Is ROIC the same as ROE? 
Thanks, Jim  

Thanks for writing in with your question.   

Return-on-Equity (ROE) and Return-on-Capital (ROIC) are different because ROIC takes into account ALL money invested into the business (Shareholder’s Equity + Debt), while ROE only considers Shareholder’s Equity.   

	Return on Equity (ROE)
	=
	Net Income/ Shareholder’s Equity

	Return on Invested Capital (ROIC)
	=
	Net Income/Share. Equity + Debt  


Now let’s say that our good friend and loyal Tycoon Report reader Jim decided to walk into his boss’s office and slap him upside the head before quitting to open his own Pizza joint.  

To start Jim’s Pizza Joint, Jim needed to invest $100,000 into ovens, chairs, stove gloves, a retail space, and everything else a new pizza king could need. Guns ablaze, Jim finishes the first year with Net Income/Profits after all expenses of $10,000.   

That means that Jim earned a 10% ROE ($10,000 Net/$100,000 Sh. Eq). 

Now let’s change it up a bit and say that, before Jim opened, he realized that installing a new bar in the place would probably help bring in business. So he decides to borrow $50,000 from his college buddy. That means that, so far, Jim has invested a total of $150,000 into his business ($100,000 equity + $50,000 in debt).   

Assuming Jim still earned $10,000 in Net Income after the first year: His ROE would still be 10%, but his ROIC would drop to 6.6% ($10,000 Net/$150,000 Total Capital). 
Using the above example, it’s easy to see how a company with a high ROE could be misleading. Without a calculation that includes debt, a high ROE can create the illusion that a company is doing well, when in fact they can be straddled with too much debt.  

I hope this helps. 
Brad B. wrote:  

“You wrote in the 9/11 issue of The Tycoon Report,  
‘What Buffet realized was that companies that earn a high return-on-invested capital increase shareholder value at a far faster rate than companies that don't.   
For example, every time a company with a 40% return-on-invested capital brings in $1 per share in earnings, it can gain $7 in stock market value. In contrast, companies with a 12% return on capital may only add $1 in shareholder value for every $1 in earnings.     
(The reasons for this delve much deeper into the very nature of microeconomics. For those of you who are interested in learning more, I'd be more than willing to share them with you if you write in and ask).’ 
Intuitively, this makes sense.  Please reveal the details that clearly demonstrate that this is so.” 
Thanks for the question Brad.    

Remember, the reason that “return-on-invested-capital” is such an important equation to use is because it takes into account the two most important sides of the equation: a company’s profits, and the investment needed to generate those profits. That’s really what it’s all about.   

The “Return” Side of the Equation 
Now let’s look at a very simplified Income Statement to illustrate the point:  

Revenue - Costs (Operating/Financing/Taxes) = Net Profit/Net Income  

Let's define "Return" as net income to keep it simple for this example. Instinctively, when a company has a high “return,” it means they either a) have low costs, or b) are able to charge high prices, or c) a combination of both.  

But the above assumes an absolute world, which only tells part of the story. The real question this equation seeks to answer is: How high is the return in relation to the total capital invested into the business?  

The “Invested Capital” Side of the Equation  

As you saw in the “Jim’s Pizza Joint” example above, "invested capital" is the amount of debt and equity Jim needed to invest into the store to open it and run it for a year.   

Using the example from above, Jim had to invest $150,000 into his store to earn $10,000 for the first year of operations (6.6%).   

From the perspective of the balance sheet, the $10,000 in Net Income Jim’s Pizza Joint earned is now added because Jim reinvests it.   

Thus, Jim’s Invested Capital is now $160,000.  

Now here is where it gets interesting …  

Many of you have asked me what I meant when I made the reference to the impact Buffet had on the field of security analysis. Well here it is: 
What Buffet realized is that companies that add to Shareholder’s Equity quickly do better than companies that don’t.  
Using the example above:   

Jim’s Pizza Joint earned $10,000 for the year, and it was only the $10,000 that was added to Jim’s Shareholder Equity.   

