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CHAPTER I 

INTRODUCTION 

There are many schools of thought regarding Capital In­

vestment Programs. However, regardless of the method or 

methods employed, the goals and final objectives of manage­

ment teams are the same. The Capital Investment decision is 

one of the most important financial conclusions an executive 

can make. This decision affects all aspects of a business, 

including production, marketing, financial , etc. The respon­

sibility of a Capital Investment Program is vast, considering 

the impact on operations and the period of time it covers. 

Some major points that should be considered are the long-term 

effect, timing , fund raising, and the ability to compete. 

The executive is required to make a commitment into the 

future due to the long period of time the Capital Investment 

covers . Of course, an investment into the future is based on 

expected future sales. Therefore, a long-term sales forecast 

is needed and must be accurate. A poor estimate will result 

in a serious consequence of either overinvestment or underin­

vestment. If a firm has not spent enough on fixed assets, it 

will lose a portion of its market share. If the firm has in­

vested too much on fixed assets, it will incur unnecessary 

expense. 



Another point of concern is the proper timing of assets. 

Properly forecasting the future demands that a firm's product 

is essential for proper timing of a Capital Investment . Many 

firms enter markets with "me too" products which, many times, 

follow the peak of the demand for the product . The result is 

a poor return on the investment. 

Most Capital Investments require substantial expenditure. 

This necessitates the planning and arranging of financing 

many years in advance of the time the funds are needed for 

the investment. 

The combination of all these factors will enable the firm 

to compete . A properly-laid, long- term plan for Capital In­

vestment, based on a sales forecast of future investments, 

will enable the firm to earn an acceptable return on its in­

vestment . 1 

In this paper , I will review the major aspects of a Capi­

tal Investment Program, including capital budgeting, corpor­

ate goals or criteria, approval systems, and post evaluations . 

Another important aspect which will be reviewed is the mea­

surement of an investment on a continuous basis through a Per­

formance Reporting System. The Capital Investment and Perfor­

mance Reporting Systems insure the future prosperity of the 

compa.ny. 

The establishment of the correct criteria and followup by 

management through Post Evaluations and a Performance 
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Reporting System will return the benefits thereof to the 

stockholders. After all, the primary responsibility of man­

agement is to improve the return on the Shareholders' Equity 

and the Return on Assets. Of course, this can be achieved by 

earnings growth on assets presently employed or through the 

investment in new assets. To insure earnings growth, finan­

cial policies must be established and enforced based on the 

current and projected economic conditions. 

In our present economy, with high interest rates and 

tight money, a Capital Investment must be carefully reviewed 

and justified. Inflation in the United States and other 

economies continues to run at a rapid rate and the prospect 

for a significant reduction has diminished. Management has 

found no magic remedies to deal with inflation. Most compa­

nies have found that it is best countered by better manage­

ment. This includes the need for better and faster informa­

tion which improves the quality of profits resulting in im­

proved return on the assets employed. As to future invest­

ments, companies are placing more emphasis on proven products 

and markets . Some companies have had to postpone or abandon 

Capital Projects because of the high money cost , less credit 

availability, weakened balance sheets, or substantially-in­

creased cost of the equipment needed. 

In assessing investment during these times of inflation, 

management's attention must be directed toward realistic ex­

timates of cash requirements, working capital levels, and the 
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replacement cost of fixed assets. Some companies have had to 

eliminate the "opportunity" investment and have had to stick 

to needed replacements or expanding of present capacities. 

Capital Investment is long- term planning for making and 

financing proposed capital outlays . They are large, perma­

nent commitments that influence long-term flexibility and 

earning power. The Capital Investment decision is among the 

most difficult, primarily because the future to be visualized 

is distant and difficult to predict. 

A Capital Budget is the basis for a sound Capital Invest­

ment Program. In Chapter II , I will discuss the Capital Bud­

geting Process. 
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CHAPTER II 

CAPITAL BUDGET 

A capital budgeting decision involves a current investment 

from which benefits are expected to be received in the future . 

Capital budgeting involves the generation of investment 

proposals , estimated cash flows from the proposals, evaulation 

of the proposals and the selection of projects based on estab­

lished criteria. Projects can usually be classified under one 

of the following categories: 

1. New Products 

2. Capacity Increase 

3. Cost Reduction 

4. Replacement 

5 . Research and Development 

6. Other 

The last category would include safety, pilot plant, govern­

mental regulations, etc. 

Projects are screened at multiple levels by use of a del­

egation of authority. The larger the amount of capital re­

quired, the higher the level of approval is required . This 

topic is discussed in Chapter IV . The most important factor 

is that the same criteria be used throughout the entire cor­

poration. 
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Although Return on Assets and Return on Equity are impor­

tant ratios to a company, the cash flows from a project should 

be considered of prime importance when preparing a Capital 

Budget. Also, we must remember that the results obtained are 

only as good as the accuracy of our estimates. Cash flows are 

of prime importance, for cash invested now must produce great­

er cash returns in the future. Normally, the cash flows are 

related to the company's cost of capital. This will be dis­

cussed in a later chapter. 

Project selections are normally initiated at the division 

level. In most large corporations, a central engineering 

staff is responsible for development of project cost and tech­

nology. Central engineering involvment occurs after the divi­

sion vice president approves the project. In addition to cost 

and technology development, division or group accounting per­

sonnel are responsible for supplying the financial information 

and the resulting returns. The financial returns required, if 

any, depend on the project classification. 

A project under Categories 1 and 2 would require an ac­

counting rate of return and an internal rate of return. Cate­

gory 3 projects would require a payback calculation. Projects 

under Categories 4 through 6 would not have a return in most 

cases. These methods of evaluation will be discussed in more 

detail in a later chapter. It should be made clear that, in 

reality, at this point, the returns and payback, as well as, 

the estimated cost of the project are only preliminary 
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estimates. When the project is submitted for final approval, 

final financial statements and costs will be included. 

Since each division or group prepares its own list of 

capital requirements, a central or corporate function normally 

consolidates the request to form a Capital Budget. This func­

tion can be performed by the engineering group or the finan­

cial group. When the central location receives division or 

group requests, at that point, the requests are considered to 

be want lists. Naturally, each division wants to obtain as 

much capital support as possible . 

The first pass at consolidation of the Capital Budget is 

to include all requests from a division. The consolidation 

should reveal the following information: 

1. Timing of cash needed for investments 

2. Cash flows from investments 

3. Incremental return on additional assets employed for 

Financially-Justified Projects 

4. Capital ratio of Financially-Justified to Nonfinancial­

ly-Justified Projects 

5. Projects should be categorized into Mandatory and Dis­

cretionary Projects . 

Once the information is obtained, several decisions can 

be made. First, a review of cash requirements and cash in­

flows can determine if a capital rationing program is needed 

or if and how financing and short-term investment should be 
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handled. A review of the incremental return on additional as­

sets and the ratio of Financially- Justified versus Nonfinan­

cially-Justified Projects determines if the corporate objec­

tive will be met for the capital budget and the long-term ob­

jectives of the company. The mechanics of these relationships 

will be discussed in more detail in a later chapter. Classi­

fication of projects as Mandatory or Discretionary may be use­

ful if a capital rationing program is employed. Capital ra­

tioning occurs when there is a budget cut or constraint on the 

amount of funds that can be invested during a Capital Budget 

cycle, usually one year. Constraints are found in many com­

panies, particularly in those which have a policy of financing 

all capital expenditures internally. Under capital rationing, 

a company will attempt to select the combination of investment 

proposals that will provide the greatest profitability. 

An example of a rationing program follows : 

RETURN ON INITIAL 
PROJECT ASSETS OUTLAY 

A 27 . 5% $650,000 
B 26 . 0% 500,000 
C 23.5% 100,000 
D 18.0% 250,000 
E 17 .9% 400,000 
F 17.0% 150,000 
G 15.0% 300,000 

Assume that a company has a budget ceiling of $1,500,000 

for the current year and the above projects were submitted by 

the divisions . In this example, we are assuming that all p r o­

jects submitted have a ROA; therefore, they are ranked in the 
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order of the highest return first. Based on our capital con­

straint, we select projects in the descending order of profit­

ability until the budget is exhausted. In this example, we 

would select down through Project D, because the initial cash 

outlay at that point equals $1,500,000. The critical aspect 

of the capital-rationing constraint in this illustration is 

that capital expenditures during this period are limited by 

the budget cuting, regardless of the number of attractive in­

vestment opportunities. Realistically, a portion of the Capi­

tal Budget would be used for Mandatory Projects and the re­

mainder would be rationed for Discretionary Projects . 2 

Once the budget has been reviewed, appropriate changes 

can be made, depending on the consolidated outcome and the ob­

jectives and constraints under which the company must operate. 

