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When Managers Are Evaluated On Residual Income, Rather Than On Return On
Investment (ROI), They Will experience a significant shift in decision-making
processes, motivation, and overall organizational effectiveness. This
evaluation approach influences how managers prioritize projects, allocate
resources, and drive performance, ultimately impacting the company's growth
and profitability. Understanding the nuances between residual income and ROI,
and how this evaluation method shapes managerial behavior, is crucial for
organizations aiming to optimize their strategic management practices.

Understanding Residual Income and ROI

What Is Residual Income?

Residual income is the net operating income generated by a division or
department beyond the minimum required return on its invested capital. It is
calculated as:

e Residual Income = Net Operating Income - (Invested Capital x Minimum
Required Rate of Return)

This metric measures the absolute dollar amount of profit created above the
company's cost of capital, providing a clear picture of value added.

What Is Return On Investment (ROI)?

ROI is a percentage that evaluates the efficiency of an investment or
compares the efficiencies of several investments. It is calculated as:

* ROI = (Net Operating Income / Invested Capital) x 100%

ROI indicates how effectively managers are utilizing their assets to generate
profits, focusing on relative performance.



Differences Between Residual Income and ROI

While both metrics assess managerial performance, they differ significantly
in their implications:

e Focus: ROI emphasizes the efficiency of asset utilization, while
residual income emphasizes the absolute value added beyond a required
threshold.

e Behavioral Impact: ROI can discourage managers from undertaking projects
with high potential but lower ROI, whereas residual income encourages
pursuing projects that add actual dollar value.

e Measurement: ROI is a percentage, making it easier to compare across
divisions; residual income is an absolute dollar amount, highlighting
the actual profit added.

Impacts of Evaluating Managers on Residual
Income

Evaluating managers based on residual income fosters a different managerial
mindset compared to ROI-based evaluations. Here are the key impacts:

1. Encourages Value-Adding Investments

When managers are judged on residual income, they are motivated to pursue
projects that generate actual dollar profits beyond the minimum required
return. This reduces the risk of rejecting worthwhile investments that might
have a lower ROI but still create significant residual income.

2. Aligns Managerial Goals With Company
Profitability

Residual income emphasizes the creation of wealth rather than just
efficiency. Managers become more focused on initiatives that contribute to
the company's overall profitability, fostering a profit-driven culture.

3. Reduces Short-Term Bias

ROI can sometimes incentivize managers to prioritize short-term gains to
improve percentage figures, potentially neglecting long-term strategic
investments. Residual income, being based on absolute profit, encourages a



balanced approach that considers long-term value creation.

4. Promotes Cross-Divisional Fairness

Since residual income is expressed in dollar terms, it allows for a fair
comparison across divisions of different sizes and profit levels, enabling
better resource allocation decisions.

Strategic Benefits of Using Residual Income for
Evaluation

Organizations that adopt residual income as a managerial evaluation metric
can realize several strategic benefits:

1. Enhanced Decision-Making

Managers are more likely to undertake projects that genuinely add value,
knowing their performance is tied to actual profit increments rather than
relative efficiency metrics.

2. Better Resource Allocation

Residual income helps identify which divisions or projects truly generate
excess returns, guiding investment toward the most profitable opportunities.

3. Improved Organizational Performance

By motivating managers to focus on value creation, residual income can lead
to increased overall profitability and shareholder value.

4. Reduced Myopic Behavior

It discourages managers from manipulating short-term metrics to inflate ROI,
fostering a more sustainable growth approach.

Challenges and Considerations in Using Residual
Income

While residual income offers many advantages, there are challenges to
consider:



e Determining the Minimum Required Rate of Return: Setting an appropriate
hurdle rate is crucial. Too high, and worthwhile projects may be
rejected; too low, and unnecessary risks may be taken.

e Complexity in Calculation: Accurate residual income measurement requires
precise data on income and invested capital, which can be complex in
decentralized organizations.

e Potential for Gaming: Managers might focus solely on projects that boost
residual income without considering strategic alignment or long-term
implications.

Implementing Residual Income Evaluation: Best
Practices

To maximize the benefits of evaluating managers on residual income,
organizations should consider the following best practices:

1. Set Clear and Realistic Hurdle Rates: Align the minimum required return
with market conditions and strategic goals.

2. Ensure Transparent Data Collection: Maintain accurate and timely
financial data to calculate residual income effectively.

3. Combine Metrics: Use residual income alongside other performance
measures such as economic value added (EVA) or balanced scorecards for a
comprehensive evaluation.

4. Foster a Value-Creation Culture: Educate managers on the importance of
residual income and how their decisions impact overall organizational
performance.

Conclusion

When managers are evaluated on residual income, rather than on ROI, they are
more likely to focus on initiatives that genuinely add value to the
organization. This approach promotes a culture of profitability, long-term
strategic thinking, and fair resource allocation. While there are challenges
in implementing residual income-based evaluations, adopting best practices
can help organizations harness its full potential. Ultimately, this shift in
managerial assessment encourages behavior that aligns managerial efforts with
the company's goal of sustained value creation, leading to healthier
financial performance and competitive advantage.



