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In the realm of corporate finance and managerial performance evaluation, accurately assessing the
effectiveness of an investment center manager is crucial for aligning individual efforts with
organizational goals. Traditionally, measures such as Return on Investment (ROI) and its variants
have been widely used to evaluate managerial performance. However, these metrics often fall short
in capturing the true economic value added by the manager, especially when making decisions about
resource allocation and performance incentives.

Residual Income (RI) has emerged as a compelling alternative, offering a more comprehensive and
economically meaningful assessment. This article delves into why residual income is a superior
measure compared to return-based metrics for evaluating the performance of an investment center
manager. We will explore the concepts, advantages, limitations, and practical applications of residual
income in managerial performance evaluation, supported by relevant examples and best practices.

Understanding Investment Center Performance Metrics

What Is an Investment Center?

An investment center is a segment of an organization that is responsible not only for generating
revenues and profits but also for making decisions regarding capital investments. Managers of
investment centers have control over revenues, costs, and capital expenditures, making their
performance evaluation complex and multifaceted.

Common Performance Measures

The two most common metrics used to evaluate investment center managers include:

- Return on Investment (ROI): Measures profitability relative to invested capital.
- Residual Income (RI): Measures profit remaining after deducting a charge for the capital employed.

While ROl is popular due to its simplicity and intuitive nature, residual income offers advantages that
can lead to better decision-making and more aligned incentives.

Limitations of Return-Based Measures



1. The ROI Bias and the "Myopic" Decision-Making

ROI tends to encourage managers to avoid projects that could decrease their overall ROI, even if
those projects could add value to the company. This phenomenon, known as "ROI bias," may lead
managers to reject worthwhile investments because they would lower their current ROI, potentially
stifling growth.

2. Suboptimization and Conflicting Goals

ROI can incentivize managers to focus on short-term efficiency rather than long-term value creation.
For example, a manager might cut necessary expenditures or delay investments to improve ROI
figures, ultimately harming the company's future prospects.

3. Inability to Compare Managers with Different Capital Bases

ROI does not account for differences in the amount of capital employed. A manager with a high ROI
might be managing a small asset base, while a manager with a larger asset base might generate
more total profit, but their ROI could be lower. This can lead to misinterpretation of performance.

Why Residual Income Is a Superior Performance
Measure

Residual income addresses many of the shortcomings of ROI by incorporating the cost of capital and
focusing on the true economic value added by the manager.

1. Aligns Managerial Incentives with Shareholder Wealth

Residual income encourages managers to undertake all projects that generate returns above the
company's cost of capital, fostering decisions that maximize shareholder value.

2. Encourages Investment and Growth

Since residual income is not negatively impacted by taking on larger projects (as long as they exceed
the cost of capital), managers are motivated to pursue value-adding investments without fear of
lowering performance metrics.

3. Facilitates Fair Performance Evaluation

Residual income considers the amount of capital invested, enabling fair comparison among managers
with different asset bases and operational scopes.



4. Promotes Long-Term Perspective

By focusing on economic value added, residual income encourages managers to consider the long-
term implications of their decisions rather than short-term efficiency gains.

Calculating Residual Income

The formula for residual income is straightforward:
Residual Income (RI) = Net Operating Income - (Capital Employed x Cost of Capital)

Where:

- Net Operating Income: Operating profit after taxes

- Capital Employed: Total assets or capital invested in the investment center

- Cost of Capital: The required rate of return, reflecting the opportunity cost of capital

Example:

Suppose an investment center reports:
- Net Operating Income = $500,000

- Capital Employed = $2,000,000

- Cost of Capital = 10%

Residual Income = $500,000 - ($2,000,000 x 10%) = $500,000 - $200,000 = $300,000

This indicates that the manager has added $300,000 in value above the company's cost of capital.

Implementing Residual Income in Performance
Evaluation

Step-by-Step Approach

1. Determine the Capital Employed: Identify the assets invested in the investment center.

2. Calculate the Cost of Capital: Establish a benchmark rate that reflects the company's weighted
average cost of capital (WACC).

3. Compute Net Operating Income: Obtain the operating profit after taxes.

4. Calculate Residual Income: Use the formula to determine the value added.

5. Set Performance Goals: Use residual income targets to motivate managers.

6. Provide Feedback and Incentives: Link residual income results to performance bonuses or other
incentives.

Advantages in Practice

- Facilitates performance comparisons across different units or managers.