However, once the budget is approved, it should be used as a 

control device throughout the year. Of course, the budget 

must be flexible due to changes which occur throughout the 

year, but the overall Capital Budget funds assigned to each 

division should not be exceeded without proper approval. 

In the following chapters, I will discuss in more detail 

the Capital Investment Program beyond this initial Capital 

Budget. 
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CHAPTER III 

CORPORATE' GOALS 

Ltke any program, to be successful, guidelines and/or 

goals must be established. In the case of capital investments, 

a set of criteria must be established and used to measure re­

sults. The criteria used by most large corporations includes: 

Return on Gross Assets, Payback, and Discounted Cash Flow. 

The Return on Gross Assets and Payback are used to measure 

the accounting return and the Discounted Cash Flow Method is 

used to measure the cash flow returned from a project. In 

this chapter, I will discuss the development and use of these 

various methods. A survey was made of various St. Louis com­

panies to confirm and establish the most common methods men­

tioned above. Attachment I recaps the results of the survey. 

The survey clearly identifies the Return on Assets (ROA), 

Payback (PB), and the Discounted Cash Flow (DCF), which uses 

the cost of capital rate, as the primary evaluation methods. 

The first method, ROA, represents the ratio of Net Income 

to Total Gross Assets. This ratio measures the return on to­

tal investment in the project. Following are the advantages 

and disadvantages of this method. 
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ADVANTAGES 

This measurement evaluates the capital investment on a 

stand-alone basis. 

It is relatively easy to prepare and understand. 

DISADVANTAGES 

Does not appropriately consider cash flow from the invest­

ment or the timing thereof. 

Does not recognize the time value of money. 

The Payback Method is calculated by determining the num­

ber of years it will take the firm to recover its original in­

vestment from the cash flows before taxes and depreciation. 

The advantages and disadvantages of this method are as fol­

lows: 3 

ADVANTAGES 

Represents little risk when payback is restricted to a 

minimal number of years. 

Relatively easy to calculate and understand . 

Considers cash flow from investment. 

DISADVANTAGES 

Could eliminate projects which mature in later years. 

Does not recognize time value of money. 

Does not consider cash flow over the life of a project. 
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In recent years. there has been a significant increase in 

the use of the Discounted Cash Flow Methods. These methods 

include the Internal Rate of Return (IRR) , New Present Value 

(NPV), and Discounted Payback (DP). As indicated earlier, 

the DCF Methods require quantification of the incremental cash 

flows associated with an investment and identification of the 

minimum acceptable rate of return (usually equated to the com­

pany's cost of capital). If higher than the cost of capital, 

the return from the investment should cover the cost of fund­

ing and benefit the shareholders' investment . If less than 

the cost of capital , investment in the project would have the 

opposite results . Advantages and disadvantages of the DCF 

Methods are as follows :4 

ADVANTAGES 

Recognizes the time value of money, which takes into ac­

count that a dollar received today is worth more than a 

dollar received in the future. Today's dollar can be in­

vested to earn a return during the intervening interval. 

Recognizes cash flow over the life of the investment . 

Thus. the return is less influenced by accounting or tax 

considerations regarding capitalizing and expensing costs. 

DISADVANTAGES 

Is not easily understood and is relatively difficult to 

calculate . 

This method can accommodate the evaluation of projects 

with different lives. But , there is an implicit 
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assumption that funds released from projects will be re­

invested at the minimum expected return. 

When evaluating a capital investment involving an acqui­

sition, additional evaluation techniques must be applied. 

Currently, the acquisition market can be classified as a sel­

ler's market, with substantial premium offers and an aggres­

sive acquisition posture on the part of large, long-estab­

lished U. S. companies. Foreign companies have also become 

increasingly active buyers of U. S. companies. In view of 

this environment , it is essential that acquisition investment 

criteria be defined. 

Like any capital investment, the first step in an acqui­

sition program begins with a review of corporate objectives, 

strategies, strengths, weaknesses, and a review of the com­

pany's economic and technological environment . This type of 

review should produce a set of corporate objectives and goals 

for acquisitions . Additionally, an acquisition review should 

answer the following questions :
5 

What is the maximum price that should be paid? 

What are the principal areas of risk? 

What are the earnings, cash flow, and balance sheet impli­

cations of the acquisition? 

What is the best way to finance the acquisition? 
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To answer these questions and many others, a preestab­

lished plan of review should be developed, which should in­

clude : 

The Acquisition Hurdle Rate 

The Business Plan 

A History of the Market 

The Price/Volume Relationship 

Inflation Effects 

Risks 

Opportunities 

Financial Statements 

Organized and objective methods for valuing acquisitions 

The Purchase Price Impact on acquisition candidates 

The Acquisition Impact on company ratios 

The Impact on EPS 

Once these items have been developed and reviewed, the ac­

quisition can be properly evaluated . 

When evaluating a capital investment or an acquisition , 

the cost of capital of the company should be compared to the 

expected future cash flows from the project. 

Generally, cost of capital is calculated on the weighted­

average basis of debt and equity. An example formula for 

- 14 -



for calculating cost of debt and equity follows: 

Cost of Debt = 

Cost of Equity = 

Interest Expense 
Debt X (1 - Tax Rate) 

Per Share Dividend 
Per Share Stock Price + Dividend Growth Rate 

The costs of debt and equity funds would be weighted based 

on the ratio of debt and equity to overall capitalization. 

For example: 

20% Debt Financing X Cost of Debt = Weighted Cost of Debt 

80% Equity Financing X Cost of Equity= Weighted Cost of Equity 

Weighted Cost of Capital 

This weighted cost of capital should then be used to mea­

sure the potential return of the investment. The return from 

the investment should cover the cost of funds which will, in 

turn, benefit the shareholders. If the future cash flows ex­

ceed the Cost of Capital Hurdle Rate, the project should be 

accepted. 6 

Once we have reviewed and chosen the evaluation methods 

and established the Hurdle Rates, a total "Capital Plan" can 

be developed . Based on the information available and the sur­

vey conducted, the accounting returns (ROA and DP) and a DCF 

Hurdle Rate should be established and used. As stated previ­

ously, the DCF should be compared to the cost of capital. 

Completely independent of this measure, the ROA and PB Hurdle 

Rates should be established to insure that the Corporate Re­

turn on Assets goal is met. As discussed in Chapter II, 
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Financially- Justified Projects must not only provide a return 

for the investment associated with that project, but, also, 

they must achieve a high-enough return to pay for Nonfinancial­

ly- Justified Pr ojects. Therefore, a Financially-to- Nonfinan­

cially- Justified ratio must be established to insure an over­

all return. 

An illustration of an overall Capital Plan follows: 

1. Financially- to- Nonfinancially-Justified of 2.5:1.0 

2. Consolidated ROA Goal of 10% 

3. Financially- Justified Hurdle Rate of 15% 

4. Nonfinancially- Justified Return of 0% 

Example: 

Financially- Justified -2 . 5 X ROA of 15% - .375 

Nonfinancially- Justified = 1.0 X ROA of 0% = .000 

3.5 .375 
--- --

. 375 In Income 3.5 In Capital = 10.7% 

This example states that, if, out of every 3 . 5 pr ojects, 

2.5 are Financially- Justified and achieve a 15% return, the 

consolidated ROA will be 10.7% . 

In summarizing this chapter, the main po i nt to be empha­

sized is the establishment of guidelines and criteria for cap­

ital investments. 

The following is an overview of a capital investment pro­

gram: 
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1. Evaluation Me·thods: 

A. Financially-Jus·t1·fied Projects 

1) Accounting Return on Gross Assets and Payback 

are the primary methods for evaluating the ac­

counting return of the project. 

a) New products and capacity increase pro­

jects will be evaluated by the ROA Hurdle 

Rate. 

b) Cost- reduction projects will be evaluated 

by the PB Hurdle Rate . 

2) Discounted Cash Flow Hurdle Rate will be mea­

sured against the projects' cash flows . 

B. Nonfinancially-Justified Projects 

These projects will be assumed to have a zero re­

turn. They wil l be evaluated on the basis of 

business need, safety, government regulations, etc . 

2. Capital Plan : 

Must establish a Financially- Justified to Nonfinancial­

ly-Justified Ratio that will achieve the consolidated 

company goal . 

