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What Boards Should Expect from the CFO

This publication provides an overview of directors’ responsibilities for the financial aspects of governance and the role of the CFO.

It describes the situations in which CFOs provide directors with the information and guidance they need to understand and address

financial issues. Boards, CFOs and others can use it as a guide to planning board information packages and agendas.

Each section of the text deals with a specific financial aspect of governance by describing the responsibilities of directors, what

directors need to know and how CFOs can help.The conclusion summarizes the highlights which collectively describe What

Boards Should Expect from CFOs.
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The Risk Management and Governance Board of the Canadian

Institute of Chartered Accountants has developed this briefing to

describe how the Chief Financial Officer can help directors

understand and carry out the financial aspects of their governance

responsibilities.

CFOs, as functional heads of finance, have a unique perspective on the

company and its relationship to the capital markets and business

environment.They have established credibility by being competent

and reliable in their financial role.They are also respected for their

qualities of objectivity and integrity.

CFOs can play a valuable role in helping directors improve their

familiarity with the company’s business model and financial

statements.The objectives of the document are to help directors

understand the financial aspects of governance and what they may

need to know. It also sets out what the Board should expect from the

CFO in fulfilling their information needs and how the CFO can meet

those expectations.

The material is based on the activities of for-profit companies but may

also be useful to CFOs and boards in not-for-profit organizations.

The Board acknowledges and thanks the members of the CFO Task

Force and Directors Advisory Group for their invaluable advice, Hugh

Lindsay, who wrote this briefing under their guidance, and the CICA

staff who provided support to the project.

Frank Barr, FCA

Chair, Risk Management and Governance Board
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Boards of directors are increasingly required to assume greater responsibility

for oversight of the management and performance of companies.All directors

are now expected to participate in, or pay close attention to, activities they

may previously have delegated to Board committees or management because

they involve financial issues.Although boards may delegate the detailed

aspects of financial oversight to their audit committees, all directors should

understand the financial implications of their decisions and actions.

What are the responsibilities of the directors?

There are a number of situations in which boards must give particularly close

consideration to the financial aspects of their governance responsibilities.

This document has seven sections, each of which discusses a situation in

which the Board should expect help and guidance from the CFO.The

sections are:

• Understanding the Business

• Approving the Strategic Plan

• Monitoring Performance Against the Strategic Plan

• Monitoring Changes in the Business Environment

• Reviewing and Approving Financial Policies

• Reviewing and Approving Financial Disclosures

• Approving and Communicating Major Business Decisions

What do directors need to know?

Directors of companies are expected to exercise the care, diligence and skill

that a reasonably prudent person would exercise in comparable

circumstances.To do this in an increasingly complex global environment

means that they need to understand:

• the company’s strategies

• the measures of business performance and key factors that can

significantly influence the company’s results

INTRODUCTION 

4

Toronto Stock Exchange guidelines for effective corporate governance:

(1) The board of directors of every corporation should explicitly

assume responsibility for the stewardship of the corporation and,

as part of the overall stewardship responsibility, should assume

responsibility for the following matters:

(a) adoption of a strategic planning process;

(b) the identification of the principal risks of the corporation’s

business and ensuring the implementation of appropriate

systems to manage these risks; 

(c) planning, including appointing, training and monitoring

senior management;

(d) a communications policy for the corporation; and

(e) the integrity of the corporation’s internal control and

management information systems.

TSX Manual, Sec. 474

The Care, Diligence and Skill of a Prudent Person

Every director and officer of a corporation in exercising their powers

and discharging their duties shall:

(a) act honestly and in good faith with a view to the best interests of

the corporation; and

(b) exercise the care, diligence and skill that a reasonably prudent

person would exercise in comparable circumstances.

Canada Business Corporations Act, 122. (1)
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• what the company’s financial statements are communicating about the

business operations and strategy of the company

• the financial implications of significant internal and external issues,

major actions and policy alternatives

• the risks and rewards associated with management’s proposals for major

expansion or contraction of the business.

