussed. 

Weston states that the defects attributed to the ROI 

system are not inherent in the method, but rather are due to 

limitations of traditional accounting methods and arbitrary 

procedures . Static control systems tend to have motivational 

defects; they also have difficulty in assigning responsibility 

for results, and are open to attempts at beating the system. 

Weston states that the static form of ROI misses some important 

positive values that are part of the dynamic form of the Du 

Pont planning and control system. 

The planning and control system developed by Du Pont was 

a dynamic process, much different than many of the adaptations 

used by various firms now. Weston states that in this dynamic 

process, a detailed analysis of operations is provided in a 

56 Weston, p. 35. 

57 Ibid., 36. 
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series of individual charts on each element of investment, 

revenue or cost.58 

In the Du Pont system, historical data are presented for 

the previous five years and the current year on an annual 

basis, plus one additional year is forecasted. The previous 

and current years' data are provided on a monthly basis. 

Forecasts for four quarters into the future are made and 

repeated periodically . The proximate quarter's forecast may be 

expressed by month. By forecast and review on a quarterly 

basis, each quarter will have been projected and reviewed four 

times before it actually occurs. Weston feels that it is the 

review process that makes the system dynamic, with the main 

elements of the system being the review itself, process rather 

than goal orientation, and the adaptive learning process.59 

In the review process, proposals are presented to the 

firm's finance committee. The prospective ROI figures of 

alternative investment opportunities represent one of the 

criteria used in evaluation and allocation of available 

resources. 

After funds are committed, division managers make 

periodic presentations of results of projects to a review 

committee made up of men experienced in a wide range of areas . 

An analysis comparing performance to projections is made, 

58 Ibid., p. 37. 

59 Ibid. 
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performance is related to potential rather than to an absolute 

standard, and an informed review results in the adjustment of 

policies. The evaluation system provides a two-way information 

flow in an effective communication system. 

The review committee considers the project's effects on 

the division, as well as on the firm as a whole. Rewards in 

the form of salary, bonus, and promotion are the result of a 

continuing evaluation of a division manager's performance, and 

are determined by members of both the finance committee and the 

review committee.60 

Weston summarizes the dynamic review process as follows: 

First there is a detailed information flow on key 
decision areas. This provides feedback in the 
information system loop. Second, the review 
process represents a monitoring of the data and 
other forms of information. Third, on the basis of 
the information, review, and discussion, policies 
and decisions are adjusted in the attempt to 
improve performance. Thus, the entire process 
represents a method of adjusting to changes in the 
total economy, the industry, and actions of 
competitors.61 

A key point of the system is the fact that a manager's 

evaluation is not related to the size of the division's ROI, 

but to the division's potential. This potential is continu-

ously determined by the review process. 

The focus of the review process is the difference between 

a division's actual performance and the projection made by the 

60 Ibid. 

61 Ibid., p. 38. 
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manager. Weston states: "This comparison is more impor-

tant than specific goal orientation because errors in forecasts 

in either direction result in misallocation of resources."62 

Essential to the dynamic ROI system is an awareness of 

variables external to the firm, such as economic conditions, 

cost changes, etc. Such changes are considered in evaluating a 

manager's performance. The review discussions aid in informed 

evaluation of performance, and increased understanding through 

information exchange results in the fundamental objective of 

the ROI system, which, according to Weston, is to shorten 

reaction time to change or error, thereby making the firm an 

effective learning and adaptive process.63 

Weston feels that the form of ROI adopted by most firms 

is the static form, a mechanical method that is easier to 

install and implement. The criticisms of ROI are problems not 

inherent in the dynamic ROI system, but rather a result of the 

static form, which allows for the development of devices for 

beating the system, incentives in the wrong direction, and 

results in wrong motivations. By failing to adopt the dynamic 

elements, such as the informed review process, the two-way 

information flow, and long-term planning, the result is a 

modified method unable to satisfy the needs for which it was 

implemented. 

