
Chris Jacobs prepared his research report on this topic as
part of his MBA at the University of Pretoria, Gordon
Institute of Business Science (GIBS) November, 2003.

The following is a brief overview of his analysis which
examined the performance of a group of South African
platinum producers in terms of their ability to expand
with the market and, at the same time, add value for their
shareholders. In order to measure this performance,
though, it is necessary
first to establish what is
meant by ÔvalueÕ and how
performance may be
compared over time
between firms differing in
size and the currency in
which they report their
results.

When evaluating investments, many will
be familiar with the concept of net present
value (NPV), in which an expected cash
flow is discounted back to the present day
in order to be able to compare its value to
that of the (implied) alternative of investing those funds
in an equally risky investment for a return equal to the
discount rate. Discounting the cash flow enables us to take
account not only of the time value of the capital invested,
but also of the risk in the investment: the discount rate
reflects the total Ôcost of capitalÕ for that investment.

The profits and earnings per share shown in annual
reports do not take into account this Ôcost of capitalÕ so
they cannot be used directly to measure the value being
created. However, by making adjustments to the published

figures, it is possible to measure the value or Ôeconomic
profitÕ generated by the firm.

Economic Profit = Invested Capital x {ROIC — WACC}

ROIC - the rate of return on invested capital, is
determined by dividing net operating profit less amorti-
sation and adjusted tax (NOPLAT) by total operating
invested capital (IC) adjusted for non-operational assets

and adding sources of capital from among other
liabilities on the balance sheet.

WACC — the weighted average cost of capital is
determined for each company, taking account of
both the total after-tax cost of debt and returns on

equity demanded by the market.

While the rate of return on new
invested capital (RONIC) is a
measure of past performance,
internal rate of return (IRR) is the
equivalent measure that can be
applied to forecast incremental
cash flows in project evaluation.

During periods of rapid growth, it is tempting to accept a
project or acquisition on the basis of a positive IRR.
However, any project with a return that is less than WACC
should be rejected, as implementing the project would
destroy value. Conversely, strict discipline in electing to
develop only those projects that have a positive net
present value (i.e., the IRR is greater than WACC) ensures
that growth results in value creation for shareholders.

ROIC has no units and is thus independent of the size of
the company and of the currency in which it reports,
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