Individual Board members have a personal responsibility for ensuring that

they have the financial knowledge they need to carry out their role as

directors.They should take steps to obtain the necessary information and

education either through personal research and formal study, or by taking

advantage of education offered by the company. Directors should also get to

know the members of the senior management team and understand their

propensities to take risk — particularly those of the CEO and CFO.

Managements have an obligation to directors to help them better understand

the nature of the company’s industry and its own operations.

How can CFOs help?

The CFO is a valuable resource to boards as the internal expert who can

present important financial information to the directors in a credible,

relevant and understandable way. CFOs should attend Board meetings and be

prepared to meet directors’ needs for information, explanations and

clarification both in structured presentations and in response to questions.

They can also help Board members by providing additional reference

material.

The Board,Audit Committee and Disclosure Committee may obtain advice on

financial issues from the external auditors and other experts.The CFO should

attend the related Board and Committee meetings and be prepared to

present management’s assessment of the relevance of the issues and

proposed response.Wherever possible, the CFO should talk to the external

advisors before the meetings to understand their views and help assure there

is clear communication to the Board.

The goal for CFOs should be to provide director education that anticipates

emerging issues, provides relevant background information and avoids

unnecessary surprises.This includes orientation, a continuous update process

for recurring items, and special education on unique issues.The CFO should

also be prepared to respond at short notice when it is clear that directors

need more information before they make a decision.Whatever the setting,

the information must be concise, relevant, credible and easy to understand.

5

Some companies have established Disclosure Committees which meet

regularly to review and approve a company’s disclosure of financial

and other material information.
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An understanding of the nature of the company’s business and its inherent

risks provides the context for directors’ stewardship responsibilities.

What are the responsibilities of the directors?

Directors are expected to participate effectively in Board meetings and make

informed decisions. Getting to know the senior management team and

gaining a sufficient understanding of the business are essential to fulfilling

these responsibilities.

What do directors need to know?

When new directors join a board they should go through an orientation

process to familiarize them with the company and their duties. Orientation

should initially focus on the business model:

• What the company does

• Who the company’s stakeholders are

• How the company makes money

• How the company’s strategy aligns with shareholder expectations

• How the strategy will be implemented through the business plan

• The key sensitivities

• The key performance indicators and their associated targets

• The resources the company has available

• The major risk factors that could affect the company’s results and

threaten the business

• How the company compares with its competitors.

The directors also need to understand some practical aspects of governance

including:

• The extent to which management has authority to make operational

decisions, enter into contracts and make commitments on behalf of the

company

• The Board’s involvement in strategic planning and in approving the

operational and capital plans and budgets

• How the Board monitors management’s performance in meeting plans

and budgets

• The relationship between strategic and financial objectives and

management compensation.

How can CFOs help?

CFOs should participate in director orientation and provide information on,

and interpretation of, specific financial matters including:

• The effect on corporate results of key sensitivities

• The key measurements used to monitor performance in meeting

financial objectives

• The tools and techniques used internally to manage and monitor

performance, including:

— Strategic planning

— Business cases

— Scenario analysis

— Sensitivity analysis

— Internal financial statements

— Productivity and capacity utilization measures

UNDERSTANDING THE BUSINESS

6

CFOs_Financial Aspects.qxd  3/9/2004  1:13 PM  Page 6



• The published financial statements and significant applications of

Generally Accepted Accounting Principles

• Regulatory issues

• Sustainability issues

• The processes for Board approval of plans, budgets, contracts and signing

authorities.

CFOs should keep their presentations brief and high-level, and be prepared

to repeat and reinforce key points in subsequent sessions and Board

meetings.This can include supplying supplementary written material for

inclusion in a Board information manual and in orientation and agenda

packages.

It is important to establish a common language for directors and executives

so that there is a shared understanding of business and financial terms within

the company. It may be helpful to provide directors with a glossary of key

terms and phrases unique to the company or its industry.