Once the corporate goals and objectives have been estab­

lished, a Capital Project Approval System must be installed to 

insure adherence. The Capital Project Approval System wil l be 

discussed in Chapter IV. 
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CHAPTER IV 

CAPITAL PROJECTS APPROVAL SYSTEM 

The review and approval of Capital Projects is a simple 

subject, but is one of great importance. After all, we must 

insure that projects submitted are meeting the guidelines and 

criteria that have been established. The first step in this 

process is to design a universal form for project approval 

(Project Application Form). 

The Project Application Form will contain all pertinent 

info rmat on necessary to quickly determine the project type , 

cost ! jw :tification , return (if any), scope of project , and 

necef sa1·y approvals . Additionally, the Application Form will 

ser .. , , au a routing mechanism to insure that all appropriate 

approvals are obtained. Detailed information concerning all 

aspects of the project should be attached. 

Information that should be included in the narrative of a 

project i.s as follows: 

1. A project title and a brief description that identi­

fies the project, what it does, its size and capacity, 

approximate start and completion dates, and why it is 

necessary. 

2 . An analysis of any critical issues or risks that af­

fect the probability of success of the project. These 

- 18 -



might include the state of the art presently known or 

used of competitors or other oganizations' technology; 

competitive action or reaction; raw material availa­

bility; water and energy needs; the environment ; ac­

tual' and anticipated governmental actions; and any 

other significant decision points that may affect the 

probability of success. 

3. Justification of the project should be presented de­

pending on project classification. 

A. If the project is classified as one requiring an 

Accounting Return on Assets, the following should 

be calculated. 

Incremental Sales for the first full year of 

operation 

Incremental Gross Margin for the first full 

year of operation 

Incremental After-Tax Profit for the first full 

year of operation 

Incremental Return on Assets 

Total Return on Assets 

B. Justification for projects requiring a Payback cal-

culation should include: 

Average, annual before-tax cost savings 

Years to pay back project cost via hard dollar 

cost savings 
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C. If a project is Nonfinancially-Justified, explain 

why it is required and the consequences of not 

undertaking it. 

4. Estimate cost of the project, including both capital 

and expense requirements. 

Once all the appropriate data has been collected and pre­

sented as part of the Project Application, an independent re­

view should be performed. 

The review function should be performed by an independent 

department. This will usually be a department in the corpor­

ate headquarters. The extent of the review will depend on 

the materiality of the Capital Project, but should include : 

Verification of sales, cost of goods sold, division ex­

penses and other cost, and the resulting income . 

Review market data for determination of product potential. 

Review competitors and competitive products 

Review capital investment requirements, including inven­

tory and accounts receivable. 

Review and investigate alter natives to the Capital Project 

Review for proper approval from the operating divi sion and 

determine the final approval needed (see next section) . 

Once the review is complete, a recommendation should be 

made as to approval or nonapproval. In the following section, 

I will discuss the control of capital investment through the 
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use of delegation of authority. 

The delegation of authority establishes the level of ap­

proval needed for a capital investment to be approved. 

In most organizations, levels are established which allow 

approval by company management personnel whose levels of re­

sponsibility match their levels of authority. For example , an 

Operating General Manager may be given an approval level up to 

$50,000 . This means that capital investment requests above 

$50,000 must be approved by a higher level of authority. This 

process of requiring higher levels of approval will advance 

through the organization until approvals are required by the 

Board of Direc tors. 

The purpose of the delegation of authority is to insure 

that capital expenditures receive the review the amount of 

funds being requested deserve. In the next section, a system 

of capital investment control will be discussed . 

A plan should be established to monitor capital expendi­

tures. The purpose, of course, is to insure that expenditures 

on a consolidated basis are meeting the corporate goals. As 

stated before, wi~h the continued high prospects of inflation 

rates and the increasing cost of money, a control plan is cri­

tical. A control plan will 1) help select projects more care­

fully based on business necessity and potential economic re­

turn and 2) better control capital spending within the reason­

able limits of the approved Capital Budget. Using this 
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approach, the Incremental Return on Investment should be 

utilized, where applicable, to control expenditures. The rea­

son is the Incremental Return is the true measure that helps 

improve the overall Return on Assets. The thrust here is to 

help identify the components that make up the Incremental Re­

turn on Assets so that better control can be established. 

To help monitor the investments; the following instruc­

tions and form could be used. (Attachment I) 

Through the use of this form, which should be prepared at 

least quarterly, adjustments can be made to the capital in­

vestment criteria to help reach the overall goal. 

The development and implementation of these controls with­

in the Capital Project Approval System will insure that the 

corporate goals will be met, based on the assumption that 

planned results will be achieved. To insure that the goals 

will be met in the long term, Post Evaluations should be per­

formed. I will discuss this topic in the next chapter. 
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INSTRUCTIONS 

1 1. Major Projects (Projects in excess of $100,000) 

CHAPTER IV 
ATTACHMENT 1 
Page 1 

Individually list each major project that the group intends to submit 
for authorization during the year , to include the following informa­
tion: 

A. Project Description. 

B. Direct Investment 

The capital amount to be requested for approval on each listed 
project. 

C. Additional Suppor·t I'nvestment 

Any additional investment that is required as a result of a pro­
ject (e.g . , service unit facilities). Normal allocated invest­
ment for existing service units or corporate investment will not 
be included. 

D. Cash and Receivables 

Incremental cash and receivables needed to support the investment. 

E. Inventories 

Incremental inventories needed to support the investment. 

·F. Total Incremental In·ve·s·tment 

The total additional investment needed to support the entire pro­
ject (total of Items B. through E. above). 

G. Average Five-Year Incremental Income 

The average additional net income that will be generated from the 
investment over the first five years. Excludes allocated corpor­
ate staff expenses. 

H. Incremental Return On Investment 

Item G. divided by Item F. above . 

I. Major Projects Subtotal 

At this point, the incremental investment, income, and ROA for 
all major projects should be calculated. 

2. Blanket Projects (To cover all investments of less than $5,000) 

All blanket projects should be entered as one total which includes 
direct investment and, where applicable, additional support invest­
ment and working capital. Incremental income and incremental ROA 
for blanket projects will be zero. 



INSTRUCTIONS 

(Continued) 

CHAPTER IV 
ATTACHMENT I 
Page 2 

, 3. Minor Projects (Projects i ·n ·ex·ce·ss of $5,000 1 but less than $100,000) 

All minor projects should be entered as one total which includes all 
direct investment, additional support and working capital investment. 
In the absence of more definitive information, assume that 50% of the 
minor project total will earn an average incremental ROA. 

4. Blanket and Minor Proje cts· Subt·◊-tal 

The blanket and minor project lines should be totaled and an incre­
mental ROA should be calculated. 

5. Total Projects 

The subtotals of major projects and blanket and minor projects should 
be totaled. Total group incremental ROA should then be calculated 
and entered on the form. 
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MAJOR PROJECTS SUB- TOTAL 

BLANICET PROJECTS 

:INOR PROJECTS 

,LANICET & MINOR PROJECl'S SUB-TOTAL 

'OTAL PROJECTS 

.Ll'fG=N'L"AL RETURN ON ASSETS 

($000 1 S) 

INCREMENTAL 
DIRECT ADD'L SUP. CASH & 
INVES'l'!. . INVEST. . RECEIV !. INVEN. 

TOTAL 
tNCREMEN. 

INVEST. 

--------·- -
Page 3 

AVG. 
5-YEAR 

INCREMEN. tNCREMEN. 
INCOME R. 0. A. 
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CHAPTER V 

POST EVALUATIONS 

Post Evaluations are of most importance in determining 

the performance of an individual Capital Project. When a pro­

ject is submitted, certain criteria must be met for approval. 

The long-term success of a company is dependent upon invest­

ments achieving the planned results. To insure that the in­

vestments are meeting the planned results and corporate goals, 

periodic checks should be performed. 

The timing and number of reviews will vary. Normally, 

one complete business cycle is required to perform a proper 

review. This period of time is usually one year. Therefore, 

at least one year should elapse after the startup of the capi­

tal investment . The sooner the evaluation, the sooner correc­

tive action can be taken, if necessary, to help the Capital 

Project reach its estimated results. 

Some companies perform one, three, and five-year evalua­

tions, to insure the project is on track and remains there 

through the first five years. This approach may be necessary, 

especially if there is not a Performance Reporting System to 

track the overall performance of the operation. If a Capital 

Project is a stand-alone operating unit, the Performance Re­

porting System would more than suffice. But, if the Capital 
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Project is part of a total unit, a separate Post Evaluation 

would be of benefit. 

The scope of the review should vary, depending on the ori­

ginal project. But, each review should include a description 

of the business, details of the original project, results 

achieved to date, and expected future results . Financial re­

sults should be presented in the same format as the original 

project, which may include Return on Assets, Payback, and, pos­

sibly, an Internal Rate of Return (Discounted Cash Flow) calcu­

lation. 

