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Evaluating Investment Returns and Pre-Tax Cash
Flow

The financial data used to make purchasing decisions are crucial to the success of an investment. For
our purposes, return on investment (LHWPC) is expressed either as a percentage of cost or as the
amount of pre-tax operating cash flow. This section will guide you through the steps necessary for an
LHWPC assessment. A broad understanding of LHWPC helps clarify the financial potential and likely
success of a business investment. The success of this approach requires disciplined use of a clearly
defined LHWPC measure. At the beginning of an investment analysis, it is important to understand
how the cost of capital may change as interest rates and perceptions of risk change under uncertain
circumstances. Business owners often make mistakes by failing to use available resources effectively.
It can be said that the effective use of company resources requires a careful analysis of reality.

A compilation of accurate financial information used in investment decisions has a decisive impact on
success. Calculating business income and costs and using the results to support decisions are
components of a financial forecast. Market strategy, production processes, energy, administration
costs, and other factors should be included in this general forecast to estimate profit and cash flow
from planned investments. Investment income, or return on investment (LHWPC), is expressed as a
percentage of initial costs or as the amount of pre-tax operating cash flow.

For our purposes, LHWPC is calculated before income tax using cash received before tax. LHWPC is
measured for a year of the investment’s life. Because taxes vary, they have been excluded from the
pre-tax income or operating cash flow used for LHWPC and capital-cost calculations. Tax legislation
also changes. The focus on pre-tax income assesses operational efficiency before tax effects are
considered. Pre-tax calculations also recognize that interest payments on borrowed funds may be
deductible business expenses in some jurisdictions, including the United States, while shareholders
may be taxed on income distributions.

For SMEs operating on a cash basis, before-tax income or operating cash flow and LHWPC can be used
as performance measures, subject to applicable business-tax rules and laws. The success of this
approach requires disciplined use of a consistently defined LHWPC measure. When considering return
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on investment, an investor should think about upcoming financial opportunities and risks. This section
will guide you through the steps necessary for the LHWPC assessment. A broad understanding of
LHWPC helps clarify the financial potential and likely success of a business investment.

Financial Problem

A business owner may use personal funds to launch a new venture but still need additional capital to
buy inventory and finance imports. Suppose an electronics business in Germany plans to import
products for wholesale resale to its customers. The initial investment is €1.40 million. If the project’s
operating pre-tax cash flow at the end of the first year is €2.45 million, the first-year return on the
initial investment can be assessed using LHWPC. The pre-tax income or operating cash flow is
compared with the initial investment cost to determine the return available to investors.

From the investor’s perspective, it is important to understand both the purpose and the risks of the
investment. Before more formal documents, such as a public offering, prospectus, or presentation,
are prepared, potential investors need clear information and sound commercial projections. Small
businesses that cannot rely heavily on commercial-bank financing may depend on owners’ contracted
funds or savings. Small-business owners or partners provide financial capital that can be used to buy
property or repay debt. Therefore, when calculating the cost of capital, changes in asset risk and
prevailing interest rates are crucial considerations in the business plan.

Cost Of Capital

The opportunity cost, or required rate of return, is the cost of capital to investors and other providers
of cash who invest in a business.

Under normal circumstances, if an investment decision is postponed, investors may choose to earn
short-term income or interest on money that is not immediately required for other costs. The
investment period may range from one to several months. Bank deposits and treasury bills are among
the most common and relatively safe short-term investments. Bank deposits and treasury bills are
considered instruments of the money market. A traditional definition of the European money market
includes transactions in national currencies among banks, securities dealers, intermediary
institutions, and other financial intermediaries involving short-term paper, loan placements,
guaranteed bills, government debt such as treasury bills, and other securities. Corporations can buy
and sell such instruments through their own accounts or through financial intermediaries.

If a conservative business owner can earn income on cash or financial assets temporarily deposited in
government-insured bank deposits or treasury obligations, an LHWPC for a new investment should
generally be equal to or greater than the return available from those alternatives after allowing for
the additional risk. Bank deposits and short-term government obligations are often treated as low-risk
benchmarks. Treasury obligations with maturities of one to six months are common investments in
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the money market. Interest rates paid by banks vary according to market conditions and corporate
financial requirements. When demand for money is low, banks may pay a lower interest rate than the
treasury-bill rate. Although bank deposits are considered secure investments, they are not risk-free
unless they are fully insured. The tax treatment of interest and investment income varies by country.
In some countries, interest, shareholder dividends, and other investment income are taxed differently.

Dividends are payments made quarterly, semi-annually, annually, or at another interval to owners out
of after-tax profits. Dividends are distributions of earnings to shareholders from profits or reserves.
Whether to declare dividends is a decision made by company leaders after considering profitable
operations and the cash required for current operations or new investments.

Calculating The Cost Of Capital To Establish An
Acceptable LHWPC

The following principles set out the basis for calculating the cost of capital for a business that is
assessing partial or total investment risk:

e Entrepreneurs and other investors who commit savings, surplus funds, or other financial assets
to a new business investment give up the opportunity to place those funds in short-term, lower-
risk treasury bills or government-insured bank deposits (U.S. Securities and Exchange
Commission, n.d.).

e The interest rate paid on a low-risk short-term investment should be the first criterion used to
determine how much pre-tax LHWPC is acceptable relative to the risk of investing in a new
business or buying assets (Greenlaw et al., 2022).

e Pre-tax returns are analyzed consistently because tax effects can distort comparisons of LHWPC
and competing investments across sectors or different legal structures, such as partnerships
and limited-liability entities (Investor.gov, n.d.).