For glossaries of financial terms see “Where to Get More Information”.

7

Key Sensitivities

Operating results can be dramatically affected by even small changes

in external factors significant to the business such as:

• Interest rates

• Foreign currency exchange rates

• Commodity prices.

Key Performance Indicators

Companies establish performance indicators or metrics to measure

their performance against their own targets and against competitors.

Examples of performance indicators for evaluating financial position

and operating performance include:

• Balance Sheet Strength

— Current ratio

— Quick ratio

— Debt/equity ratio

• Growth

— Year-over-year

— Quarter-over-quarter

— Results vs. plan

• Market Leadership — Often Specific to Particular Industries

— Retail sales per square foot and per store

— Airline load factors and revenues per available seat mile

— Railway revenues per ton mile and carload

• Profitability

— Earnings per share

— Economic Value Added ™

— Returns on equity and invested capital (see Appendix —

Assessing Financial Performance).
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The strategic plan provides a “road map” for moving the company from

where it is now to where it wants to be.The financial components of the

plan include projected financial statements and key measurements for

comparing performance outcomes against the plan.The planning process

should recognize that there are many possible outcomes by identifying and

testing a range of scenarios including worst cases.

What are the responsibilities of the directors?

The Toronto Stock Exchange TSX Manual requires boards to take

responsibility for the “adoption of a strategic planning process and the

approval, on at least an annual basis, of a strategic plan which takes into

account, among other things, the opportunities and risks of the business.”

This requires directors to spend time reviewing the strategic plan to satisfy

themselves that they understand its financial implications before they

approve it.

What do directors need to know?

Directors need to understand the assumptions behind the strategy and how

the proposed strategy is likely to affect the company financially.They should

be familiar with the key business drivers, measures of performance and risk,

and “red flags” that warn of potential trouble ahead.

How can CFOs help? 

Board meetings to review, evaluate and approve strategic plans are most

likely to be effective when the CFO is present to provide information and

answer questions.

The CFO is a key member of the management team who contributes the

financial expertise and information needed to translate the strategic plan into

financial projections.This includes participating in the development and

presentation of:

• Projected financial and statistical information

• Future-oriented scenarios

• Sensitivity analysis

• Milestones and performance targets.

For more on strategic planning see CICA’s Strategic Planning:What Boards

Should Expect from CFOs and 20 Questions Directors Should Ask about

Strategy.

APPROVING THE STRATEGIC PLAN

8

A Director’s Story

As I head into retirement and look back on my career as an

independent director, I realize that my efforts were mostly futile. I

think especially of my time as a director of a financial institution that

failed. Management gave us reams of information about past

performance and we dutifully discussed it. We were looking at the

wrong information and asking the wrong questions. We should have

focused on the future and questioned the strategy and the

competence of management to execute it. That’s what caused the

institution to fail and the board didn’t wake up until it was too late.

CICA — Guidance for Directors: Dealing with Risk in the Boardroom

Directors need to understand the assumptions behind the strategy and

how the proposed strategy is likely to affect the company financially.
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Monitoring performance is part of a dynamic process that looks at how the

business is performing, where it is heading and what needs to be done to

improve performance. Reviewing the past is important to the extent that it

affects the future.

What are the responsibilities of the directors?

Boards expect that the CEO will keep them informed about the company’s

progress in achieving the objectives in the strategic plan.This includes

reports on the status of the current year’s operating plan and on matters that

could affect the longer term success of the company.

The Board and management would typically review the strategic plan

annually unless there are special circumstances that would call for it to

receive more frequent attention.These could include new ownership,

acquisitions, business environment changes or other circumstances that

challenge the viability of the current strategy.

What do directors need to know?

Directors need to know how to read and understand the internal financial

statements and other reports that compare planned and actual financial

results.The Board material should include reporting on measures of

performance and management’s assessment of and proposed responses to

adverse results or trends.