- Encourages managers to undertake projects that increase overall company value.
- Reduces the risk of suboptimal decision-making driven by ROI bias.

Challenges and Limitations of Residual Income

While residual income offers significant advantages, it is important to be aware of its limitations:

- Determining the Appropriate Cost of Capital: Requires accurate estimation to ensure fairness.

- Complexity: Slightly more complex to compute than ROI.

- Potential for Manipulation: Managers might manipulate the reported net operating income or asset
base to improve residual income figures.

- Focus on Short-Term Residual Income: Might still encourage short-term focus unless aligned with
long-term strategic goals.

Best Practices for Using Residual Income Effectively

- Regular Review and Adjustment: Update the cost of capital and asset base periodically.

- Combine with Other Measures: Use residual income alongside other performance metrics like
economic value added (EVA) or balanced scorecards.

- Align Incentives: Link residual income performance to compensation schemes to motivate
managers.

- Set Realistic and Challenging Targets: Ensure goals motivate managers without fostering undue risk-
taking.

Conclusion

Choosing the right performance measure is vital for effective management and strategic decision-
making within an organization. While ROI and other return-based metrics have their place, residual
income provides a more comprehensive and economically meaningful evaluation of an investment
center manager's performance.

Residual income aligns managerial incentives with shareholder wealth, encourages value-adding
investments, and offers fair comparisons across units. By focusing on the true economic value created
above the cost of capital, residual income enables organizations to foster long-term growth and
sustainable performance.

In practice, organizations that adopt residual income as a key performance metric can better
motivate managers, make smarter investment decisions, and ultimately enhance overall corporate
value.
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Frequently Asked Questions

Why is residual income considered a better performance
measure than return on investment (ROI) for evaluating an
investment center manager?

Residual income accounts for the cost of capital and encourages managers to undertake projects that
add value beyond their required return, whereas ROI can discourage investments that are beneficial
but lower the ROI percentage. This focus aligns performance evaluation with value creation.

How does residual income promote better decision-making
among investment center managers?

Residual income motivates managers to pursue projects that generate returns exceeding the cost of
capital, fostering value-adding decisions rather than just focusing on maximizing ROI, which might
lead to rejecting worthwhile investments with lower ROI percentages.

What are the limitations of using ROl as a performance
measure that residual income overcomes?

ROI can lead to managerial reluctance to accept investments that could benefit the company but
lower the ROI, and it does not consider the absolute amount of income generated. Residual income
addresses this by measuring income above the minimum required return, promoting overall value
creation.

In what scenarios is residual income a particularly effective
measure for assessing an investment center's performance?

Residual income is especially effective when comparing investment centers of different sizes or when
evaluating projects with varying risk profiles, as it provides a clear measure of value added beyond
the required return, regardless of the size of the investment.

Can residual income be used alongside other performance
metrics for a comprehensive evaluation? If so, which ones?

Yes, residual income can be used alongside metrics like economic value added (EVA), economic profit,
or ROI to provide a more comprehensive view of an investment center's performance, balancing
profitability, value creation, and investment efficiency.

Additional Resources

Residual Income Is A Better Measure For Performance Evaluation Of An Investment Center Manager
Than Return

In the realm of corporate performance evaluation, selecting the most effective metric to assess an



investment center manager’s effectiveness is crucial. Among the various financial measures, Residual
Income has gained recognition as a superior performance indicator compared to traditional Return
measures, such as Return on Investment (ROI) or Return on Assets (ROA). Residual Income
emphasizes the value created beyond the required minimum return, providing a nuanced perspective
on managerial performance and decision-making. This article explores why residual income is a more
suitable metric, analyzing its features, benefits, limitations, and practical implications in evaluating
investment center managers.

Understanding Performance Measures in Investment
Centers

What Is an Investment Center?

An investment center is a segment within an organization responsible for generating revenues,
controlling costs, and managing investments in assets. Managers of these centers are evaluated
based on how effectively they utilize resources to generate profit and, ultimately, shareholder value.

Common Performance Metrics

Several financial metrics are used to evaluate investment center managers, with the most common
being:

- Return on Investment (ROI): Measures the efficiency of assets in generating profit.