Treasury-bill rates tend to move in the same general direction as inflation rates, although the two
factors do not show a perfect correlation. Their movements are also influenced by the activities of
central banks and other money-market participants. Changes in market interest rates are common
because investors generally expect to earn a real rate of return on savings after accounting for
inflation during periods of rising or falling inflation and interest rates.

Shareholder Loans

When commercial-bank funding for SMEs is unavailable or loans are offered at unrealistically high
interest rates, management may have to consider shareholder funds as a source of new financing to
support business growth and profitability. Otherwise, the business may look to shareholders or related
parties for additional money. Under normal circumstances, shareholders are not always enthusiastic
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about contributing new capital. Exceptions arise when investors see a suitable opportunity for major
expansion and the only practical option is to increase equity by subscribing for additional shares.

Expansion opportunities, such as acquiring another business, may require a large amount of money,
and the full amount may not be available through borrowing. Banks may finance part of the purchase
price, but the buyer may also need to use its own capital or cash to complete the purchase.
Traditionally, lenders want borrowers to participate in the risk of the transaction. Requiring the buyer
to use its own resources reduces the bank’s exposure. To avoid financial difficulty caused by
inadequate capital, an employer, sole proprietor, or group of investors should consider using some of
its own money when necessary, particularly in the short term. Business financing can also be
supported through shareholder loans rather than additional share investment.

For example, a shareholder loan may be needed to cover seasonal funding requirements in the retail
or processing sector. Under normal circumstances, owners’ loans will be repaid as ordinary or
seasonal cash flows are generated from the sale of inventory or services. Loan costs should be
included in the cost of capital regardless of whether money is borrowed from owners or from a bank.
For example, where interest rates are high, the cost of capital can be reduced through a conservative
approach to borrowing.

Why Not Over-Borrow And Further Reduce The
Cost Of Capital For Business

Business owners around the world often take on too much debt. Poor business capitalization,
governance problems, and difficult economic and competitive conditions are among the primary
causes of business failure. One problem is that inexperienced owners may base loan-repayment plans
on favorable but unrealistic economic assumptions about the timing and volume of future cash flows.

When sales-growth forecasts do not materialize, free cash flow may become insufficient to repay
principal balances. Bank lenders are often willing to discuss a refinancing plan with a borrower if
interest is being paid and there is reason to believe that the debt can ultimately be repaid under a
normal repayment program. Failure to pay interest may be a sign of more serious financial problems
and may require immediate steps to protect the business.

The Peripheral Concept Of The Cost Of Capital

Some financial planners argue that investment plans should be based on the marginal, or additional,
cost of obtaining new borrowed capital. The cost of newly borrowed money may provide a more
specific basis for investment planning, especially when a company has short-term financing needs,
such as financing working capital or prepaid expenses, alongside risk capital.

Copyright © 2026 Academic Master. | 4



@ ’ACADEMIC

Some products may generate an LHWPC that exceeds the cost of short-term debt or the marginal cost
of entrepreneurial capital used to support the business. Businesses with high levels of working capital
may justify purchasing decisions on the basis of expected margins. Commercial companies, financial
institutions, and retailers therefore tend to compare expected returns with the marginal cost of
capital, particularly when financing inventory and other current assets rather than concentrating only
on fixed assets.

Investments should be selected when their LHWPC meets the required criteria after taking into
account the timing of future cash flows. The person making financial decisions should assess the
potential future investments that may create value for shareholders, whether financed through
retained funds, shareholder equity, or other sources. Before strategic or other nonfinancial criteria are
considered, the decision-maker should evaluate the expected pre-tax return and the relevant cost of
capital.

For companies in developing countries, forecasts of pre-tax cash flow may be most reliable over one
or two years because future inflation and economic and political conditions can be highly uncertain.
Currency depreciation and strong inflation can significantly affect future cash flows. In other words,
future cash flows should be assessed realistically after considering inflation and currency
depreciation. Although a company’s nominal cash receipts may be projected one or two years ahead,
those figures still have to be converted into realistic values. Present-value analysis is one method
used to determine the value today of future cash flows.

Analysis Of Current Value

Present value (PV) is the current monetary equivalent of money expected to be received or paid in the
future after discounting it at a specified rate of return. The concept is simple: a future amount is
discounted over a number of periods at a rate that may reflect the cost of capital. Future cash
payments are discounted to calculate their combined present value. When evaluating the purchase of
an asset, the discount rate may be the marginal cost of capital or another appropriate required rate of
return. LHWPC can then be compared with the present value of expected future cash flows from the
business or project. When there is more than one alternative future payment stream, present-value
analysis helps compare those alternatives. In general, if the expected LHWPC exceeds the cost of
capital, the investment may be acceptable. Choosing investments whose returns exceed their cost of
capital can help maximize business profits.

If the discounted cash flows are lower than the amount of the initial investment, the investment
project should be rejected or reconsidered. A project that produces cash flows below the required
LHWPC may be less attractive than another available investment. However, present-value analysis
alone may not provide the best decision unless it is supported by reliable technical data, competitive-
market information, and sound asset-management assumptions.
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Conclusion

The relationship between the return on investment and the cost of capital concerns the funds needed
to finance an investment and the return required by funding providers. As with any method used to
calculate a company’s capital expenditures or evaluate investment strategies, the timing of cash
payments and receipts is important. Careful analysis helps ensure the effective use of company
resources. Investments should provide compensation for the risks undertaken. Because markets
affect the future value of cash flows, management must evaluate expected net cash flows, the cost of
capital, and the company’s financial capacity before committing funds.
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