How can CFOs help? 

CFOs should be closely involved in the design, production and critical

evaluation of reports for the directors and attend Board or committee

meetings to provide explanations and answers.

When preparing presentations to the Board, the CFO should consider

presenting:

• Short-term information comparing quarter-over-quarter and year-over-

year financial results with the business plan

• Forecasted results for the current year and updates of forecasts for the

planning period

• Longer-term information with comparative figures for two or more prior

years.This should be compared with long-term strategic targets to help

the Board better appreciate business trends and the longer-term

significance of business decisions.

The internal financial reports may differ from the published quarterly and

annual financial statements because the GAAP requirements for external

reporting may not be compatible with internal information needs. CFOs

should be prepared to reconcile and explain any differences between

internal and external financial reporting to the Board.

For more on strategy see CICA’s Strategic Planning:What Boards Should

Expect from CFOs and 20 Questions Directors Should Ask about Strategy.

MONITORING PERFORMANCE AGAINST THE STRATEGIC PLAN

9

Directors need to know how to read and understand the internal

financial statements and other reports that compare planned and

actual financial results.
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Companies develop strategic plans using the most recent available

information and assumptions about their business environment — the world

in which they operate.This world is constantly changing and companies

must recognize and respond to new challenges and opportunities.

What are the responsibilities of the directors?

The Board needs to be satisfied that management appropriately monitors and

keeps the Board informed of significant events and trends that affect

strategic plans, principal business risk factors and the continued validity of

the assumptions on which the plans are based.The directors can then make

informed judgments concerning the proposed adjustment of plans to

respond to new or changed opportunities and risks such as changes in:

• commodity prices, foreign exchange and interest rates

• legislation, regulations and accounting requirements

• the competitive landscape and new entrants to the industry

• general economic conditions

• technology.

For more on risk see CICA’s 20 Questions Directors Should Ask about Risk.

What do directors need to know?

Directors need to know about significant events and changing trends, their

potential financial implications and management’s proposed response.

How can CFOs help?

CFOs, as members of the management team, participate in monitoring

external events and assessing their effect on the financial results and strategy.

They should participate in Board briefings.

Changes in legislation, regulations and accounting requirements are usually

announced in ways that allow adequate lead time for evaluation and

implementation.The CFO should consider providing the Audit Committee

with regular updates on all anticipated changes in financial reporting

practices and other significant issues that are relevant to the company’s

operations.The CFO may also work with the Chair of the Audit Committee

on summarizing the major changes for presentation to the full Board.

Some situations (such as the Sarbanes-Oxley Act) get a great deal of publicity

which tends to promote an atmosphere of crisis and urgency. CFOs are in a

position to provide calm, reasoned leadership and reassurance to the Board

and management team.They can work with the Board to avoid hasty

reactions and ensure an effective response by getting the facts, assessing the

implications for the company and developing action plans.

MONITORING CHANGES IN THE BUSINESS ENVIRONMENT

10

A Director’s Story

We opened a mine. We knew it would be viable as long as metal prices

stayed above a certain level. Prices fell, and the mine had to be closed.

Closing down was a regrettable but unavoidable part of doing

business, not a failure in corporate governance or in management. In

fact, by having clarity about our strategy and risks we recognized

promptly the need to close down and did so in an orderly way that

minimized the impact on employees, the community and other

stakeholders.

CICA — Guidance for Directors: Dealing with Risk in the Boardroom
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A company’s choice of financial policies can have a significant effect on its

profitability and financial condition. Decisions that are affected by financial

policies include:

• Financing decisions such as lease/buy options, the debt/equity structure,

and reinvestment of earnings vs. paying dividends.

• Decisions to expand the company by major acquisitions or mergers, or

to contract it by selling or vacating businesses, plants or markets.

• Decisions on hedging and other strategies for managing financial risk

related to interest rates, credit, foreign exchange, etc.

What are the responsibilities of the directors?

