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The term capital budgeting is used to describe how managers plan
significant investments in projects that have long-term implications
such as the purchase of new equipment or the introduction of new
products. Most companies have many more potential projects than can
actually be funded. Hence, managers must carefully select those
projects that promise the greatest future return. How well managers
make these capital budgeting decisions is a critical factor in the long-
run financial health of the organization.
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Typical Capital Budgeting Decisions

Any decision that involves an outlay now in order to obtain a future
return is a capital budgeting decision. Typical capital budgeting decisions
include:

1. Cost reduction decisions. Should new
equipment be purchased to reduce costs?
2. Expansion decisions. Should a new plant,
warehouse, or other facility be acquired to

increase capacity and sales?
3. Equipment selection decisions. Which of several
available machines should be

purchased?
4. Lease or buy decisions. Should new
equipment be leased or purchased?
5. Equipment replacement decisions. Should old
equipment be replaced now or later?
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The Time Value of Money

Capital investments usually earn returns that extend over fairly long
periods of time. Therefore, it is important to recognize the time value of
money when evaluating investment proposals. A dollar today is worth
more than a dollar a year from now if for no other reason than that you
could put a dollar in a bank today and have -more than a dollar a year
from now. Therefore, projects that promise earlier returns are preferable
to those that promise later returns.

Capital budgeting techniques that recognize the time value of money
involve discounting cash flows. We will spend most of this chapter

showing how to use discounted cash flow
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methods in making capital budgeting decisions. If you are not already
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familiar with discounting and the use of present value tables, you should
read Appendix 14A: The Concept of Present Value at the end of this
chapter before proceeding any further.
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Emphasis on Cash Flows

Accounting net income is based on accruals that ignore when cash flows
occur. However, in capital budgeting, the timing of cash flows is critical.
The present value of a cash flow depends on when it occurs. For that
reason, cash flow rather than accounting net income is the focus in
capital budgeting.®> Examples of cash outflows and cash inflows that are
often relevant to capital investment decisions are described below.
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Recovery of the Original Investment

The net present value method automatically provides for return of the
original investment. Whenever the net present value of a project is
positive, the project will recover the original cost of the investment plus
sufficient excess cash inflows to compensate for tying up funds in the
project. To demonstrate this point, consider the following situation:
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Example B: Carver Hospital is considering the purchase of an
attachment for its X-ray machine that will cost $3,170. The attachment
will be usable for four years, after which time it will have no salvage
value. It will increase net cash infl ows by $1,000 per year in the X-ray
department. The hospital’s board of directors requires a rate of return of
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at least 10% on such investments in equipment.
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A net present value analysis of the desirability of purchasing the X-ray
attachment is presented in Exhibit 14-2. Notice that the attachment
promises exactly a 10% return on the original investment because the net
present value is zero at a 10% discount rate.

Each annual $1,000 cash inflow arising from use of the attachment is
made up of two parts. One part represents a recovery of a portion of the
original $3,170 paid for the attachment, and the other part represents a
return on this investment. The breakdown of each year’s $1,000 cash

inflow between recovery of investment and return on investment is
shown in Exhibit 14-3.
The first year’s $1,000 cash inflow consists of a return on investment of

$317 (a 10% return on the $3,170 original. investment), plus a $683
return of that investment. Because
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Imitial cost ... ... ... ... 33,170

Life of the project .. ... . 4 years

Annual net cash inflow _ . . . 51,000

Salvage value .. ... 30

Required rate of return . . . _ . 10%

Amount of 10% Present Value

[tem Year(s) Cash Flow Factor of Cash Flows
Annual net cash inflow . _ . 14 $ 1,000 3170" $3,170
Initial investment ... .. .. MNow 3(3,170) 1.000 (3,170)
MNet present value . . . . .. P O

*From Exhibit 14B—2 in Appendix 14B.

(1) (2) (3) (4) (5)

Recovery of Unrecoverad

Investment Investment Investment

Outstanding Return on during the at the End of
during the Cash Investment Year the Year
Year Year Inflow (1) x 10% 2 —(3) (1) — (4)
Jeccmccccoconnsceccosoace-aoonnn $3,170 $1,000 2317 $ 683 $2.487
i $2,487 $1,000 5249 751 $1,736
5 $1,736 $1,000 3173 827 $909
A ... 5909 $1,000 $91 909 30

Total investment recovered . . ... . $3.170