The format and scope seem relatively simple on the sur­

face. This may be true, but the collection of data may be dif­

ficult, depending on the accounting systems and the nature of 

the projects. Care should be taken to present comparable data, 

so that results can be measured. 

As stated before, the results of the Post Evaluation are 

most important to the future of the company. Therefore, their 

timing, accuracy , and completeness are very important for eval­

uation of the results and the future action which will affect 

the project. 

In the next chapter , I will discuss the mechanism of a Per­

formance Reporting System. As mentioned above, a Performance 

Reporting System will help post evaluate a project when it is 

a stand-alone unit and is a valuable measurement tool. 
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CHAPTER VI 

PERFORM·ANCE' REPORTING SYSTEM 

The establishment and implementation of a Performance Re­

porting System is essential to control and improvement of a 

company's performance. To accomplish this, current informa­

tion is necessary; therefore, a monthly statement by division 

or business unit is necessary. 

These statements should reflect income at two levels of 

measurement. Net Income as normally reported, within normal 

accounting conventions, will represent a measurement of the 

unit's economic performance. This level of measurement can be 

used as a comparison to other companies or industries in which 

the business unit participates. The other level of measure­

ment will be at a division income level and will consist of 

revenue and expenses which are directly controlled or signifi­

cantly influenced by each operating division manager. This 

level of measurement will result in a consistent unit of mea­

sure of each management team, for all business/operating divi­

sions of the company. 

The following summarize the philosophy/objectives of a 

Performance Reporting System. 

1. The financial statements will measure, for the month 

and year to date, managerial and economic performance 
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against budget and prior year. 

2 . Managers will assume responsibility for the overall 

economic performance of their businesses. 

3. Elements comprising the basis for managerial perfor­

mance measurement will be substantially consistent, 

with respect to the manager's degree of control or in­

fluence exercised, throughout all businesses being re­

ported upon. 

4. Measurement bases will be oriented toward the income 

statement and assets and various returns thereon. 7 

A. Managerial performance will be measured by: 

1) Income directly controlled or significantly 

influenced by actions of operating management. 

2) Gross assets di~ectly controlled or signifi­

cantly influenced by operating management. 

B. Economic performance will be measured at various 

levels characterized by the degree of control ex­

ercised by operating management. 

1) Additional levels of income statement perfor­

mance measurement will include income contri­

bution, operating profit, pretax income and 

net income. 

2) Total asset levels will be measured (direct, 

plus support asset balances) . 

3) Returns on total assets employed will include: 

Pretax Income divided by total assets. 

Net Income divided by total assets . 
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5. Group administration and corporate staff division 

managers will continue to be directly measured 

against budget and prior year on specific perfor­

mance statements. 

6. Necessary assignment/allocation methods and asso­

ciated percentages will be prepared based on the 

approved budget . Said methods and percents will 

remain unchanged for the year, unless revision is 

dictated by a material organization or policy or 

procedure change. 

Summarized below are definitions of the key concepts and 

elements which comprise the multiple types and levels of per­

formance measurement on the financial statements. 

1. Managerial Performance Measurement: 

A. Division Income 

Consists of revenue and expense elements which are 

directly controlled or significantly influenced by 

each operating division manager. These elements 

are substantially consistent across all businesses/ 

operating divisions of the company. They will also 

be considered controllable by business managers 

subordinate to division management, although some 

degree of allocation may be in order. Generally, 

these items include revenues and expenses which 

are normally displayed above income contribution. 

The following items are clarified, since they are 
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handled differently by many companies . 

1) Central data processing cross charges for cen­

tral/host computing equipment and processing 

costs and systems and programming support for 

"corporate/shared" systems will be excluded 

from division income. For purposes of this 

performance measurement system, central data 

processing expenses are not considered direct­

ly controllable nor significantly influenced 

by actions of operating management. All peri­

pheral equipment, telecommunication equipment, 

and data transmission lines which are used by 

remote locations to interact with major corpor­

ate systems will be considered central data 

processing costs, if such costs are carried in 

the corporate central data processing budget 

and expense cross charge base. 

2) Occupancy cross charges for the corporate cen­

ter and group administration will be excluded . 

3) Foreign currency translation gains and losses 

will be excluded on the theory that certain of 

of these elements (financing/exposure manage­

ment , etc.) may not fall within the direct con­

trol of operating management. 

4) Minority interest will be excluded because this 

is a condition of ownership and may not relate 

to the direct performance of the unit. 
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5) Computer equipment, software, and systems de­

velopment and programming resources used di­

rectly by locations outside the corporate cen­

ter for self-contained information and control 

systems will be presented as an expense above 

division income. For purposes of managerial 

performance measurement, these expenses are 

considered controllable or significantly in­

fluenced by operating management. This divi­

sional statement line, entitled "Data Proces­

sing Direct", will include operating costs 

which are recorded directly on the books of 

the applicable business or division, plus 

cross charges for corporate systems development 

support that was requested by appropriate oper­

ating management. 

B. Direct Assets 

Consists of assets directly controllable or signif­

icantly influenced by appropriate operating manage­

ment. These will include: a) cash and accounts 

receivable, b) inventories, c) direct property, 

plant, and equipment, d) construction in progress, 

and e) intangible assets. Amounts will come di­

rectly from the balance sheets of businesses which 

have stand-alone balance sheets. For other busi­

nesses, such balances will be reported according to 

assignment of assets from the accounts receivable 
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system, inventory level management program, pro­

perty accounting and construction in progress 

(maintenance) systems and certain general ledger 

asset accounts. Group and division plant service 

center (support) investment will be assigned using 

formulae which correspond to the standard overhead 

transfer to inventory for such service center (sup­

port expenses. These assignments will be consid­

ered direct property to the divisions/ businesses 

which sell products manufactured at these locations. 

Service center investment which corresponds to non­

inventoriable departmental expenses will not be re­

ported as direct investment of any business unit. 

Investment in marketable securities under the di­

rect control of the corporate treasury function 

will be considered temporary investments and, as 

such, will be reported on a corporate schedule. 

Securities carried on the books of a foreign affil­

iate will be reported as direct assets on the 

statement(s) for such foreign affiliate. 

C. Return on Direct Assets (Division Income) 

Results from division income divided by direct as­

sets and is considered a measurement of the man­

agement performance of the business unit. 

2. Economic Performance Measurement: 

Several additional measures of economic performance for 

the income statement, assets employed, and the returns 
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thereon are as fol l ow: 

A. Income Cont·r ·ibution 

Includes division income, plus other items that 

may not be directly infl uenced by operating man­

agement, but which provide substantial support of 

daily operations and/or requir ed as a r esult of 

the business environment . Central data processing 

and occupancy cross charges, translation gains and 

losses, and minority interest will be presented 

between division income and income contribution. 

B. Operating Profit 

Pr ovides full operating performance of each busi­

ness and includes Income Contribution, plus expen­

ses for services rendered by group administration 

and corporate staff functions. A variety of as­

signment/allocation methods will be used depending 

upon the indicators most clearly matching costs to 

services rendered . 8 

C. Pretax I ncome 

Provides a before- tax measure of economic perfor­

mance after assignment/allocation of nonoperating 

items. 

D. Net I ncome 

Provides an after-tax measure of economic perfor­

mance using the planned and actual consolidated ef­

fective tax rate for all periods presented . 
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E. Total Assets Employed 

Consists of direct assets (Item 1. B. above), 

plus allocated assets, which, for purposes of 

performance measurement, may be minimally influ­

enced by operating management. These assets in­

clude corporate facilities and certain nondirect 

group and division plant support investments and 

will be assigned/allocated to business units us­

ing indicators which generally correspond to me­

thods used to assign nondirect administration and 

corporate staff expenses. 

F. Return on Gross Assets 

1) Return on Assets (Pretax Income) 

Comprises a measure of economic performance 

before application of budgeted and actual ef­

fective tax rates. This percent return re­

sults from dividing pretax income (Item 2. C. 

above) by total assets employed (Item 2. E. 

above. 

2) Return on Assets (Net Income) 

Is a measurement of after- tax economic perfor­

mance and is the result of net income (Item 

2. D. above) divided by total assets (Item 

2. E. above). 

This Performance Reporting System will enable management 

to control the company's results. To further explain and 
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clarify this system, attached is an example of a divisional 

statement format. 