Boards are responsible for ensuring that the choice and application of

financial policies are suitable and will result in the company’s financial

position and condition being sound.When directors approve the company’s

strategies they should also approve any related financial policy changes.

In making financial policy decisions, directors should make sure they

understand the company’s financial policies and the extent to which

variations in these policies could significantly affect the company’s

performance and overall risk exposure.

What do directors need to know?

All directors need to know enough about financial policies to understand the

significance of their effect on the financial position of the company.

How can CFOs help?

CFOs can describe and explain the company’s financial policies and how

they compare with those of competitors in respect of conservatism and

other factors.They should also be able to demonstrate the effect on the

current and future financial position of the company of a range of alternative

scenarios.

CFOs should consider providing information to directors on financial

policies:

• In orientation sessions for new directors

• At strategic planning sessions with the Board

• When the Audit Committee and Board review financial disclosure

documents

• When the Board reviews and approves major business decisions.

The CFO’s presentations should be tailored to the issue under consideration

and the level of financial knowledge of the Board and Audit Committee

members.

REVIEWING AND APPROVING FINANCIAL POLICIES

11

All directors need to know enough about financial policies to

understand the significance of their effect on the financial position of

the company.
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A company’s financial disclosures are critically important components of its

external communications.The disclosures include the quarterly and annual

financial statements, and the forms and statements that companies file with

regulatory bodies. Legislation and regulations impose severe penalties for

companies and individuals that fail to meet high standards of accuracy and

disclosure.

What are the responsibilities of the directors?

Directors have overall responsibility for the company’s financial disclosures

and should make sure that management has processes for meeting all the

related requirements.The Board is responsible for approving financial

statements and should satisfy itself that the accounting policies used by the

company are appropriate to its industry and will fairly report the results of

its operations. Directors must satisfy themselves that the statements are in

the proper form and that the quality of the information reported is

supported by an effective system of internal control.

The Board usually delegates the detailed review of the financial statements to

the Audit Committee. In appointing the Audit Committee the directors are

responsible for selecting members who meet regulatory requirements for

independence from management and financial knowledge.

In some cases, regulators provide guidelines on the extent of financial

knowledge they expect from directors and make boards responsible for

defining what is appropriate for their company. Boards should ensure that

they follow the rules applicable to their companies and consider adopting

the emerging best practices if the rules do not apply to them.

What do directors need to know?

The members of the Audit Committee are expected to be financially literate

and include at least one financial expert.The rest of the Board may place

substantial reliance on the work of the Committee but directors cannot

simply give “rubber-stamp” approval to the financial statements.They need to

know enough about the process the company follows for the preparation

and auditing of the financial statements to be satisfied that the statements

fairly present the financial condition of the company.

REVIEWING AND APPROVING FINANCIAL DISCLOSURES

12

Ontario Securities Commission Requirements

2.1 Annual Financial Statements

Every financial statement required to be filed under section 78 of

the Act shall be reviewed by the audit committee, if any, and

approved by the board of directors of the reporting issuer and the

approval shall be evidenced by the signatures of two directors

authorized to evidence the approval.

2.2 Interim Financial Statements

The board of directors shall review the (interim) financial

statements…prior to filing and delivery of the statements to

security holders.

…the board of directors may delegate the review of the financial

statements to an audit committee of the board.

Ontario Securities Commission Rule 52-501: Financial Statements
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They should also know enough about Generally Accepted Accounting

Principles (GAAP) to understand the significance of the accounting policies

selected by the company compared to other acceptable alternatives —

particularly in respect of the timing of revenue recognition and the

capitalization and amortization of expenditures.They should also understand

the extent to which the company’s accounting policies may differ from, or

be more or less conservative than, those used by its principal competitors.

An important financial statement concept is understandability. Directors can

make a valuable contribution as users of the financial statements by insisting

that they, themselves, understand the statements before they approve them.

How can CFOs help?