62 Ibid. 

63 Ibid. , p. 39. 
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Weston states that the central error in the application 

of the ROI system by firms is the confusion of goals and 

process. Rather than using measures like ROI as instruments 

for coordination of decent;.ralized divisions, and for . engen­

dering healthy processes in the firm, these measures or 

targets have been misinterpreted as goals and as ends in 

themselves. Weston summarizes by stating: 

ROI is useful in providing information on 
every element of the balance sheet and income 
statement as a basis for further analysis. As a 
vehicle for a dynamic communication, feedback, and 
adjustment process, ROI, as well as other manage­
ment information systems appropriately employed, 
can potentially be a useful system for developing 
healthy processes in successfully functioning 
firms.64 

Vancil also stresses the "dynamic" quality of a measure­

ment system in hi~ book on decentralization. He states : 

Speaking dynamically, it is the management 
process - the way the corporate managers and profit 
center managers work together - that provides the 
continuous fine tuning of decision-making processes 
in decentralized firms.65 

In addition to the adjustments here mentioned to make ROI 

a viable tool for measuring performance, some authors have 

suggested alternatives to ROI. 

in the next chapter. 

64 Ibid., p. 42. 

Some of these will be reviewed 

65 Richard F. Vancil, Decentralization: _Managerial 
Ambiguit~-b~_Des ign, Dow- Jones Irwin, Homewood, IL, 1979, 
p. 131. 



CHAPTER VII 

ALTERNATIVES TO ROI 

Stanley Henrici states that investment dollars are sunk, 

dead dollars, and, except for the portion of investment that is 

made up of current assets, these investment dollars were "put 

into the business at various times in the past, under varying 

conditions of purchasing power."66 Henrici says that these 

investment dollars have no relevance to current business, are 

not a true measure of the resources available to managers for 

earning a return, and are not affected by, and have no rele-

vance to, current managerial actions. 

In place of an ROI measure, Henrici offers as a more 

sensible alternative a ratio of cash flow over net current 

assets. This measure would, according to him, reflect manage-

ment's success in running the business. Although the cash on 

current assets ratio does not offer a comparison to the cost of 

money, or information on the amount of fixed assets recoverable 

66 Stanley Henrici, "The Perversity, Peril and Pathos of 
ROI", Financial_Anal:ysts __ Journal, September/October 1983, 
p. 79. 

42 
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through sale or write-off, it is informative and is a good 

measure of how a division manager is performing.67 

Bierman suggests that because many critics consider 

accounting values less than satisfactory for evaluating the 

performance of managers, another system based on managerial 

values could be used for internal purposes. Bierman proposes 

allowing a group of managers to bid periodically for the assets 

that are available and that they would like to manage. The 

information a manager needs to determine the amount to bid 

would be supplied by the accountant and the economist. 

The bid that is accepted "wins" the asset, and becomes the 

base for performance evaluation. A low bid would lose the 

asset to another manager, while too high a bid will result in 

difficulties reaching the ROI requirements. 

Bierman says this approach would establish an investment 

base acceptable to both the division manager and top manage-

ment. He states: 

The ROI measure is improved since the invest­
ment base is appropriate to the specific investment 
and manager being evaluated rather than a series of 
historical accidents {such as the year of purchase 
and the method of depreciation). Most importantly, 
it requires managers to set, describe and quantify 
their plans for the utilization of the assets. It 
ties together planning, decision-making, and 
control. 68 

One point of weakness often raised in discussions of ROI 

67 Ibid . , p. 80. 

68 Bierman, p. 46. 
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is that it may allow short-term manipulation of the profit 

picture, at the expense of long-term profit. Liao states: 

Since the primary function of accounting is to 
reflect the facts as they exist, the urgent need is 
to develop a management system that would prevent 
divisional managers from hiding poor performance, 
so that central management can control and coordi­
nate profit center operations on a timely basis ... 

An alternative method of measuring managerial 
performance on a long run basis is to use multiple 
yardsticks for evaluation. Market position, 
research and development, productivity and employee 
morale are the probable areas that will reveal the 
early signs of long run profitability . The 
accounting reports using key economic yardsticks as 
well as profit figures to measure performance of 
the profit center managers should give a better 
picture of managerial performance on a long run 
basis.69 

Ferrara brings attention to the limitations of accrual 

accounting, and the need for reconciling the periodic measure­

ment of net income (external reporting) with the concepts of 

managerial analysis . He makes the point that if incremental 

and cash flow concepts are used in decision making, they should 

also be used in performance evaluation. To encourage managers 

to make decisions that are in the best interests of the firm, 

performance evaluation techniques must be implemented that 

yield proper decision orientation.70 

Numerous authors feel residual income is a better 

approach to measuring and evaluating return on investment than 

69 Shu S. Liao, "Responsibility Centers", CPA_Journal, 
October 1973, p. 900 . 

70 William I.. Fe rrara, "Accounting for Performance 
Evaluation and Decision-Making", Management __ Accounting, 
December 1976, p. 13, 19 . 
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the ROI ratio. Anthony and Dearden state that although the 

dollar amount of residual income does not provide a basis for 

comparison between divisions as does the ROI, there are some 

inherent advantages in using residual income. 