This statement gives the Return on Division Assets (RODA), 

Return on Pre-Tax Income (ROPTI) and Return on Net Income 

(RONI). Additionally, this format compares the monthly re­

sults to budget and prior year's amount. Also, year-to-date 

information is provided and compared to budget and prior year. 

The exact method of measurement will vary from company to com­

pany, but, normally, budget, prior year actual, and comparison 

to other divisions are used. That is why a division income 

measurement level is important for comparibility to other di­

visions. However, this format will give management flexibili­

ty to use one or all of the measure tools provided, 

In the next chapter, I will utilize the criteria and tools 

developed in this paper to evaluate and establish criteria for 

a capital investment program of a St. Louis-based company. 
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PERFORMANCE REPORTINC SYSTEM 

XYZ CORPORATlt'JN 

~ X-..E AIC~ X. 

Yage l. 

•FAVORABLE/ UNFAVORABLE (-) 
(MAV NOT FOOT DUE TO ROUNDINO) 

• • • • • • • • • • • • • • • • • • • • • • D I V I S I O N A L S T A T E M E N T S • • • • • • • • • • • • • • • • • • • • • • 
(DOLLARS IN THOUSANDS) RUN DATE 10/24/80 

---MONTH OF SEP 1980--- - -------IMPROVEMENT•------- --DESCRIPTION'-- ---1980 v-T- D--- PRY YR - -------IMPAQVEMENT •-----•--
AC'TUAL BUDGET PRY YR ----BUDGET- --- ---PRY YR---- ACTUAL BUDGET ACTUAL ----BUDGET---- ----PRY YA-•-• 
AMOUNT AMOUNT AMOUNT • AMT " AMT " AMOUNT ·AMOUNT AMOUNT AMOUNT " AMOUNT " 

2,959 2 ,889 2,394 70 2,4 565 23 . 8 SLS-LESS CR ADJ 26,173 25,837 22,531 336 
. 

1.3 3,642 18 , 2 
22 0 0 22 .o 22 .o TRSF SALES 101 0 15 101 .o 86 1573.3 
22- 0 0 22- .o 22- .o TSF COST OF SLS 101- 0 IS- 101- .o 86- 673,3-
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157 138 121 19- 13,8- 37- 30,6- REVENUE ADJ15 • 1,345 1,228 1,133 117- 9,5- 213- ta.a-
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2, 112 2,038 1,648 74- 3,6-. 464- 28.2- STD PROO COST 18,721 18,230 15,980 491- 2.7- 2,741- 17,2-
286 204 241 2- .1- 46- 19, 1- PLANT OVERHEAD 2,469 2,532 2,219 63 2 ,5 250- 11,3-
285- 279- 217- 6 2,2 68 31.3 OVHO TRANSFER 2,452- 2,483- 2, 136- 31- 1.2- 316 14,8 
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0

10./24/80 .. . . 
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CHAPTER VII 

CASE STUDY 

In previous chapters, I have discussed the various aspects 

of a capital investment program. In this chapter, I will re­

view the financial statement of a major, St. Louis-based cor­

poration. The corporation will be referred to as the XYZ Cor­

poration to protect the confidentiality of the information 

used. The information gathered will be used to develop a Cap­

ital Investment Program. 

The XYZ Corporation is engaged in the development, manu­

facture, distribution, and marketing of fine chemicals, drugs, 

and allied products. The Company bas three major industry 

segments which are: 

1. Health Care Products 

Drug chemicals, ethical and proprietary drugs, X- ray 

contrast media, radiopharmaceuticals, disposable medi­

cal devices, and laboratory chemicals and equipment 

2. Specialty Chemical Products 

Industrial chemicals, catalysts and printing inks 

3. Food, Flavor, and Fragrance Products 

Flavors, specialty bakery and food ingredients, and 

fragrances 
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Products of each of the business segments are manufactured 

and marketed in the United States and in foreign countries. 

The Company's Return on Average Gross Assets (ROA) has 

steadily decreased from a high of 9.5% in 1976 to 8.8% in 

1979. During that period, the two key ratios influencing ROA , 

asset turnover, and percent earned on Net Sales have generally 

declined, except for an improved asset turnover in 1978 and a 

higher Return on Net Sales in 1979 . The improved profitabili­

ty in 1979 resulted primarily from higher interest income and 

an improved Net Margin percentage. 

Return on Average Shareholders' Investment increased from 

15.1% in 1975 to 16.7% in 1976. In 1979, however, Return on 

Average Shareholders' Investment was 15.2%, reflecting a 

steady , downward trend from the percentage return in 1976. In­

come from total operations increased by 12 . 3% and 6 . 2% in 1977 

and 1978, respectively, while Average Shareholders' Investment 

increased by 15.5% and 12.2%, respectively. Earnings from to­

tal operations in 1979 improved by 12.6% over the prior year, 

but the Return on Average Shareholders' Investment was below 

1978 by 0.2%. This resulted principally from lower 1979 in­

come relating to discontinued operations of a division which 

was sold and higher shareholders' investment (13 . 8%), which 

excludes the gain on sale of the division . 

On an incremental basis (additional income divided by ad­

ditional assets), from 1975 through 1979, ROA reached a high 
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in 1976 (13.3%), but was 7.9%, 4.9%, and 8.7% in 1977, 1978, 

and 1979, respectively. Incremental ROA for 1977 reflected a 

lower investment turnover and a decline in Return on Net 

Sales. In 1978 , investment turnover improved substantially, 

but Incremental Return on Net Sales was far below 1977, re­

sulting in a further reduction in ROA. Incremental ROA im­

proved substantially in 1979 on a higher Return on Net Sales, 

offset partially by a lower investment turnover. The lower 

turnover resulted from a 11.3% Net Sales increase over 1978, 

contrasted to a 12.8% increase in Average Gross Assets. Much 

of the asset increase resulted from investment proceeds from 

the sale of a division. Each year since 1976, Incremental ROA 

was below the prior year's overall ROA and was substantially 

under the Company's 10% consolidated ROA goal. It should also 

be pointed out that performance in the recent past was far be­

low the Incremental ROA for 1972, 1973, and 1974 of 10.3%, 

31.6%, and 23.1%, respectively. 

Certain factors which had a significant influence on the 

decline in the ROA and the Return on Average Shareholders' In­

vestment from 1976 through 1979 would include: 

1. A significant skewing of authorizations toward Nonfi­

nancially-Justified , nonproductive capital . This skew­

ing increases the asset base and, also, reduces future 

profitability through increased depreciation and other 

expenses. 
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2. Funds were authorized for major projects which did not 

meet guidelines or the current average ROA. Although 

there are business reasons for making such invest­

ments, the expected return may be insufficient to pre­

serve the consolidated ROA. 

3. Major projects approved in the past did not achieve 

planned results. 

4 . Acquisition of other businesses which are earning sub­

stantially below the consolidated Corporation ROA. 

A recap of the financial ratios of the XYZ Corporation is 

presented on attached Schedules I and II . Schedule III recaps 

key ratios and financial information for the period from 1970 

through 1979. Schedule IV reflects the Corporation's key ra­

tios in a graph form. 

As the review of the financial ratios revealed, the Com­

pany's key returns have been declining. This is the result of 

the Incremental Returns being below the Corporate Average Re­

turn. Our objective here will be to establish criteria and a 

Hurdle Rate for the accounting return and the cost of capital 

to insure , if achieved , improvement in the key ratios. First, 

we will review the Accounting Rate of Return for Incremental 

Gross Assets. 

The key to improving the Corporation's overall return is 

to establish a return on additional assets employed which will 

help improve the consolidated returns. At this point, we will 
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establish the Corporate long-range goal for consolidated ROA 

at 10%. Currently, per Schedule III, the average ROA for 1979 

is 8.8%. If we assume that the current assets employed will 

continue to achieve 8.8%, we must require future investments 

to obtain a higher return to pring the Corporate Consolidated 

Return up to an overall average of 10%. 

In determining the appropriate Hurdle Rate, we must con­

sider future cost of capital invested. The calculation would 

be as follows: 

1979 Total Return on Average Assets 
(excluding Interest) 

Future Interest Rate After Taxes 

(At 12.5%, assuming payback 
over½ of life) 

Required Rate of Return on Incremental 

Gross Assets 

9.4% 

3.1% 

12.5% 

This calculation tells us that we must achieve an overall 

12.5% ROA on additional assets employed. As discussed in 

Chapter III, we must consider nonfinancial capital investments. 

Once the ratio of Financially-Justified to Nonfinancially-Jus­

tified is established, the Hurdle Rate can be established. 

The following reflects the range of Hurdle Rates that ~an be 

used, depending on the amount of capital employed for Finan­

cially-Justified Projects. 