The CFO should be prepared to guide the Board and Audit Committee

through their review and approval of financial statements.This could involve

a “tour” of the balance sheet, income statement and other financial

statements, which will highlight the impact of key accounting policies on the

presentation of the results of the business’s operation.Where CEOs and CFOs

are required to personally certify the financial statements they should

consider describing the steps they have taken to satisfy themselves as to the

accuracy of the statements and the effectiveness of internal control.

Every quarter the CFO should consider reviewing with the Audit Committee

the accounting processes used in preparing the financial statements and the

effect on the reported results of:

• key reserves and estimates

• unusual items

• any new accounting policies or pronouncements

• any restatements of prior financial statements

• any changes in the conservatism or aggressiveness of accounting

policies.

The Audit Committee review of the financial statements will generally be

more detailed than the review by the Board.The CEO and CFO should

discuss the planned Board presentation with the chair of the Audit

Committee to ensure all key issues are included.

The Management’s Discussion and Analysis document provides a useful basis

for director education. It can help link strategy, accounting policies and

financial results in a way that supplements the financial statements and

notes.The CFO should be involved in developing the MD&A material and

reviewing it with the directors.

For more on MD&A see CICA’s 20 Questions Directors Should Ask about

Management’s Discussion and Analysis and Management’s Discussion and

Analysis: Guidance on Preparation and Disclosure.

13

Financial Literacy

Current and proposed regulations in Canada and the United States

require every audit committee member to be “financially literate” —

having the ability to read and understand a set of financial statements.

In addition, at least one member of the committee should be a

“financial expert” — having experience in preparing, auditing,

analyzing or evaluating financial statements. The specific requirements

vary by jurisdiction.

Understandability

For the information in financial statements to be useful, it must be

capable of being understood by users. Users are assumed to have a

reasonable understanding of business and economic activities and

accounting, together with a willingness to study the information with

reasonable diligence. 

CICA Handbook 1000.19
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Boards are usually responsible for approving major business decisions and for

certifying the accuracy of the associated prospectuses or other public

documents.

What are the responsibilities of the directors?

Directors are responsible for exercising due diligence before giving their

approval to all major business decisions. In some cases the decision will

require the Board to certify the accuracy of prospectuses and other public

documents. Directors are entitled to place reliance on outside experts

(accountants, lawyers, underwriters, etc.) for the legal and technical aspects

of the process. However, this does not relieve them of responsibility for

satisfying themselves that the underlying transaction is in the best interests

of the company.

Directors are also responsible for the oversight of compliance with the

continuous disclosure requirements of securities commissions.These require

publication and reporting of material changes in the company’s affairs, and

circulars on take-over bids, new issues, rights offerings and other matters.

What do directors need to know?

The directors need to know if decisions are consistent with the plans and

objectives they have already considered when they approved the strategic

and operating plans. If so, they should confirm that the business case

supporting the decision is still valid.

Sometimes the decision involves a response to an unplanned initiative or an

external event such as a takeover bid that may not have been anticipated in

the strategic or operating plans. In these cases, the Board will need a

comprehensive business proposal that includes meaningful information on a

range of scenarios, the accounting judgments around the proposed business

actions and their anticipated effect on the financial position of the company.

The directors also need to know about the requirement for continuous

disclosure of major business decisions and the company’s procedures for

ensuring compliance.

How can CFOs help?

The CFO will usually have been involved as part of the management team in

developing the business case, pro-forma statements and other financial

assessments, and the documents required under continuous reporting rules.

The CFO can make an important contribution by participating with the CEO

in presenting the range of scenarios, explaining the proposal and its impact

on the company’s financial position to the Board and by answering directors’

questions.

APPROVING AND COMMUNICATING MAJOR BUSINESS DECISIONS 

14

… a prospectus … shall contain a certificate in the following form,

signed by the chief executive officer, the chief financial officer, and, on

behalf of the board of directors, any two directors of the issuer, other

than the foregoing, duly authorized to sign, and any person or

company who is a promoter of the issuer:

“The foregoing constitutes full, true and plain disclosure of

all material facts relating to the securities offered by this

prospectus as required by Part XV of the Securities Act and

the regulations thereunder.”

