
ACCOUNTING RATE OF RETURN

Accounting rate of return, also known as the Average rate of return, or ARR is a financial ratio used in capital budgeting.
The ratio does not take into account the .

Decision Rule Accept the project only if its ARR is equal to or greater than the required accounting rate of
return. The incremental operating expenses also include depreciation of the asset. Thus it is not suitable for
projects which having high maintenance costs because their viability also depends upon timely cash inflows.
Another variation of ARR formula uses initial investment instead of average investment. There is no
consideration of the increased risk in the variability of forecasts that arises over a long period of time. Use the
straight line depreciation method. The ARR calculation would not factor in the lack of cash flow in the first
three years. The result of the calculation is expressed as a percentage. ARR is used mainly as a general
comparison between multiple projects to determine the expected rate of return from each project. System
view. Otherwise, it is rejected. For example, a risk-averse investor would likely require a higher rate of return
from an investment to compensate for any risk from the investment. Compare Investment Accounts. In other
words, two investments might yield uneven annual revenue streams. ARR can be used when considering
multiple projects since it provides the expected rate of return from each project. Posted in: Capital budgeting
techniques explanations If you have already studied other capital budgeting methods net present value method
, internal rate of return method and payback method , you may have noticed that all these methods focus on
cash flows. Also, ARR does not take into account the impact of cash flow timing. It factors in any possible
annual expenses or depreciation expense that's associated with the project. The accounting rate of return is a
capital budgeting metric useful for a quick calculation of an investment's profitability. Average investment
may be calculated as the sum of the beginning and ending book value of the project divided by 2. The
accounting rate of return is computed using the following formula: Formula of accounting rate of return ARR :
In the above formula, the incremental net operating income is equal to incremental revenues to be generated
by the asset less incremental operating expenses.