Project Hurdle Rates needed to meet required return on 

Incremental Gross Assets: 
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Incremental 
ROA 

12.5% 

Hurdle Rates 
2.5:1 

17.5% 

for Financially-Justified Projects 
2:1 1.5:1 1:1 

18.8% 20.8% 25.0% 

To illustrate the above, assume the Corporation chose a 

ratio of 2.5 for Financially-Justified Projects to 1.0 for 

Nonfinancially-Justified Projects. Based on the above finan­

cial assumptions, this means a Hurdle Rate of 17 . 5% would be 

needed on Financially-Justified Projects to achieve an overall 

12.5% ROA on incremental assets. 

EXAMPLE : 

Financially-Justified 

Nonfinancially-Justified 

TOTAL 

Ratio 

2.5 

1.0 

Year 19:XX 
Investment 

$2,500 

1,000 

$3,500 

Net 
Income 

$438 

$438 

ROA 

17.5% 

12.5% 

The example illustrates that the Company achieved a 17 . 5% 

on Financially-Justified Projects and 12.5% ROA on total in­

vestments. Of course, as the ratio changes, the required ROA 

will change, as depicted in the preceding chart. In this case, 

the achievement of 12.5% overall would not only pay for the 

cost of funds invested, but would also help improve the Con­

solidated Corporate Return. In addition , the Hurdle Rate must 

be changed when there is a substantial change in the interest 

rate on borrowed funds. 

The Cost of Capital Rate of Return is used in the Dis­

counted Cash Flow calculation, as discussed in Chapter III. 
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The purpose is to insure that funds invested return through 

cash flows a sum equal to or greater than the cost of capital. 

The Cost of Capital consists of two elements. They are 

the Cost of Debt and the Cost of Equity. These two elements 

are used to finance the Company. The relationship of the two 

plays an important role in the Hurdle Rate and the Hurdle 

Rate should be changed when this relationship changes. 

The following is the calculation of the Cost of Debt and 

Equity: 

Cost of Debt 

Assumed interest rate of 12. 5%, after tax= 6.3% 

COE = 

Cost of Equity (COE) 

Dividend Per Share 
Market Value + Dividend Growth Rate = 

COE = 1.20 
32 + 16.0 = 19 . 8% 

Now, we have calculated the Cost of Debt at 6.3% and the 

Cost of Equity at 19.8%. The following table determines the 

weighted average of each element and the Hurdle Rate needed, 

depending on Financially- Justified Capital Ratio to Nonfinan-

cially-Justified. 

WEIGHTED AVERAGE COST OF CAPITAL 

Debt/Equity Hurdle Rates - FJLNFJ Ratios 
Rat io Debt E9.uitf Total 2.5:1 2:1 1. 5: 1 1:1 

. 1/. 9 .6% 17.8% 18 . 4% 25.8% 27.6% 30.7% 36.8% 

.2/ . 8 1. 3% 15.8% 17.1% 23.9% 25.7% 28.5% 34.21,t; 

.3/.7 1.6% 13.9% 15 . 5% 21.7% 23.3% 25.8% 31.0% 
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The Company's current ratio of debt to equity is .2/.8. 

Therefore, using the same criteria of 2.5:1, we would use 

24.0% as our Hurdle Rate for the Cost of Capital. Again, this 

means the Discounted Cash Flow from a Financially-Justified 

Project must equal or exceed 24.0%. 

Attached are Schedules V, VI, and VII which illustrate the 

change in the Return on Assets and the Return on Equity, de­

pending on the method of financing. In each case, the follow­

ing assumptions are given: 

1. 11.9% growth in assets 

2. 12.5% ROA on gross asset additions 

3. 16.0% dividend growth rate 

Case 1 (base case) i ndicates an increase in ROA to 10.0% 

by 1984 , assuming no additional long-term debt or equity fi­

nancing. Also, the Return on Equity (ROE) has a gradual in­

crease, which would be expected. 

Case 2 employs additional long-term debt financing at a 

13% interest rate . The method of financing slowed the ROA 

growth rate , but the ROE increased because of the lower equity 

balance due to the debt borrowing. 

Case 3 converts debt to equity financing which increased 

the ROA due t o increased profit with less interest. The ROE 

has a slower growth rate because of the larger equity balance 

by the debt conversion. 
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The Cost of Capital Hurdle Rate of 24.0% must also be cal­

culated on each project . The timing of funds flowing from a 

project will change the Rate of Return from the project . Sche­

dule VIII compares the timing of cash flow from a project in 

three cases which have the same ROA over a five-year period. 

Again, the timing of income (cash flows) from the project is 

the only difference. As we can see , the sooner the cash flow 

is received (Case 3), the higher the Rate of Return. 

Based on the information gathered on the XYZ Corporation, 

the following Capital Program should be established. 

1. Evaluation Methods: 

A. Financially-Justified Projects: 

1) Accounting Return on Gross Assets and Payback 

will be the primary evaluation methods. 

a) New products and capacity increase pro­

jects: 

Hurdle Rate of 17 . 5% by third year 

and a five-year average of 17.5% 

b) Cost - Reduction Projects : 

Payback before depreciation and taxes 

should be in 2.5 years (equal to 17 . 5%). 

2) Discounted Cash Flow will be the supplementary 

evaluation method for projects exceeding 

$500,000. 

-- Hurdle Rate of 24.0% 
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B. Nonfinancially- Jus·tTf;ied P-r·oJects: 

These projects will be evaluated on the basis of 

business need, safety, government regulations, 

etc. 

2. Capital Plan 

Will be based on 2 . 5 to 1 Financially-to-Nonfinan­

cially-Justified Ratio. 

3. Post Evaiuations 

Will be performed on all Financially- Justified Pro­

jects after one year and three years of operation. 

There is always flexibility in any Capital Plan, but , if 

the above criteria were achieved, the XYZ Corporation would im­

prove its ROA and ROE and , eventually, achieve the overall Cor­

porate goals. In order for the Company to achieve these goals, 

it is important that it continues to earn the present Return of 

8.8%. Of course , an increase in this Return on existing assets 

would help the Company achieve its objectives sooner . 

In this chapter, I have identified the Company's key ra­

tios; established Hurdle Rates; through examples, showed the 

effect of higher returns on additionai assets employed; and es­

tablished a Capital Program that would help to achieve an over­

all improvement in the consolidated Return on Assets and Return 

on Equity . 
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Total 

1. 

2. 

XYZ CORPORATION 
Return on Average Gross Assets, Net Sales, and 

Average ShareholderE' Eouity 

1975 1S76 1977 

Operations 

Return on Average Gross Assets 8. fr,~ 9. ~ 9. % 

A. Asset Turnover l.009 (3) 1.048 1.033 

B. Return on Net Sales s.n S .l~~ 9.0'k 

Return on Average Shareholders ' 
Equity 15.11. 16.?i 16.3% 

1978 

8 . ~ 

CHAPTER VII 
SCHEDUU: I 

1979 

11.2'7. 
8.S"k(l) 

1.084 1 . 069(4) 

s.n 10. 54 ) 
8. 37.Cl 

15.4l 19 . 37. 
1s.21.(l) 

Continuing Operati ons 

1. Return on Average Gross Assets 8.61. 9.37. 9 .11. 8.6,. 8. 7'7. 

A. Asset Turnover<2) 1.066(3) 1.095 1.071 1.120 l.069(4) 

B. Return on Net Sales (2) 8 . 11. 8.s-k 8. 5'- 7 .6,. 8.11. 

2. Return on Average Shareholders' 
Equity 14.~ 15.61. 15.3'7. 14.41. 15.0'l. 

1ncremental Ratios - ·Total Operat ions 

l. Return on Average Gross Aase.ts s .. n 13.3'1. 7. 9"k 4. 9"k 8.7'7. 

J.. Asset Turnover 0.462{3) 1.257 0.928 l.519 o.953C'4) 

B. 1teturn on Net Saies 12 .4'7. 10.6'7. 8.4'Z 3 .2'7. 9.2'7. 

2. Return on Average Sharebolder·s ' 
Equity 12.~ 25.n. 13.31. 8. 21. 14.11. 

(1) Excludes Gain on Sale of the Division. 
(2) Excludes direct assets of Division sold. 
(3) Gro11 assets include proceeds from $)0 million convertible debentures issued 

in November, 197S. Excluding these proceeds, R.O.A. would have been 9.31., 
9.1'7. and 8.7'7. for total operations , continuing operations and incremental -
total operations, respectively. 