Ontario Securities Act Section 58 (1)
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There are financial aspects to many of the issues and decisions that come

before boards. Directors can, and should familiarize themselves with the

basics of accounting policy and financial statements. However, they also need

regular and consistent information and guidance on issues specific to the

company.

By including the CFO in Board and Committee meetings and other sessions,

the Board has direct access to the financial information they need to support

their decisions and actions.The CFO can help the Board in orientation; the

development and monitoring of strategy and the environment in which the

company operates; reviewing and approving financial disclosures; and in

major business decisions.The CFO should be prepared to provide informa-

tion in the format most suited to each situation.This includes preparing

written material and formal presentations as well as providing information

spontaneously in response to questions raised during meetings.

There is no single best way for CFOs to support directors. Each board will

establish its own information needs and develop a relationship with the CFO.

This document provides an outline which the Board and CFO can use as

they work together to improve the Board’s understanding and conduct of the

financial aspects of governance.

IN SUMMARY
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It is important that Directors predetermine benchmarks as the basis for

assessing actual financial performance.This appendix describes three

examples of financial measurements that have proved helpful for assessing

business performance. CFOs, CEOs and boards may wish to consider using

similar approaches as a basis for assessing financial performance and

supplementing this information with other general and industry-specific

performance measures.

Return on Invested Capital, Return on Equity and
Financial Leverage

Management prepares quarterly and annual financial statements to inform

directors, shareholders and the investment community about the results of

operations and the financial position of the company. By reviewing these

financial statements directors can assess the financial performance of the

company and the extent of management’s success in productively using the

company’s financial and other resources.

An effective technique for assessing financial performance is the use of a

Return on Invested Capital (ROI) and Return on Equity (ROE) evaluation

model.This approach not only calculates the ROI and ROE, but also details

the key manageable components that produce the returns. By examining the

manageable components, directors are able to evaluate which factors are the

key contributors to the returns — better management or taking on more

financial risk.This approach also helps in comparing performance against key

competitors and other benchmark organizations.

Return on Invested Capital

ROI is a measure of financial return on the capital available to the enterprise

— like the rate of interest earned on a fixed income security. Invested Capital

is the sum of the permanent financial capital components in the enterprise’s

financial statements. It generally includes short and long term interest

bearing debt, future income tax obligations, and shareholders’ equity

components. In simple terms ROI is calculated as Net Income divided by

Invested Capital and is represented as a percentage.The ROI evaluation

model breaks out this result into more detail so that the ROI becomes:

ROI = Turnover � Profit Margin

Where:

Turnover = Revenue ÷ Invested Capital

And:

Profit Margin = Net Income ÷ Revenue

The ROI evaluation model (see Exhibit I) allows further examination of the

components of Invested Capital,Turnover and Profit Margin, so that directors

can see more clearly where and how the enterprise is obtaining its financial

returns.This approach helps make it clear whether more of the return is

coming from efficient use of capital (Turnover) or from net revenue on sales

(Profit Margin), and identifies how improving either Turnover or Profit

Margin would affect the ROI.

For example, a lower Turnover may indicate the existence of non-performing,

inefficient or over-priced assets, or poor sales performance.A lower Profit

Margin may highlight problems that exist with pricing strategies or product

costs, operating and administrative expense levels.

To aid in assessing performance, directors can also agree in advance with

management on target performance levels for the ROI components, so that a

pre-determined benchmark (or Hurdle Rate) can be used in the subsequent

assessing of performance. Comparison of the ROI to the Cost of Capital of

the enterprise or to the Hurdle Rate used to assess the acceptability of

capital projects is another helpful way of assessing financial performance.

