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CHAPTER 10

CAPITAL BUDGETING TECHNIQUES
ddladd 1) A5 31 gal) s

Capital Budgeting: the process of evaluating and selecting long-term
assets (investments) consistent with the corporation's objective which is

maximizing shareholders' wealth.

G pe il Lay (@l jliind) Ja¥) Al sh Jsal) il 5 i dalee a7 ddlad 1) 4530 gal)
Cpalaall 8 g5 adied b Jiaidll 4S540
Types of Expenditures: i) g g

a) Operating expenditure: an outflow of funds that is expected to produce
benefits within one year. (It is found on the income statement).

A8 6 jela) Lo sas) g di DA adlie (333 () a8 6% A A doais iy o Apbadal) cildddl (|
(daa

b) Capital expenditure: an outflow of funds that is expected to produce
benefits over a period greater than one year. (It is found on the balance
sheet).

Jekat) masd gl ) jslai syl adlie (gEa o a8 3 A A Aol clEiy e Allad ) Bl (o

(A sand) Al jaal) 8
Capital Budgeting Process: Adlacd ) 45 3) gall dilas
1. Proposal generation s yisal) alac )

1. Review and analysis Salaiill g daal )

2. Decision making ) Al s
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3. Implementation aidl)
4. Follow up Janlidll
Types of Projects (Assets): 1(JsaY)) tiall g) il

1. Independent projects: the acceptance of one project does not

eliminate others from further acceptance.
SOAT g lie 58 A0lSa) Al Y aaly g 5 e J s Aliall g ldial) ]

2. Mutually exclusive projects: the acceptance of one project eliminates

the others from further acceptance.

AN a Ll Jod oaly aal 5 ¢ g pde s (A maad) Aaliall) A jlaial) o Lial) 2

Funds: rglal) Jladl il
1. Unlimited
J}JAA‘)..}S.‘— 1

2. Capital rationing: having fixed number of dollars available for capital
expenditures.

Allend ) sl ~lia sane i wlie lia oS Lovie s Jlal) Gl ) 285 2

Accept-Reject VS Ranking Approaches:

i ) 4 e e b sl Ay e

1. Accept/Reject approach: the evaluation of capital expenditures to

determine whether they meet a certain criterion or not.
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2. Ranking approach: ranking of capital expenditures based on a pre-

determined measure such as rate of return.

Aladl Jaze Jie e dasa (ebiad T8 5 ddland ) colaaal) (g gin a3l 4 a2

Cash Flow Patterns: =81 @At Jalal]

1. Conventional cash flow pattern.
a. Outflow fund = initial investment
b. Series of cash inflows

:Lﬁ.ﬁ.ﬁ\ ‘_'éé.\m éd..'\ﬁﬂ\ baill 1
S i) = s il el (i
A2 Al sl (e Al (o

2. Non-conventional cash flow pattern.

Mix of both inflows and outflows

(el Gl gl @ haall) 2
Ax Al g dalall el pe e
Capital Budgeting Techniques: sAlland )1 453 gal) oS

1. Payback Period: measures the period of time needed to recover the

initial investment.

(VoY) Y A a1 Y e U Agia 3118 Rl iy Al ) B T

Decision Making: The manager will determine the maximum acceptable
payback period.
— If the payback period of the project < maximum acceptable payback

period — Accept the project. Otherwise reject it.
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Al iy el J gl el aal) dasy paddl; I AN MAS)
oab i Vs g s phall Jii) € 7 samall aalY) aall > ol Y 5 5 CalS 13 &
Example page 448:

Project Gold - initial investment $50,000
Project Silver = initial investment $50,000

$50,000 sl sleiinl & caldll ¢ 5 5
$50,000 sl Jlaiin) & daill & 5 i

Operating cashflows

Year \ Project Gold \ Project Silver

1 $5,000 $40,000
2 $5,000 $2,000
3 $40,000 $8,000
4 $10,000 $10,000
5 $10,000 $10,000

Project Gold = Year 1($5,000) (1) +Year 2($5,000) (1) +year 3($40,000) (1) =
$50,000 (we reached the goal "initial investment in (3) years")

= $40,000 Z3) L) + $5,000 A5G 4l + $5,000 (J5Y) Aol =caldll ¢ 5 e

(i i 3 VA Bl jiuY) Lisa)$50,000

Project Silver = Year 1($40,000) (1) +Year 2($2,000) (1) +year 3($8,000) (1) =
$50,000 (we reached the goal "initial investment in (3) years")

$50,000 = $8,000 il udl + $2,000 46l 4ad) + $40,000 Y1 Al =aill ¢ 5 e
(s 3 DA 3l i) Lis)
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What if the 3™ year for silver investment is $10,000?