- Return on Assets (ROA): Assesses profitability relative to total assets.

- Residual Income (RI): Calculates the profit remaining after deducting a charge for the opportunity
cost of capital.

While ROI and ROA focus on efficiency and profitability ratios, residual income emphasizes value
creation relative to capital costs.

Defining Residual Income and Return

What Is Residual Income?

Residual Income (RI) is defined as:
Residual Income = Operating Income - (Minimum Required Return x Investment Capital)

- Operating Income: The profit generated by the investment center.



- Minimum Required Return: Often set as the cost of capital or a hurdle rate.
- Investment Capital: The assets invested in the center.

Residual income measures the surplus income generated over and above the minimum required
return on invested assets, thus highlighting value creation.

What Is Return?

Return metrics, such as ROI, measure the efficiency of investment by expressing profit as a
percentage of investment:

ROI = Operating Income / Investment Capital

While straightforward, ROl can sometimes be misleading when used as a sole performance indicator.

Advantages of Residual Income Over Return

Alignment with Shareholder Value

Residual income inherently aligns managerial incentives with shareholder value creation. Since RI
accounts for the cost of capital, managers are motivated to undertake projects only if they generate
returns above the hurdle rate, thus promoting value-maximizing decisions.

Overcoming the Limitations of Return Metrics

Return measures like ROI can lead to several issues:

- Manipulation and Gaming: Managers might reject projects that are profitable but reduce overall ROI
due to increased investment.

- Suboptimization: Focus on maximizing ROI can discourage managers from accepting projects that
might benefit the company in the long term.

- Short-term Focus: ROI can incentivize managers to prioritize short-term gains to improve ratios,
potentially neglecting long-term value.

Residual income mitigates these issues by focusing on absolute dollar value creation and considering
the cost of capital.

Encourages Long-term Decision Making

Since residual income evaluates whether a project exceeds the capital cost, managers are
encouraged to pursue investments that add genuine value, fostering sustainable growth and long-
term strategic planning.



Facilitates Performance Comparisons

Residual income allows for easier comparisons across different centers or divisions with varying sizes
and investment levels because it measures actual dollar amount of value added rather than ratios
that could be skewed.

Challenges and Limitations of Residual Income

Determining the Appropriate Cost of Capital

A key challenge in calculating residual income is accurately estimating the minimum required return
or cost of capital. Variations in this rate can significantly influence RI figures, leading to potential
biases.

Potential for Disputes Over Asset Valuation

Accurate valuation of invested assets is essential. Differences in asset valuation methods can impact
RI calculations, making comparisons less reliable.

Requires More Detailed Data

Implementing residual income measures demands detailed financial data and regular updates to
reflect changes in the cost of capital or asset valuations, which can be resource-intensive.

Practical Implications and Implementation

Integration into Performance Appraisal Systems
Organizations aiming to adopt residual income as a performance measure should:
- Clearly define the hurdle rate or cost of capital.

- Regularly update asset valuations and cost assumptions.
- Use residual income alongside other measures for a comprehensive assessment.

Incentive Alignment

Residual income aligns managerial incentives with organizational goals by rewarding managers based
on value-added dollars, thereby encouraging prudent investment and operational decisions.



Case Studies and Industry Practices

Many leading firms, especially in capital-intensive industries, utilize residual income in performance
evaluations. For example:

- Manufacturing firms assess division managers based on residual income to promote capital
efficiency.
- Conglomerates use residual income to compare divisions with diverse asset bases.

Conclusion: Why Residual Income Is Superior

Residual income offers a more comprehensive and economically meaningful measure of a manager’s
performance in an investment center than traditional return metrics. Its focus on absolute value
creation, accounting for the cost of capital, ensures that managers are incentivized to undertake
projects that genuinely enhance shareholder wealth. While it presents some implementation
challenges, its benefits in aligning managerial decisions with long-term organizational success make
residual income a superior performance evaluation tool.

In summary, organizations seeking a performance metric that encourages value-adding behavior,
minimizes gaming, and promotes long-term strategic growth should consider adopting residual
income as the primary measure for evaluating investment center managers. Its ability to provide a
clearer picture of true performance and value creation makes it an indispensable component of
modern managerial finance practices.
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