Frequently Asked Questions

How does evaluating managers on residual income
influence their decision-making compared to ROI-
based evaluations?

Evaluating managers on residual income encourages them to pursue projects
that surpass the minimum required return, leading to more value-adding
decisions rather than focusing solely on ROI percentages, which can
discourage investments with high absolute returns but lower ROI.

What are the potential benefits of using residual
income as a performance measure over ROI for
managers?

Using residual income aligns managers' incentives with overall company wealth
creation, promotes investment in profitable projects regardless of ROI
percentage, and reduces the risk of underinvestment due to ROI-based
disincentives.

How might residual income evaluation impact
managers' motivation and behavior?

Managers are likely to be more motivated to undertake projects that generate
excess income beyond the required minimum, fostering a focus on long-term
value creation rather than short-term ROI targets.

In what ways does residual income help address the
limitations of ROI when assessing managerial
performance?

Residual income accounts for the absolute dollar amount of value created,
preventing managers from rejecting worthwhile projects due to low ROI
percentages and allowing for better comparison across different investment
sizes.

What implications does the shift from ROI to
residual income evaluation have on resource
allocation within a company?

It encourages managers to allocate resources to projects that generate
positive residual income, leading to more optimal investment decisions and
overall increased firm value.



Are there any challenges associated with evaluating
managers based on residual income rather than ROI?

Yes, residual income calculations can be more complex and require accurate
cost and capital charge assessments, and it may also be influenced by changes
in the company's overall profit levels, making consistent evaluation more
challenging.

Additional Resources

Residual Income Evaluation: A Game-Changer in Managerial Performance
Assessment

In the realm of corporate finance and management, performance measurement
methods significantly influence decision-making, strategic focus, and
organizational behavior. Traditionally, Return on Investment (ROI) has been
the dominant metric for evaluating managerial effectiveness. However, an
alternative approach—-residual income-has gained traction for its nuanced
insights and alignment with long-term value creation. When managers are
evaluated based on residual income rather than ROI, their strategic
priorities shift, often leading to more sustainable growth and better
resource utilization. In this comprehensive analysis, we explore the concept
of residual income, compare it with ROI, and examine the implications of
adopting residual income as the primary performance measure for managers.

Understanding Residual Income: Definition and
Concept

What Is Residual Income?

Residual income (RI) is a financial metric that measures the amount of income
that exceeds a minimum required return on a company’s or division’'s operating
assets. It reflects the surplus generated after accounting for the cost of
capital, serving as an indicator of value-added performance.

Mathematically, residual income is expressed as:

\[ \text{Residual Income} = \text{Net Operating Income} - (\text{Average
Operating Assets} \times \text{Minimum Required Rate of Return}) \]

Where:



- Net Operating Income (NOI): The income generated from operations before
financing costs and taxes.

- Average Operating Assets: The average value of assets employed in
operations during the period.

- Minimum Required Rate of Return: The hurdle rate or cost of capital set by
the organization, reflecting investor expectations and risk considerations.

Key Point: Residual income quantifies how much a manager’s division or
project has earned above the baseline threshold necessary to satisfy
stakeholders.

Why Does Residual Income Matter?

Residual income serves as a performance indicator that:

- Aligns managerial incentives with shareholder wealth: By focusing on
absolute value added, managers are motivated to pursue projects that generate
returns above the cost of capital.

- Encourages long-term decision-making: Unlike ROI, which can sometimes
incentivize short-term gains at the expense of long-term value, residual
income promotes sustainable growth.

- Provides a clear picture of divisional performance: It highlights whether a
division is truly creating value after covering its capital costs.

ROI Versus Residual Income: A Comparative
Analysis

What Is Return on Investment (ROI)?

ROI is a relative performance metric that measures the efficiency of an
investment or division by calculating the percentage return generated on
invested assets:

\[ \text{ROI} = \frac{\text{Net Operating Income}}{\text{Average Operating
Assets}} \]

It is expressed as a percentage and offers a straightforward assessment of
profitability relative to the assets employed.

Advantages of ROI:

- Simplicity and ease of calculation.



- Useful for comparing different divisions or projects regardless of size.
- Widely understood and accepted in managerial and financial contexts.

Limitations of ROI:

- Myopic focus: Managers might reject projects that could increase overall
firm value if they lower their division’s ROI, leading to underinvestment.

- Encourages asset underutilization: Managers may avoid using assets
optimally to maintain high ROI.

- Difficulty in aligning with corporate goals: ROI does not directly measure
value creation, only efficiency.

