Return on Investment – How Successful is This Metric

A positive Return on Investment  (ROI) is frequently seen as a necessity in establishing the worth of a project – and is much favoured in assessing Information Technology projects.

There is a danger however that ROI may not be sufficient. Even with a positive ROI there are other factors which need to be assessed. In some cases, the ROI has acted as a brake to what could reasonably be called an overreaction to poor management which has been associated with IT applications and initiatives within some, or even many, organisations.

The ROI concept is simple : The discounted cash flows (discounted by the time value of money are summed, this sum is divided by the initial investment required for the project and the result is the expected return on investment.

If the result is greater than 100, then the project will give, on the estimates made, a positive return.  In assessing the worth of a number of ‘possibles’ on this basis, then the project with the highest ROI is the best choice.

Requiring IT projects to have a ‘good’ ROI achieves two objectives :

· it establishes a formal justification process which gives reduces  poor decision making

· it directs focus to projects which will assist in cutting costs

Because of the world economic situation, cost cutting is high on the agenda of many businesses. However, there will be (as history shows us) a reversal of this condition (possibly helped by Alan Greenspan and the American economy), and there will then, most probably, be move to business growth.

ROI, as the sole or major criteria for project selection or ranking has at least 2 major flaws:

· assumptions of possible project ‘returns’ cane be inflated, inaccurate or very and/or overly optimistic.

· The ability to accurately predict the investment component is questionable ( and it could be said highly questionable).

Financial Analysts accept that ROI is conducted on the basis of assumptions – the more realistic assumptions, the more appropriate the result.

It is common for a project to be assumed to be developed, installed and used in isolation of other projects or other conditions being assumed to either not exist or of being static.  This is nor real-world conditions.  How can the ‘real reasons’ for an improvement or downturn be absolutely and unequivocally established ?

IT projects, by their very nature in our environment, as opposed to say 20 years ago when project were in their preliminary process of being developed, generally one at a time and were often ‘independent’, are now tightly connected to environmental factors, and in many cases to existing ‘advanced’ applications.

The very high variance of the IT investment is almost now taken for granted. Number of studies and statistics show that not only do a number (perhaps a ‘significant’ number ?) of IT projects go over budget, and other don’ t make it to the application and operational stage at all. 

The possibility of IT projects not meeting the expected ROI is affected by the risks of bas assumptions and the concerns that the project may not become operational within a ‘reasonable’ margin of the intended or projected outlay.

There are a number of other aspects to consider :

· ROI evaluations (as with environmental impact studies) are usually intensive, expensive and very time consuming

·  The evaluation effort required can be much increased when the study is based, or determined by, non-quantifiable benefits – the ‘intangibles’.

· A tightly controlled ROI study is beneficial, but it tends to lessen  the timeframe for delivery.

· This is counterproductive – the reduction of time and resource investment will, in most cases, lead to poor or inaccurate assumptions and thus to poor decisions.

There have been many instances where the ROI was used as a ‘positive sign off’, but the real benefits of the project came from another source. You may have heard of the ‘boost in personnel morale’, or ‘a lesser level of absenteeism’.  How could these have been factored into the ROI analysis ?  Are there such things a ‘future metrics’ ?

One of the phases in the System Development Life Cycle’ is the ‘post implementation review’. It is also sometimes called a post implementation audit. Whatever its name, its purpose is to establish the success, or lack of success, of the application. 

It is not universally accepted nor conducted however. Personnel have been know to call of such a study on the basis of ‘not enough time; or ‘we can’t establish if the benefits are co-incidental or were the result of the project. It is common to have the Project Team disbanded prior to this study, and most likely assigned to another project study.

However, there is a high risk that if the ROI assumptions are not tested, and if actual results are not measured, the opportunity of an organisation  to identify areas which would improve the ROI of the project and the ROI analysis accuracy  will be reduced or lost.

And there is also the aspect of those who were involved in the projections of the Return on Investment should be accountable.

And a few final thoughts and comments:

ROI analyses seem to have the