The biggest advantage of residual income over ROI is that 

all divisions will have the same profit objectives for compar­

able investments, resulting in more consistent capital invest­

ment actions.71 

Another advantage of residual income is that different 

interest rates may be used for different types of assets. 

Also, interest rates can be varied for different types of fixed 

assets to take into account different degrees of risk; thus, • 
the system used to evaluate investments can be made consistent 

with the decision rules that affect the acquisition of the 

assets. Assets of the same type can be required to earn the 

same return throughout the company, rather than varying with 

the profit objective, as occurs under an ROI system. The 

result is that divisions should act consistently in new asset 

acquisition decisions. Anthony and Dearden state : 

The residual income method solves the problem 
of differing profit objectives for the same asset 
in different divisions and the same profit objec­
tive for different assets in the same division . 
Residual income makes it possible to incorporate in 
the measurement system the same decision rules 
that are used in the planning process.72 

71 Anthony and Dearden, 3rd ed., p. 347. 

72 Ibid., p. 349. 
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Dearden states that while the residual income approach is 

better than ROI, it doesn't solve all the problems of the ROI 

method. A decision must still be made as to which value should 

be used in including fixed assets in the investment base. If 

gross book value is chosen, residual income can be increased by 

replacing or scrapping assets, without regard to the effect on 

the company as a whole. With the use of net book value, 

residual income will increase automatically with the passing of 

time. New investments will often reduce the residual income o:f 

a division in the early years of the investments, even though 

the investments have an acceptable average rate of profit. 

Thus, residual income is not a better choice than ROI as a 

method of controlling investment in fixed assets.73 

To avoid the problems that many authorities believe 

result from use of ROI for performance evaluation, Henderson 

and Dearden propose a new system. They feel their suggestion 

is an improvement over ROI, because only controllable factors 

are attributed to a division manager's responsibility and 

it immediately signals differences between expect.at.ions and 

performance. The system proposed revolves around a budget of a 

division's expected contribution to corporate profits for the 

approaching year, on a fixed-cost and managed-cost budget and 

on a capital budget.74 

73 Dearden, p. 130 - 131. 

74 Henderson and Dearden, p. 144. 



47 

Henderson and Dearden state that a requirement of a 

multi-divisional company is a financial management control 

system which achieves the intimate, intuitive knowledge which 

is possible in a simpler company. This need is described as an 

inclusive management control system, the purpose of which is to 

cause the best decisions to be made for the benefit of the 

corporation as R whole, regardless of whether those decisions 

are delegated to divisions. This system should, according to 

Henderson and Dearden: (1) provide relevant information to 

all managers at each point where a decision must be made; (2) 

provide a basis for evaluating management performance; and (3) 

motivate each manager in such a way as to optimize total 

company performance.75 

Henderson and Dearden feel that an ROI-based system can't 

achieve these requirements because of the motivations stimu­

lated by ROI and because the information produced by ROI 

calculations isn't adequate. They state: 

By def i nition, company profits will be 
maximi zed when marginal contribution is maximized. 
Consequently, it is vital that a management control 
system provide approximations of marginal contribu­
tions to decision makers at each point where a 
decision must be made.76 

Henderson and Dearden's proposed solution includes a 

contribution budget presented each year on a month-to- month 

basis (expected revenue less variable costs). 

75 Ibid . , p. 145. 

76 Ibid. 

The divisions 
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also submit a managed cost budget, which includes fixed 

manufacturing costs, marketing costs incurred before the point 

of sale, research and development costs and administrative 

costs . 

Henderson and Dearden suggest that this managed cost 

budget be broken down into two parts: (1) the costs needed to 

maintain the current level of operations, and (2) the cost of 

increasing or savings from decreasing the current level of 

operations {these are considered to be managed costs). 

Regarding capital expenditures, the cash flows on which 

the investment proposal is justified are included in the 

appropriate year's contribution budget. Capital expenditures 

are a long-term commitment of the corporation's resources and, 

as such, are better placed in the corporate policy planning 

system than in the control system. 

These three budgets are tied together by including in 

each year's contribution budget the effect on contribution of 

the managed cost budget and the capital investment budget. 