(4) Gross assets include proceeds of $25 million from sale of the 
Diviaion in June, 1979. Excluding the net impact of these proceeds. B..O.A. 
for total operations , continuing operations and incremental - total opera­
tions would have approximated 9.0'l., 9. 1'1 and 10.6'7., respectively. 



11 Q£e n tions -

XYZ CORPORATION 
INOOME STATEME1'1T AND BALANCE SHEET INFORMATION 

($000) 

1975 1976 1977 1978 

1ncome $ 1s.539Cl) $ 24.183 $27,163 $28,841 
~~eludes Gain on Sale) 
I tncr. 12.3 '1 30.4 ~ 12.3 '1 6.2 i 

11 Aneta 234.342 273,115 309.678 341.225 
I Iner. 24.6 '1 16.5 'Z 13.4 'l. 10.2 '1 

rage Gross Assets 211,226 25~,729 291 , 397 325,452 
I Iner. 20.2 'Z 20.1 t 14.8 'l. 11.7 '1 

rebolden' Equity 132,386 156,655 177,053 197,494 
i tnc:r. 17 .5 '- 18.3 ~ 13.0 '1 11.5 '1 

~ge Shareholders' Equity 122,548 144,521 166,854 187,274 
1 lnc:r. 16.1 'l. 17. 9 '1 15.5 'Z. 12.2 '1 

~nuing Operations 

• h'ca Continuing Oper. 17,176 22,550 25,560 26,940 
1 Incr. 11.7 1 31.3 t 13.3 'Z. 5.4 t 

Salu 213,113 265,953 300.912 352,648 
1 IDcr. 8.3 '1 24.8 '1 13. l '1 17 .2 '1 

11 A.11euC2) 223,101 262,701 299,047 330,694 
1 Iner. 26.3 '1 17.7 1 13.8 'Z. 10.6 'l 

:age Gross Asaets<2) 199,985 242,901 280,874 314,871 
1 Iner. 21.9 1 21.5 'l 15.6 'Z. 12.1 'Z. 

:ebolders' Equity • same as above 

CHAPTER VII 
SCHEDULE II 

1979 

$41,068 
32.486* 
42.4 '-
12.6 ~ 

393,262 
15.3 'l 

367,244 
12.8 'l. 

228,820 
15.9 'Z. 

213,157 
13. 8 'Z. 

31,932 
18.5 'Z. 

392,470 
11.3 '1 

393,262 
18.9 'Z. 

367,244 
16.6 'Z. 
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SCHl:.Dl'T F. 

1970 1971 --- --

SALES $ 91,711 $100,117 

1~:COYE 6,019 7,075 

RAGE GROSS ASSETS 121,488 131,456 

UR:1 ON AVERAGE GROSS ASSETS 5.0 % 5 . 4 o/, 

ETL R~'. ON NET S1U.ES 6 . 6 o/, 7 . 1 % 

5SET TURNOVER 0.76 0,76 

INCREASE OVER PR IOR YEAR 

NET SALES 9.1 % 

NET INCOME 17.5 

AVERAGE GROSS ASSETS 8.2 

RAGE SHAREHOLDERS 1 INVST . $ 65,052 $ 70,521 

!!RN ON AVE. S HRHUl?.S I INVSI. 9 . 3 % 10 .0 % 

INCREASE OVER PRIOR YEAR 
NET INCOME 17. 5 % 

AVE. SHRHLDRS I I NVST. 8 . 4 

lE~~NTAL INFORMATION: 
~T INCONE $ 1,056 

iE~_.l..GE GROSS ASSETS 9,968 

iC:R.AGE SHRHLDRS I niVST . 5,469 

rN . ON AVE , GROSS ASSETS 10.6 % 

[N . ON AVE . SHRHlD:G ' INVS1' . 19 . 3 % 

XYZ CORP! 
OF 0'.";::t,\L1, ~TD 1NClZ:-:•lE~ l r\ f, RETLR(1 ON A'.'E t 

FOR YEARS 197 0 Ti 
- -- - ($000 'i 

Tl 
1972 1973 1974 19 71 

-----

$114,891 $156, 284 $196,733 $ 6 

8, 621 ll,SJ7 16,506 

142,9"i4 155, 601 175,752 7 

----
6.0 % 7 . 6 % 9 .4 % - - - -- - - ---

7.5 % 7 . 6 % 8 .4 o/~ 

0. 80 1.00 1.11 

14 .8 % 36 . 0 % 25.9 % 

21.9 37 .5 39 . 2 

8 . 7 8.8 12.9 

$ 79,599 • $ 91,830 $105,536 $ .4 

10.8 '% 12.9 % 15.6 % 

21.9 % 37 . 5 % 39.2 % 

12.9 15 .4 14.9 

$ 1,546 $ 3,236 $ 4,649 $ 

11,498 12,649 20 ,149 

9,078 12,231 13,706 

13.4 % 25 . 6 % 23. l ~;. 

17 . 0 %' 26-. 5 % 33.9 % 

r~ons: Net sales reflect continuing operations a~ounts foe all perioJs presented , 
Net income inc l udes total inco me from opera t ions , excluding extraordinary items a nd 

on sale oE the Division. 
Cross a sse ts and sharehol d~rs ' inves t me n t r ~E l ec t amounts r e ported in annuJ l r eport! 



' :-,'.) Ass-·Ls i};D _5H_::\ =' "i0_!.01- l{S ' _l~VEJ>)?!_ENT 
l 'l 7 9 

19:' S 1976 1977 - - -

$21 3,llJ $265,953 $300,9l2 

16,5\9 2.!: , 1-3 3 27 ,163 

211, 226 253 , 729 291 , 397 

8 . 8 % 
- --- - 9.5 % 9.3 % 

8.7 % 9.1 o/, 9.0 % 

1.01 1.05 1.03 

8.3 % 24 . 8 % 13.1 % 

12.3 30 .4 12.3 

20.2 20. 1 14 .8 

$122,548 $144,521 $166,854 

15.1 % 16. 7 % 16.3 % 

12. 3 % 30 . 4 % 12 . 3 % 

16 . 1 17.9 15 . 5 

$ 2 ,033 $ 5,644 $ 2,980 

35,474 42, 503 37 ,668 

17 ,012 21,973 22, 333 

5 . 7 % 13 . J % 7 . 9 % 

12 . () % 25. 7 % 13. J o/, 

1978 

$352 6li8 

28 ,8!.l 

325 ,452 

8.9 % 

8 2 % 

1.08 

17 . 2 % 

6.2 

11. 7 

$187 , 273 

15.4 % 

6.2 % 

12 . 2 

$ 1 ,678 

34,055 

20 ,419 

4.9 % 

8. 2 % 

TOTAL 
1979 1975-1979 

$392,470 $1,525,096 

J2 , !t81:i 131,212 

367 J 2 414 1,449,048 

8.8 % 9 . 1 % 

8.3 % 8 . 6 % 

1.07 1.05 

11. 3 % 

12.6 

12.8 

$213,157 $ 834,353. 

15 . 2 % 15. 7 % 

12 . 6 % 

13 . 8 

$ 3,645 $ 15,980 

41,792 191,492 

2 5, a·s-4 107 , 621 

8 . 7 % 8.3 % 

14 . 1 o/~ 14 . 8 % 

CHAPTER VII 
SCHEDULE III 

TOT.\L 
1970-1979 

$2,18..',, ,852 

11<:1,:,s , 

2 , 176 , 30 1 

- - - ---
8.2 % 

8.2 % 

1.00 

$1 , 240,891 

14 . 4 % 

$ 27 ,627 

262 ,619 

1~7 , 77 8 

10 . 5 %. 

17 . 5 % 



CAPITAL PROGRAM WITH 17,SX HURDIB RATE 
PROFORMA BALA!CE SHEET 

CASE 1 

1980 1981 1982 

.nt Assets $196,649 $220,0SO $246,236 

:urrent As■eta 243,293 272,113 304,347 
Accum. Depr. 72.426 86,032 101.249 

Ion-Curr. Aase ta 170.867 186.081 203,098 

:al Assets $367,516 $406,131 $449,334 

:nt Uabilitiee $57,713 $ 6,,314 $72,326 

Term Debt 54,665 54,665 54,665 

!holder•' Equity 255,138 286,152 322.343 

:. Liab. & S.H. Equity $367,516 $406,131 $449,334 

£ncaae $ 37,7.67 $44,295 $ Sl,597 

:u oa Crose AHeU 
Latin& 8.n a.n e.n 
1 12.5 12.S 12.5 
rot.al 8.6 9.0 9.4 

cu on Equity l5.6 16.4 17.0 

!IPTIONS: 

11.97. growth in ae■eta. 
12.n a.0.1. on gro•• ·••et additiona. 
No additional long-term debt or equity financing. 
Financin& need• eatiefied by increase■ in current liabilitiee. 
16. 0%. dividend growth rate. 
'lbe 1980 debt/equity ratio la :2/.8. 