APPENDIX — ASSESSING FINANCIAL PERFORMANCE
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Exhibit I

Return on Assets (ROA) is a similar approach that can be used to evaluate

management’s success in productively using the shareholders’ resources. In

the ROA model, Profit Margin is calculated as the pre-tax and pre-interest

income as a percent of revenue.Turnover is calculated as revenue divided by

total assets.Whether one uses ROI, ROA or another approach as a basis of

assessing performance, or calculates the values using end of year data or

averages for the year, is not important.What is important is that directors

identify performance expectations and assess management’s performance

regularly. ROI and ROA are tools that can assist this process.

Return on Equity

ROE is a measure of financial return on the shareholders’ capital employed

by the enterprise. ROE is also like the rate of interest earned on a fixed

income security, but in this case the rate of return is calculated on the

shareholders’ equity.

Equity is the sum of the shareholders’ equity components as shown in the

financial statements. In simple terms ROE is calculated as Net Income divided

by Equity and is represented as a percentage.The ROE evaluation model,

however, breaks this out into more detail so that the ROE becomes:

ROE = ROI � Financial Leverage

Where:

ROI = Turnover � Profit Margin

And:

Financial Leverage = Invested Capital ÷ Equity

The ROE evaluation model can also have its components broken out (see

Exhibit II). Invested Capital,Turnover and Profit Margin are common to the

ROI model, explained in the section above. Financial leverage, explained

below, is what distinguishes the ROE evaluation model.

Exhibit II
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What is important is that directors identify performance expectations

and assess management’s performance regularly. ROI and ROA are

tools that can assist this process.
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Financial Leverage

The Financial Leverage Factor is a simple means of evaluating the financial

structure of the enterprise to determine what proportion of capital structure

is debt compared to the proportion that is equity. ROE can be enhanced by

increasing financial leverage or “gearing”. However, in doing so, financial risk

may also be increased because the increased debt results in increased fixed

charges for interest payments which can significantly magnify the impact of

fluctuating operating results on ROE (see Exhibit III).

It is important that directors understand the financial structure of the

enterprise and the extent to which financial leverage is employed and

contributes to the ROE returns being obtained. It is also important that

policy guidelines be established for the capital structure of the enterprise, so

that the directors’ tolerance for financial risk (in the form of the proportion

of debt in the capital structure) is determined in advance and management’s

performance is evaluated against this predetermined benchmark.

Appendix Authors

Karen Basian, CA and Nigel Byars, CA.

Exhibit III
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It is important that directors understand the financial structure of the

enterprise and the extent to which financial leverage is employed and

contributes to the ROE returns being obtained. It is also important that

policy guidelines be established for the capital structure of the

enterprise, so that the directors’ tolerance for financial risk (in the

form of the proportion of debt in the capital structure) is determined

in advance.
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Canadian Institute of Chartered Accountants
publications

The 20 Questions series
20 Questions Directors Should Ask about Director Compensation

20 Questions Directors Should Ask about Executive Compensation

20 Questions Directors Should Ask about Internal Audit

20 Questions Directors Should Ask about IT

20 Questions Directors Should Ask about Management’s Discussion 

and Analysis

20 Questions Directors Should Ask about Privacy

20 Questions Directors Should Ask about Risk

20 Questions Directors Should Ask about Strategy

Other CICA publications
CICA Handbook

Guidance for Directors: Dealing with Risk in the Boardroom

Guidance for Directors: Governance Processes for Control

Strategic Planning:What Boards Should Expect from CFOs

Other publications

Kan, Joe (ed.), Canadian Security Analysis: a guide to evaluating the

industry sectors of the market from Bay Street’s top analysts. J.Wiley &

Sons Canada, 1997-2002

Financial glossaries

Bloomberg.com: http://www.bloomberg.com/analysis/glossary/

Global Investor: http://www.finance-glossary.com

Investorwords.com Financial Glossary: http://www.investorwords.com/

WHERE TO FIND MORE INFORMATION
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