To implement a marginal contribution system, Henderson 

and Dearden suggest some areas of control that should be 

especially strong. First, a good budget analysis group is 

necessary. They state: 
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Since a division's actual contribution is 
being compared with its budgeted contribution, it 
is important (a) that the latter represent satis­
factory performance, (b) that the various division­
al budgets reflect a comparable degree of diffi­
culty, and (c) that variances be analyzed complete­
ly and accurately.77 

A good capital investment analysis system is also a 

necessity, along with a good standard cost system. In addi-

tion, a profit analysis group at the corporate level should be 

available to provide information when estimates of full cost 

are needed. 

One advantage of this system is that the issue of 

settling on a transfer price is no longer a problem, since 

market prices are used only where a genuine market exists. 

Another advantage is that in using a marginal contribution 

budget, the manager is evaluated on actions taken during the 

period of time being reviewed. Occurrences in previous or 

later periods won't affect current performance to the same 

extent as under other approaches. The division manager need 

not be concerned with changing accounting values, and will be 

motivated to maximize his division's contribution, which is 

consistent with overall corporate goals. Rather than manage­

ment being possibly misled by absolute rates of return, each 

division will be evaluated based on an objective consistent 

with its potential . 78 

77 Ibid., p. 152. 

78 Ibid., p. 156. 
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The use of the fixed and managed-cost budget will reduce 

the tendency to take actions to improve short-term profits at 

the expense of long-term goals. 

Marginal costs change as a result of a given decision, 

and so, will be different under different circumstances. 

Management may have to use a number of prices if costs are 

different at different volumes . This may be inconvenient, but 

it is necessary, for intelligent decision-making, to know the 

costs at various levels of volume. 

One area of weakness in the proposed. system may be in 

that area of incentive to reduce costs. Although Henderson and 

Dearden admit this to be an area for concern, they state that 

it is not difficult to make adjustments to compensate for this 

weakness. They suggest that cost improvements be included. as 

an area evaluated. by top management, and possibly use such 

improvements as a partial base for a division manager's 

compensation. 

Henderson and Dearden do acknowledge the fact that no 

management control system will be completely effective in all 

circumstances, including the system they are proposing. 

Although this system has weaknesses, they can be overcome. In 

addition, they feel that the possible problems do not create a 

conflict of interests between divisional and corporate goals; 

the same does nQt hold true for problems encountered using ROI. 

Henderson and Dearden summarize by stating that a system 

of management information and control should accomplish two 
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things, which they feel this system would: first, division 

managers should be motivated to make the same decisions top 

management would make, if it could; secondly, it should provide 

top management with some evaluation of how these decisions are 

affecting the operation.79 

Anthony and Dearden state that by evaluating profits and 

investments separately, divisional managers' accomplishments 

will be consistent with top management's hopes and a division 

will obtain maximum, long-run cash flow from the investments 

that it controls, and will add investments only when they will 

provide a net returri in excess of the company's cost of 

providing that investment.80 

Some companies choose not to create investment centers 

because of the problems mentioned previously. As an alterna-

tive, controllable assets are assessed an interest charge, and 

fixed assets are controlled. separately.81 By charging interest 

for resources tied up in receivables and inventories, divi­

sional managers are motivated to monitor closely what they can 

control; this also measures the cost of resources committed to 

these areas. Investments in fixed assets are controlled by the 

capital budgeting process, and by post-audits to evaluate the 

results of investments.82 

79 Ibid., p. 159 

80 Anthony and Dearden, 3rd ed., p. 351. 

81 Anthony and Dearden, 4th ed., p. 294. 

82 Anthony and Dearden, 3rd ed., p. 351 . 



CHAPTER VIII 

SUMMARY AND CONCLUSIONS 

The purpose of this study was to determine whether ROI is 

a viable and effective tool for planning and control. Although 

there are some strong arguments for using ROI, authorities have 

also pointed out weak areas that can and do cause problems for 

firms that use ROI as part of their planning and control 

system. 

ROI is a single comprehensive figure, influenced by 

everything that has happened which affects the financial 

status of a division. No comparative alternative for the ROI 

ratio has been found, and because ROI is better understood than 

other alternatives available, it is commonly used. It provides 

a basis for direct comparison between divisions, and can be 

calculated by external users from information found on finan­

cial statements. 

ROI is a popular measurement tool, but has been criti­

cized for oversimplifying a complex decision-making process and 

for influencing division managers to make actions that are not 

in the best interests of the firm as a whole. 