CHAPTER VII 
SCHEDULE V 

1983 1984 

$275,538 $308,326 

340,399 380,696 
118,269 137,304 
222,130 243.392 

$497,668 §S511718 

$78,765 $84, 643 

54,665 54,665 

364.238 412.410 

$497,668 $551,718 

$59,766 $68,902 

e.n 8.n 
12.S 12.5 
9.7 10 •. 0 

17.4 17.7 



:ent Aa1eu 

current Auet■ . Accum. Depr • . 
Jon•Curr. Aa1eta 

tal As■eta 

ent Liabilities 

-Term Debt 

ebolde.ra' Equity 

1. Liab. & S .B. Equity 

IDcome 

rn on Gro•• Aa1et1 

m DD Equity 

!iPTIONS: 

CAPITAL PROGRAM WITH 17,S"t HURDI.B RATE 
PROFORMA BAIANCE SHEET 

CASE 2 

1980 1981 1982 

$196,649 $220,050 $i46,236 . 

243,293 272,113 304,347 
72,426 86,032 101,249 

170,867 186,081 203,098 

$367,516 $406,131 $449,334 

$57,713 $65, 314 $ '72,326 

92,940 95,428 98,262 

216,863 245,389 278.746 

$367,516 $406,131 $449,334 

$35,279 $41,634 $48,764 

8.0 'I. 8.5 'I. 8. 9 'I. 

17.3 18.0 

· 11.gi growth in ae■et■ • 
12.·n R.O.I. on gro■a aHet addition• before additional illtere■t. 
Additional long-term debt financing@ 13"1 interest. 
'l'he 1980 debt/equity ratio ia .3/.7. 
16.0%. dividencl arowth rate. 

CHAPTER VII 
SCHEDULE VI 

1983 1984 

$275,538 $308, 326 

340,399 380,696 
118,269 137,304 
222,130 243,392 -

$497.668 $551.718 

$78,765 $84,643 

101,293 104,53S 

317,610 3621S40 

$497,668 $551,718 

$ 56,735 $ 65,660 

9. 2 'I. 9.5 'I. 

19.0 19.3 



nt A.uet• 

urrent Anet• 
Accum. Depr. 

on-Cun-. Aaaeu 

al >..■eta 

nt U al>Uitiea 

Term Debt 

bolder•' Equity 

• Li.ab. & S.B. Equity 

:ncome 

u DD Cro1a .haet1 

1l DD lquity 

IPnORS: 

11.9%. growth in aa1et1. 

CAPITAL PROGUM WITH 17 ;51 RURDU ltA'TE 
PRO FORM.\ BAIANCE SHEET 

CASE 3 

1980 1981 1982 

$196,649 $220,050 $246,236 

243,293 272,113 304,347 
72.426 86.032 101.249 

170,867 186,081 203,098 

$367,516 $406,131 $449,334 

$ 57,713 $ 6s·,139 f 72,042 

39,665 39,665 39,665 

270.138 301.328 337,627 

$367,516 $406,131 $449,334 

$38,367 $44,895 , 52,197 

8.7 1 9.11 9.S 1 

1s.o U.7 16.3 

12.n a.0.1. OD gro•• ··••t addition,. 

CHAPTER VII 
SCHEDULE VII 

1983 1984 

$275,538 $308,326 

340,399 380,696 
118.269 1371304 
222,130 243,392 

$497,668 $SS1 1H8 

$ 78,451 $84,391 

39,665 39,665 

379.552 _ 427,662 

$497,668 $l51,718 

$60,366 $ 69,502 

9.8 I 10.11 

16.8 17.2 

Conver1ion of long-term debt ($15 million) to common ■tock durina 1980. 
A~ditional financing need■ 1atiafied by increaae1 in current liabil1t1••• 
16.07. dividend arowth rate. • 



W. CORroRATHJ~ 
CAPITAL INVESTMENT CRITERIA 

CHANGE IN TIMING OF CASH FLOWS 

SUMPTI ONS: 
f\'ERAGE ROA = 17,5% 
INVESTMENT = 1,000 
DEPRECIATION= 5 YEARS 

~e 1 <aoA 17. 5;> 
~ET INCOME 
INVESTMENT TAX ~REDIT 
DEPRECIATION 

:ASH FLOW 

)I SCOUNTED VALUE 

;e 2 ~BOA 17. 5~) 
~ET INCOME 
INVESTMENT TAX CREDIT 
)EPRECIATION 

:ASH FLOW 

)I $COUNTED VALUE 

)E 3 (RQA 17 12%) 
~ET INCOME 
INVESTMENT TAX CREDIT 
)EPRECIATION 

:ASH FLOW 

) I SCOUNTED VALUE 

YEAR l 
$ 160 

100 
200 

$ 460 

$ 357 

IRR = 

$ -
100 
200 

$ 300 

$ 241 

IRR = 

$ 300 
100 

_ 200 

$ 600 

$ 448 

IRR = 

YEAR 2 YEAR 3 
$ 160 $ 175 

- -
200 200 

$ 360 $ 375 

$ 217 $ 175 

28.9% 

$ 100 $ 205 
- -

200 200 

$ 300 $ 405 
$ 193 $ 208 

24.8% 

$ 250 $ 155 
- -

200 200 

$ 450 $ 355 

$ 251 $ 147 

34.1% 

CHAPTER VII 
SCHEDULE VIII 

YEAR 4 :YEAR 5 
$ 190 $ 190 

- -
200 200 

$ 390 $ 390 

$ 141 $ 110 

$ 260 $ 310 
- -

. 200 200 

$ 460 $ 510 

$ 189 $ 169 

$ 110 $ 60 
- -

200 200 

$ 310 $ 260 
$ 94 $ 60 



CHAPTER VI I I 

CONCLUSION 

In this paper, I have emphasized the importance of a Capi­

tal Investment Program and its effects on the key financial 

ratios of a corporation . As stated in the Introduction, a 

capital investment decision affects all aspects of a business; 

but, more importantly, the commitment of funds into the future 

is vital to the long-term success of the company. 

All successful corporations have all or most of the key 

elements described in this paper which are needed for an ef­

fective Capital I nvestment Program. A Capital Budget plus 

corporate goals and objectives are the foundation for an ef­

fective program. Once the Budget is complete and corporate 

goals are set, the Project Approval System must be properly 

utilized to insure the objectives of the programs are met. Of 

course, obtainment of these objectives will insure accomplish­

ment of the corporation's short- term and long-term goals. As 

pointed out previously, projects submitted with the expecta­

tion of achieving desired results for the total corporation 

may vary, depending on the actual results achieved. Failure 

to obtain desired results will cause the total consolidated 

results to fall short of corporate objectives . Therefore, the 

Post Evaluation process plays an important role in insuring 

the corporation's achievement of long-term goals . 
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As outlined in the paper, the Performance Reporting System 

keeps track of individual business units. This system is also 

an important aspect of helping the corporation achieve its 

long-term objectives. This measurement differs from Post 

Evaluations in that the Performance Measurement System evalu­

ates the entire business unit versus an individual Capital 

Project. 

The proper establishment of a Capital Investment Pr ogram 

and the monitoring of its results will insure the long- term 

growth and prosperity of the corporation. 
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1weston, Fred J. and Brigham, Eugene F. , • Ma·n·a·ger·iaT Finance, 
The Dryden Press, 1978, pp. 283-285. 

2 Weston, Fred J. and Brigham, Eugene F. , Ma·n·ag·er·ial Finance, 
The Dryden Press, 1978, pp. 283-285. 

3weston, Fred J. and Brigham, Eugene F. , Man:a:ge·ri·a1 Finance, 
The Dryden Press, 1978, pp. 292-294. 

4weston, Fred J. and Brigham, Eugene F. , Manage·r ·ial Finance, 
The Dryden Press, 1978, pp. 294-301. 

5Rappaport, Alfred, "Strategic Analysis for More Profitable 
Acquisitions", Harv·a·rd· Bus·ines·s Review, ( July-August 
1979), pp. 99-110. 

6weston, Fred J. and Brigham, Eugene F., Managerial Finance, 
The Dryden Press, 1978, pp. 695-712. 

7 Solomons, David, Divisiona~ Performance, Richard D. Irwin, 
Inc., 1976, pp. 123-159. 

8Tbe Conference Board, Allocating Corporate Expenses, 1963, 
pp. 10-27. 
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