Residual Income Versus ROI: Key Differences

| Aspect | Residual Income | ROI |

-1

| Focus | Absolute dollar value of excess income | Percentage return on
assets |

| Incentive Alignment | Promotes value creation above cost of capital | May
discourage investment if ROI drops |

| Decision Bias | Encourages accepting projects that add residual income |
May lead to rejecting worthwhile projects with lower ROI |

| Measurement | Absolute measure; easy to compare across divisions | Relative
measure; can favor divisions with smaller asset bases |

Impacts of Using Residual Income for Manager
Evaluation

1. Promotes Value-Adding Decision-Making

When managers are evaluated based on residual income, they are motivated to
undertake projects that generate returns exceeding the company’s cost of
capital. This fosters a strategic environment where:

- Managers prioritize investments that genuinely increase shareholder wealth.
- There's less tendency to reject projects solely because they might reduce
ROI, as the focus shifts to actual dollar value added.

- Long-term growth prospects are enhanced, aligning operational activities
with overall corporate value creation.



2. Reduces Short-Termism and Incentive Bias

ROI-based evaluations can inadvertently encourage managers to:

- Avoid projects with large initial costs but high long-term benefits.
- Manipulate asset values or earnings to improve ROI temporarily.
- Underinvest in promising opportunities to keep ROI artificially high.

Residual income evaluation diminishes these issues by emphasizing actual
value creation rather than relative efficiency, promoting decisions that
benefit the organization over time.

3. Aligns Managerial Goals with Shareholder
Interests

Since residual income is directly linked to the concept of wealth addition,
managers are more inclined to:

- Invest in projects that surpass the hurdle rate.
- Use resources more efficiently.
- Focus on strategic initiatives that build long-term competitive advantage.

This alignment helps mitigate agency problems where managers might prioritize
personal or departmental goals over corporate objectives.

4. Facilitates Better Performance Comparisons

Residual income allows organizations to:

- Compare divisions of different sizes on a common scale.

- Identify areas that are truly value-adding regardless of asset base.

- Recognize managers who consistently generate surplus income, fostering a
performance-driven culture.

5. Encourages Optimal Asset Utilization

Since residual income considers the cost of capital, managers are
incentivized to:

- utilize assets effectively,

- avoid underinvestment,

- seek ways to increase net operating income above the minimum required
return.



This results in more efficient capital deployment across the organization.

Implementation Considerations and Challenges

While residual income offers numerous advantages, deploying it as the primary
performance measure requires careful planning.

1. Determining the Appropriate Cost of Capital

- Accurate estimation of the minimum required rate of return is crucial.
- It should reflect the risk profile of the division or project.

- Variability in the cost of capital across divisions can complicate
assessments.

2. Measuring Net Operating Income Accurately

- Accounting policies and adjustments may be necessary to ensure
comparability.

- Non-operating items or extraordinary gains/losses should be excluded to
focus on core performance.

3. Establishing Consistent Asset Valuations

- Fluctuations in asset values can distort residual income calculations.
- Use of fair value or standardized asset valuation methods enhances
consistency.

4. Overcoming Potential Limitations

- Residual income may encourage managers to manipulate income figures.

- Proper controls, audits, and transparent reporting systems are essential.
- Combining residual income with other metrics, such as economic value added
(EVA), can provide a more comprehensive view.



Real-World Applications and Case Studies

Many leading organizations have adopted residual income-based evaluations to
enhance managerial performance.

Case Study 1: Manufacturing Corporation

A multinational manufacturing firm shifted from ROI to residual income to
evaluate its regional managers. Post-implementation, the company observed:

- Increased investment in R& and innovation projects.

- Improved asset utilization.

- A focus on projects that truly added value, rather than just high ROI
segments.

Case Study 2: Financial Services Firm

A financial services company used residual income metrics to assess its
divisions. The result was:

- Better alignment of incentives across diverse business units.
- Enhanced strategic planning and resource allocation.
- Growth in overall shareholder value.

Conclusion: The Strategic Advantage of Residual
Income Evaluation

Adopting residual income as a primary measure for managerial performance
evaluation marks a significant shift toward fostering long-term value
creation. Unlike ROI, which can sometimes incentivize short-term gains or
asset underutilization, residual income emphasizes absolute value addition
after covering the cost of capital. This approach encourages managers to
undertake projects that genuinely enhance corporate wealth, optimize resource
deployment, and align their goals with shareholder interests.

While implementing residual income metrics requires careful
planning—particularly in estimating the cost of capital and ensuring accurate
income measurement—the benefits in strategic focus, decision-making quality,
and organizational performance are compelling. As organizations seek
sustainable growth in increasingly competitive markets, residual income
evaluation offers a robust framework for empowering managers to make



decisions that truly matter.

In essence, when managers are evaluated on residual income rather than ROI,
they will:

- Prioritize value-adding investments,

- Make more long-term strategic decisions,

- Avoid the pitfalls of short-termism,

- Align their efforts with overall organizational goals,

- And ultimately, contribute more effectively to the company's enduring
success.
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