But if Jim had earned $50,000 instead, that would have obviously been better for Jim. That’s because it’s a 33% return ($50,000 return/$150,000 invested capital) instead of a 6% return ($10,000/$150,000).  

Buffet knows he could get a 6% return by investing that $150,000 into a bond. And there is far less risk to buying a bond than there is to buying the equipment necessary to run Jim’s Pizza Joint.  

But let’s say Jim’s Pizza Joint earned $50,000 instead of $10,000 on a $150,000 investment. That would obviously be a good thing. In fact, it would be worth the risk.   

(The reasons why a business could earn 33% instead of 6% are varied. It might mean that the business you are in doesn’t have the type of intense competition that squeezes down economic profits to the long-run American average of 12%. Or it could mean that you could have such a strong franchise that competition is blocked out.)   

With respect to investing, Buffet realized that the faster Jim’s Pizza Joint could accumulate money, the faster that Cash, Shareholder’s Equity, and Invested Capital would grow.   

Jim’ Pizza Joint growing at a 33% ROIC:  

Invested Capital Year 1: $150,000  

Invested Capital Year 10: $2.5 Million  

Jim’s Pizza Joint Growing at 6.6% ROIC:  

Invested Capital Year 1: $150,000  

Invested Capital Year 10: $284,225  
Average American Company Growing at 12% ROIC:  

Invested Capital Year 1: $150,000  

Invested Capital Year 10: $465,877  

So far we’ve been using a private company, Jim’s Pizza Joint, as an example. But how does it work in the stock market?  

Buffet realized that companies that can compound their returns at a higher rate create shareholder value faster than companies that don’t.   

Using the example from above, it’s easy to see how valuable Jim’s Pizza Joint will be in 10 years if it continues to grow and reinvest its money at 33%. Intrinsically, that means that the company is adding value at a much faster rate than the American average of 12%.  

Stock market investors like Buffet began to recognize that Jim was in a very good position indeed if he could compound his money at 33% for the next ten years. That’s why companies that grow their money at high rates tend to add a multiple of stock market value for every dollar added to Shareholder Equity.   

Jim’ Pizza Joint growing at a 33% ROIC:  

Invested Capital Year 1: $150,000  

Invested Capital Year 10: $2.5 Million 
*** For Growing at Such a High Rate, Wall Street Adds $4 - $7 in Stock Market Value for Every $1 in Shareholder’s Equity Added Each Year.    

Jim’s Pizza Joint Growing at 6.6% ROIC:  

Invested Capital Year 1: $150,000  

Invested Capital Year 10: $284,225   
*** For Growing at Such a Low Rate, Wall Street Adds only 50 cents - $1 in Stock Market Value for Every $1 in Shareholder’s Equity Added Each Year.  
Average American Company Growing at 12% ROIC:  

Invested Capital Year 1: $150,000  

Invested Capital Year 10: $465,877  

*** For Growing at an Average Rate Wall Street Adds $1 - $2 in Stock Market Value for Every $1 in Shareholders Equity Added Each Year.   

I hope this helps (and if not let, me know where you are)!  

Jim N. wrote:   
I enjoyed the article and understand it. However, how should anyone determine the 'fair' or target P/E the stock should be at?  Some people simply state anything over a P/E of 15 is too high while others say even into the low 20's is o.k. Any guidance would be greatly appreciated.   

Thanks for the question Jim.   

“Fair” or “target” P/E is a very subjective term. I would suggest that you look at the following factors for determining whether a P/E is “fair” or not for a given company:  

1. The P/E in Relation to ROIC: Companies with high returns-on-invested-capital tend to have higher P/E ratios than companies that don’t. So spend time looking at this.  

2. The P/E in Relation to the Industry: Banks have different P/E rates than do software companies. Home builders have different P/E ratios than both. My point is that in a vacuum, P/E is meaningless. Its primary meaning is derived when you use it to compare it against other areas appropriately.  

3. The P/E in Relation to the Earnings Cycle:  A company may have a high P/E during a low earnings cycle. For example, home builders (which normally have low P/E ratios that range in the 5–8 area) may have unusually high P/E ratios if earnings get clobbered during a cyclical downturn.   

This is a great place for you to start Jim.  
