





The Golden Rule





Finance is attracted to sound projects!�
�
What is a sound project?





meets real demand


covers investment costs


provides reasonable returns on investment�
�
�
�
�
�






CAPITAL BUDGETING





Capital budgeting is the essence of management planning.  It is the process of assessing the desirability of proposed investments along with the allocation of available financial resources to projects which will produce further returns.  In other words it is the process of making long-term investment decisions which will further the company’s goals.





There are key motives for making capital expenditures: 





Expansion:  The most common motive for a capital expenditure is to expand the level of operations usually through acquisition of fixed assets.  A growing firm often finds it necessary to acquire new fixed assets rapidly; sometimes this includes the purchase of additional physical facilities, such as additional property and plant.�


Replacement:  As a firm’s growth slows and it reaches maturity, most of its capital expenditures will be for the replacement or renewal of obsolete or worn-out assets.  Each time a machine requires a major repair, the outlay for the repair should be evaluated in terms of the outlay to replace the machine and the benefits of replacement.





Renewal:  Often an alternative to replacement.  Renewal may involve rebuilding, overhauling, or retrofitting an existing machine or facility.  For example, an existing drill press should be renewed by replacing its motor and adding a numeric control system, or a physical facility could be renewed by rewiring, adding air conditioning, and so on.  Firms wishing to improve efficiency may find that both replacing and renewing existing machinery are suitable solutions.





Other purposes:  Some capital expenditures so not result in the acquisition or transformation of tangible fixed assets shown on the firm’s balance sheet.  Instead, they involve a long-term commitment of funds by the firm in expectation of a future return.  These expenditures include outlays for advertising, research and development, management consulting, and new products.  Other capital expenditures proposals, such as the installation of pollution-control and safety devices mandated by the government, are difficult to evaluate because the provide intangible returns rather than clearly measurable cash flows.





The capital budgeting process can be viewed as consisting of five distinct but interrelated steps:





Proposal generation - Proposals for capital expenditures are made by people at all levels within a business organization.  To stimulate a flow of ideas that could result in potential cost savings, many firms offer cash rewards to employees whose proposals are ultimately adopted.  Capital expenditure proposals typically travel from the originator to a reviewer at a higher level in the organization.  Clearly, proposals requiring large outlays will much more carefully scrutinised than more costly ones.





Review and analysis - Capital expenditure proposals are formally reviewed (1) to assess their appropriateness in light of the firm’s overall objectives and plans and, more important, (2) to evaluate their economic validity.  The proposed costs and benefits are estimated and then converted into a series of relevant cash flows to which various capital budgeting techniques are applied to measure the investment merit of the potential outlay.  In addition, various aspects of the risk associated with the proposal are either incorporated into the economic analysis or rated and recorded along with the economic measures.  Once the economic analysis is completed, a summary report, often with a recommendation, is submitted to the decision maker(s).





Decision making - The actual dollar outlay and the importance of a capital expenditure determine the organizational level at which the expenditure decision is made.  Firms typically delegate capital expenditure authority on the basis of certain dollar limits.  Generally, the board of directors reserves the right to make final decisions on capital decisions requiring outlays beyond a certain amount, while the authority for making smaller expenditures is given to other organizational levels.  Inexpensive capital expenditures such as the purchase of a hammer for $15 are treated as operating outlays not requiring formal analysis.  Generally, firms operating under critical time constraints with respect to production often find it necessary to provide exceptions to a strict dollar-outlay scheme.  In such cases the plant manager is often given the power to make decisions necessary  to keep the production line moving, even though the outlays entailed are larger than he or she would normally be allowed to authorise.





Implementation - Once a proposal has been approved and funding has been made available, the implementation process begins.   For minor outlays, implementation is relatively routine; the expenditure is made, and payment is rendered.  For major expenditures, greater control is required to ensure that what has been proposed and approved is acquired at the budgeted costs.  Often the expenditures for a single proposal may occur in phases, each outlay requiring the signed approval of company officers.





Follow-up - Involves monitoring the results during the operating phase of a project.  The comparisons of actual outcomes in terms of costs and benefits with those expected and those of previous projects are vital.  When actual outcomes deviate from projected outcomes, action may be required to cut costs, improve benefits, or possibly terminate the project.





