
Investor view
Insights from the investment 
community

April 2013 

Help investors to understand your return on capital employed  

Investors tell us that assessing return on captial employed is often a crucial part of their 
analysis of company performance and stewardship. In this ‘Investor view’, we look at some 
improvements to disclosures that could help investors and benefit companies.

Why is return on capital employed so important? 

Investors tell us that they closely monitor companies’ return on capital employed (ROCE). The 
reason is simple – history shows that companies that consistently generate returns above their 
cost of capital outperform their peers in the market.

The goal is to compare real return being generated to the real amounts that were invested by the 
management; however, calculating return on capital employed is not always as straightforward 
as it might be.

Where do the challenges to calculating ROCE lie?  Where would we suggest management 
consider improving disclosure?

Historical cost

When investments are made, the return on the actual capital employed can be easily obscured 
by re-measuring the acquired assets to fair value.

For example, a wise real estate investment can be lost in a ROCE calculation if the asset is 
revalued to current market value.

This is not to say that fair value information is not useful. But I would appreciate disclosure 
of the historical cost of capital expenditure to give them a relevant number in their ROCE 
calculations.



M&A

Acquiring another business can be the largest discretionary use of capital by management, 
so it is a key area of focus for investors: successful investments create value and 
unsuccessful ones destroy value.

Current financial reporting standards for acquisition accounting create several areas of 
challenge for an investor trying to assess ROCE.

Firstly, what is the total cost of the acquisition? Financial reporting standards do require 
management to disclose the amount and composition of consideration paid to former 
owners of the acquired business, but important detail about what investors view as the total 
cost can be obscured.

For example, investors want to be able to see the debt acquired, pension liabilities assumed, 
etc. in order to base their evaluation of the return on the capital on the real cost.

Secondly, there is the income statement impact. A clear description of the intangibles 
acquired, distinguishing between those acquired assets that have a finite life (eg a patent) 
and those that are sustained through expenditure that goes through  the income statement 
(eg customer lists and brands) is very useful. Many companies make adjustments for 
amortisation of all acquired intangible assets in their chosen measure of earnings, but 
investors often tell us that their models only adjust for the latter.

Finally, there is need to assess whether the acquisition has, over time, created or destroyed 
value. Management will typically discuss the strategic rationale for any acquisition made. 
However, once the acquisition has been finalised, it can be difficult to assess whether the 
stated strategic ambitions have been met.

Investors would welcome clear disclosure of the returns from the acquired assets or 
businesses - whether in pure financial terms, or through a mixture of financial performance 
and strategic objectives achieved - so they can analyse relative success in future periods.

Consistency is key!

Investors tell us consistency is crucial to enable them to replicate management’s ROCE 
calculations.

Being transparent about how management measures ROCE is critical. Investors encourage 
management to keep definitions consistent year on year – or to restate prior years if 
changes are made.

Using a ROCE measure that reconciles to GAAP is also important. A management number 
based on internal management accounts may be useful for managing the company, but if an 
investor cannot replicate the calculation, it can be frustrating for their analysis, especially if 
their models are different in some way.

The more granular the better

Segmental reporting is often the bedrock of an investor’s analysis of a company. Companies 
could really help investors by disclosing some information about capital employed on a 
segmental basis. For example, disclosing PP&E, capital expenditure and working capital on 
a segmental basis would be a helpful improvement.

To read more, log on to the following address:

http://www.pwc.in/en_IN/in/services/ifrs/investor-view.jhtml
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