A major portion of the criticisms of ROI revolve around 

52 
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the fact that ROI is based on accounting information, which 

results in arbitrary, inaccurate figures. The resulting ratio 

is also arbitrary and inaccurate. Using the various alterna­

tives acceptable in accounting causes significant differences 

in the final ROI measure. These alternative accounting methods 

allow for manipulation to get desired results. 

Using ROI as a measure of a manager's performance raises 

the possibility that a manager will sell assets before their 

time or refrain from investing in new facilities in an effort 

to "beat the system", to make himself look better in the 

evaluation process. Another weakness of ROI is that it only 

considers one period in time, with no consideration of past or 

future periods. It is also difficult to set objectives that are 

equitable bases for evaluation of a manager's effectiveness. 

This author believes these weaknesses are real, and many 

of them are common to both ROI and alternatives to ROI. Top 

management must be aware of, understand, and be able to work 

around these weaknesses to the advantage of the firm as a 

whole, while keeping division managers motivated and happy. 

A major point of difference among authorities of ROI is 

that regarding the composition and valuation of the asset 

base. Some authorities argue for including only those assets 

over which a manager has control; others support using all 

assets attributable to a division, or some combination in 

between these two. This author believes that by including in 

the asset base only those assets over which the division 
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manager has control, the manager will be influenced in a 

positive way because he is only being evaluated on his own 

decisions, and not being held responsible for the decisions of 

someone else. 

Discussions also revolve around the methods used to value 

the assets included in the asset base. The more common 

alternatives are gross book value, net book value and market 

value. Gross book value includes assets in the investment base 

at the original cost of the assets. Net book value is computed 

by subtracting accumulated depreciation from gross book value. 

Market value yields an asset base consisting of current dollars 

including a built-in mechanism for making adjustments for 

price level changes. 

Net book value is the most commonly used basis. Each 

alternative has weaknesses that authorities argue make them 

inadequate bases for evaluation of managerial performance. 

This author prefers market value as a basis for asset 

valuation because it provides the most current and most 

realistic value of the assets . However, the cost of valuing 

assets using this method may be higher than the benefits 

received as a result of this valuation. As long as users of 

financial information are aware of alternatives used to compile 

this information and are knowledgeable enough to make the 

adjustments required to make meaningful comparisons and 

decisions, no one method or alternative is better than another. 

Instead of ROI, some firms use other alternatives, such 
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as residual income or ratio of cash flow over net current 

assets. Residual income is the next most commonly used 

alternative to ROI. It has advantages in that different rates 

of return can be used for different types of assets, and the 

same asset can be required to earn the same rate throughout the 

company. However, residual income has the same problems as ROI 

regarding investment base composition and valuation . In 

addition, because of the lack of a common denominator, the 

means of comparing one division with another is not available 

with residual income, as it is with ROI. Also, when residual 

income is used, top management must decide on the adequacy of 

an absolute amount of budgeted profits. 

The objectives of the management team should determine 

which measure would best satisfy their needs. Of course, the 

limitations of each measure should be studied before choosing 

one over another. Some firms use both ROI and residual income, 

to get a more comprehensive view of a manager's effectiveness. 

If users of the ROI ratio are made aware of the valuation 

methods chosen and the composition of the components of ROI, 

and are aware of the limitations inherent in accounting 

systems, this author believes that there are no right or wrong 

alternatives. Hith an understanding of the limitations and 

alternatives chosen, adjustments can be made for inherent 

weaknesses and meaningful comparisons can be made. Making 

clear the assumptions used, the purpose of the measure, and 

the factors used in combination with this measure to arrive at 
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an ultimate evaluation will eliminate any misunderstandings 

about what the measure means, how it was derived, and how it 

can be used. 

This author believes ROI should be used as a stepping 

stone rather than as an ultimate objective. It should be used 

in combination with other control and planning tools to produce 

an accurate, equitable and comprehensive measure of a division 

manager's performance. A function as important as this should 

not be based on just one factor. Other areas to possibly 

consider in evaluating a manager's effectiveness are product 

quality, potential, market share, labor turnover, productivity, 

new product development, timely delivery, etc. If ROI is used 

as part of a dynamic process, and is one of several variables 

used to evaluate a manager's performance, the impact of the 

inherent weaknesses will be reduced, and the result will be an 

equitable, comprehensive evaluation system. 

If an ROI measure is meant to be a static, single 

comprehensive measure, then it must be used with an understand­

ing of the limitations inherent in this application of the 

concept. 

ROI is a viable and effective technique for planning 

and control when used in combination with other relevant 

factors, and when adjustments are made for limitations inherent 

in the information used to derive it. 
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