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• CAPITAL AND CAPITAL BUDGETING
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What it is

• Large investment in plant or equipment with returns over 
a period of time.

• Investment may take place over a period of time

• A Strategic Investment Decision
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• MEANING OF CAPITAL BUDGETING

• Capital budgeting is the process of making investment 
decision in long-term assets or courses of action. 
Capital expenditure incurred today is expected to bring 
its benefits over a period of time. These expenditures 
are related to the acquisition & improvement of fixes 
assets.
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Purpose

•Expansion

•Improvement

•Replacement

•R & D Friday, May 19, 2023V.SUNEETHA
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What do we need to think about?

• Location

• Infrastructure

• Labour

• Cash Flows
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• CAPITAL BUDGETING DECISIONS

• Construction  of a new building, or renovation of existing building

• Interior decoration of a given building

• Purchase of technology from a foreign country

• Building a production facility

• Buying a new delivery truck

• Building a bridge
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• Buying an airline

• Making a new product

• Starting a new business

• Expansion decisions of existing  plant and equipment

• Decision to expand into new products or markets such as R&D

• Labor agreements and so on.
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• Payback

• ARR

• Net Present Value (NPV

• Internal Rate of Return (IRR)
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SELECTION METHODS
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• PAYBACK METHOD

• Payback period=cost of the project/annual cash inflows

• Merits

• 1 It is one of the earliest methods of evaluating the investment

projects.

• 2 It is simple to understand and to compute.

• 3 It dose not involve any cost for computation of the payback period

• 4 It is one of the widely used methods in small scale industry sector
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• Demerits
• 1.This method fails to take into account the cash flows received by the 

company after the pay back period.
• 2.It doesn’t take into account the interest factor involved in an 

investment  outlay.
• 3.It doesn’t take into account the interest factor involved in an 

investment outlay.
• 4.It is not consistent with the objective of maximizing the market 

value of the company’s share.
• 5. It fails to consider the pattern of cash inflows i. e., the magnitude 

and timing of cash in flows.
•
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• ARR METHOD

Average net income after taxes 

ARR   =       ------------------------------------- X 100

Average Investment
Total Income after Taxes

Average net income after taxes = ----------------------
No. Of Years

Total Investment
Average investment = ----------------------

2
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Merits:

1.It is very simple to understand and calculate.
2.It can be readily computed with the help of the 
available accounting data.
3.It uses the entire stream of earning to calculate the 
ARR.
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• Demerits:

• 1.It is not based on cash flows generated by a project.

• 2.This method does not consider the objective of wealth 
maximization 

• 3.IT ignores the length of the projects useful life.

• 4.It does not take into account the fact that the profits can be re-
invested.
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• NPV   METHOD

• NPV= Present value of cash inflows – investment

• Merits: 

• It recognizes the time value of money.

• It is based on the entire cash flows generated during the useful life of the 
asset.

• It is consistent with the objective of maximization of wealth of the owners. 

• The ranking of projects is independent of the discount rate used for 
determining the present value.
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Demerits:

1.It is different to understand and use.
2.The NPV is calculated by using the cost of capital as a 
discount rate. But the concept of cost of capital. If self is 
difficult to understood and determine.
3.It does not give solutions when the comparable 
projects are involved in different amounts of investment.
4.It does not give correct answer to a question whether 
alternative projects or limited funds are available with 
unequal lines.

Friday, May 19, 2023V.SUNEETHA



Aditya Engineering College  (A)

Managerial Economics and
Financial Analysis

Aditya Engineering College  (A)

• IRR METHOD

C

IRR = A+ --------- X (B-A)

C-D

• A - Lower discount rate

• C - Present value of cash inflows at lower rate.

• D - Present value of cash inflows at higher rate.

• B - Higher discount rate
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• Merits:

• It consider the time value of money

• It takes into account the cash flows over the entire useful life of the 
asset.

• It has a psychological appear to the user because when the highest 
rate of return projects are selected, it satisfies the investors in terms 
of the rate of return an capital
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• Demerits: 

• It is very difficult to understand and use.

• It involves a very complicated computational work.

• It may not give unique answer in all situations.
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