Long-term investments have several characteristics.  They typically involve a large initial cash outlay which usually has a long-term impact on the company’s profitability.  The initial cash outlay has to be justified on a cost-benefit basis.  Cost-benefit analysis is the assessment of the costs incurred and the benefits realized from the adoption of a course of action.  The investment must generate recurring cash inflows, because much of this income or savings occurs years into the future; therefore, managers must consider the time value of money.  (The time value of money reflects the opportunity cost of investing at a risk-free rate.  The certainty of having a given sum of money today is worth more than the certainty of having an equal sum at a later date because money can be put to profitable use during the intervening time.)  In addition, income factors may be critical in whether a project is cost effective, so they must be taken into account.





The two most common project types are independent projects and  mutually exclusive projects.  Independent projects are projects whose cash flows are unrelated or independent of one another;  the acceptance of one does not eliminate the others from further consideration.  Mutually exclusive projects are projects whose acceptance automatically precludes the acceptance of other projects.  





The two decision rules for capital budgeting are net present value (NPV) and internal rate of return (IRR).  Net present value equals the present value of the returns less the cost of the project.  If the NPV is positive, then the project should be accepted.  If it is negative, then it should be rejected.  IRR is the rate that causes the NPV of the project to be zero.  The project should be accepted if the IRR is greater than the discount rate which is the rate used to calculate the present value of future cash flows.  The discount rate (or cost of capital or rate of return) is the minimum rate of return required by the investor. (See Exhibit 10 for PV, NPV, IRR and discount rate calculations.)





NPV and IRR methods may result in contradictory indications if the projects have different life expectancies, if the projects call for different amounts of investment capital, and/or if the projects are expected to yield different cash flows over time.  If the methods do result in contradictory indications, then the NPV method is always the overruling choice.





Factors which enter into the determination of the acceptance of the project comprise of the cost of capital of the organization, the opportunity cost or the returns that could be realized on other investments, and how critical the need.  The task confronting management is to provide an impartial assessment of the estimates submitted to it prior to applying the NPV decision rules.





There are four main data requirements for the NPV model which are the expected cost of the investment, the expected annual returns, the number of years the project will generate returns and the appropriate interest rate.





To come up with expected cost of the investment all the expenditures that must be incurred to bring the planned project to the level of completion required before expected returns can be generated need to be included as part of the original investment.





Expected annual returns are the cash flows resulting from the project.  The annual cash flows equal expected cash inflows minus all cash outflows.  Cash outflows consist of labor, material and taxes.





The life expectancy of the project is a matter of judgement.





The appropriate interest rate should increase as additional risk is assumed.  Assessment of the project risk can be based on past experience.  Low risk investment can only be justified if its returns equal at least the cost of acquiring additional capital.  For example, if the cost of capital to the company is 10%, a moderately risky investment should be expected to generate from 15% to 20% annual returns to merit serious consideration.  Discount rates applied should be based on the risk-free rate plus an adjustment for project risk as shown above.








IRR is defined as that rate of interest that equates the initial investment (I) with the present value (PV) of future cash flows.  In other words, at IRR:





I = PV or NPV = 0.





(Present value is defined as the stock of wealth an investor is willing to accept today in lieu of promises to receive returns at future dates.)





The profitability index is the ratio of the total present value of future cash inflows to the initial investment (PV/I).  This index is used as a means of ranking projects in descending order of attractiveness.  If the profitability index is greater than 1, then the project should 





be accepted.  The profitability index has the advantage of putting all projects on the same relative basis regardless of size.





In many instances it may be exceedingly difficult to estimate all necessary inputs to NPV and IRR methods.  By assuming ranges of likely estimates, judgement as to the apparent reasonability of the project may be formulated.  Good management is always concerned in assessing the impact of changing circumstances on the company.  By speculating on different business scenarios and tracing through the changes in assumption pertaining to revenues, cost and timing, the proposed capital budgeting decisions on the company’s money can be readily determined.





Careful attention to correct data estimation is a basic requirement in these analyses.  Costs and benefits should be estimated in terms of cash inflows and outflows directly associated with the project under consideration, and overhead costs not directly attributable to the project should be excluded from the analyses.  The source or sources of financing for the project, whether internal or external funds, is not relevant to the decision.





The allocation of financial resources to projects which promise to have positive returns for the company is a key concern of management.  This is not the domain of only financial managers.  Every manager is continually faced with capital budgeting decisions.
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