£$10,000 ) G Al b dadl) laiind 3 Ui je ) I3k

Operating cashflows

Project Gold \ Project Silver

$5,000 $40,000
$5,000 $2,000
$40,000 $10,000
$10,000 $10,000
$10,000 $10,000

Project Gold = Year 1($5,000) (1) +Year 2($5,000) (1) +year 3($40,000) (1) =

$50,000 (we reached the goal "initial investment in (3) years")
= $40,000 46 4l + $5,000 4l sl + $5,000 V) Al =cadll g 5 e
(e 3 A By i) LEs)$50,000

$8,000)
$10,000

Project silver = year 1($40,000) (1) + year 2($2,000) (1) + year 3 (

(0.8) = $50,000 (we reached the goal "initial investment in (2.8) years").

$$18(;000000 A ) +(1) $2,000 404l + (1) $40,000 o Al = dcadll & 5 e

(el By i ¢ A e 5l L 55 2.8 A 3 s i) Liia)$50,000 = (0.8)

The shorter the payback period the better.

il ¢ g al S & pall ala jiuY) 3 i cilS LS Bacldl
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Strengths: 1Ll e

1. Easy to calculate.
Slaall Jew 1
2. It considers risk.
e Y ey Shlad) sl 2
3. It uses cashflows.
Agail) clsadl e ading 3

Weaknesses: 1 gl

1. Subjective
(ol paml) e adiay ]
2. It does not consider time value of money.
eV gy 2l A 3 el 335y 2
3. It does not consider the cash flows to be retained after recovering
the initial investment.

b sV LYl jiad axy dpaiil) il o) n Y3

2) Discounted Payback Period: sda gadiall 13 i) 5y
To calculate it: ‘Leluaal

A) Calculate PV of expected operating cash flows (using WACC as discount
rate).

WACC). aaal) Jine aladily) ad siall duuil) sl ciliiol) agllal) Zadl) o (1

B) Calculate the time needed to recover the initial investment.
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b s LY ol i A 3 3aall s (o

Example (Not found on the book)

Project silver
$50,000

‘ Project gold

Initial investment $50,000

Operating cashflows

$5,000 $40,000
$5,000 $2,000
$40,000 $8,000
$10,000 $10,000
$10,000 $10,000

WACC-= 10% discounted payback period project gold=?

PV of operating cash flows.

CF
V =
(1 + WACC)™
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‘ Year ‘ PV of operating cash flows.

1 35,000 $4,545.45
(1.1t '

2 55,000 $4,132.23
(1.1)2 ’

3 $40,000 $30,052.59
(1.1)3

4 M = $6,830.13
(1.1)*

5 % = $6,209.21

Payback period = 1+1+1+1+ ﬂ =4.715 =~ 4.72 years
6,209.21

3) Net Present Value (NPV): the sum of present value of all cash flows.
Discount rate used = WACC.
paiivuall acadll Jaxa A3l GlENT peal ddlal) 2l ¢ gane s (NPV): Alladl dagdll Sl (3
WACC=

Decision-making:

o If the NPV of the project > 0 then accept the project.
o If the NPV of the project < 0 then reject the project.
The higher the NPV the better.
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£l J8 NPV >0 — oS 13
£ odall U=i ) NPV <0 — g8 1) o
Szl g 5 piall S — el NPV S LS

Example page 450:

Project A Project B

($42,000)

($45,000)

$14,000 $28,000
$14,000 $12,000
$14,000 $10,000
$14,000 $10,000
$14,000 $10,000

WACC =10%

NPV (A) =?

NPV (B)=?

To calculate for project A:
(42,000) 14,000 14,000 14,000 14,000 14,000

NPV, = = 511,070
47 (1.1)° + (1.1 + (1.1)2 + (1.1)3 + (1.1)*4 + (1.1)5 $
Project A is accepted Jsic g 5 0l
To calculate for project B:
(45,000) 28,000 12,000 10,000 10,000 10,000
NPV = = $10,924

a1’ Tan fanztan: T an: Tas
Project B is accepted Jssia g 5yl
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Which project is better than the other? il g 5 8al (e sl
$11,070 > $10,924 —» NPV, > NPVg
Therefore, Project A is better Jwadl "I" & 5 pi

4) Profitability Index (PI): the ratio between PV of expected cash inflows

(discounted at WACC) and initial investment.
Jare; Lo gadie (dad sial) Alalall 4pail) claaxill sl dasll Ao 5o (PI): Al sdi3e (4
Y iyl JIWACC)
Decision-making: 1A A
If the profitability index of the project > 1then accept the project.
ol JE P >1— gs1y) o
If the profitability index of the project < 1then reject the project.

o The higher the profitability index the better.

Juadl g il 8 el Pl g8 W

5) Internal Rate of Return (IRR): the rate of return that makes NPV = 0.

ia = NPV adlall daill ila Jeay 53 2ilall Jae 8 (IRR): (A0l aitall Jana (5

MOHAMMED HAJ MOHAMMED II


https://students-hub.com

Il FINN2300 CHAPTER 10 FINANCE 2

Decision-making: 1 AN

« If IRR of the project > WACC then accept the project.
o If the IRR < WACC then reject the project.

The higher the IRR the better.
g8l J8I [RR = WACC — oS 1y o
& so8all =8 ) IRR < WACC — o8 13

Juadl g gyl IS — el IRR ¢S i<

END OF THE CHAPTER
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