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CAPITAL BUDGETING
SOME tips to solve problems on capital budgeting or say synopsis of capital budgeting :
1. PAY BACK METHOD :
Pay Back Method :  This method tells us that when the project will recover its Cash outflow 

PBP :            CO		
	     Annual Inflow 
Decision : 
PBP > Target = Accept
PBP < Target = Reject 
PBP = Target = Indifferent 

2. ARR Technique : 
ARR=   Average NPAT     x100
	Initial Investment 
Decision : 
Project ARR > Target = Accept
Project ARR < Target = Reject 
Project ARR = Target = Indifferent 

COMPOUNDING INTEREST AND DISCOUNTING FORMULA:

Compounding : FV = PV(1+r)n 

Discounting :    PV=     FV	
		(1+r)n
Where,       1	          is the discounting factor.
  (1+r)n
3.  NPV:
NPV : PV of CI – PV of CO 
Decision : 
NPV is +ve = Accept 
NPV is –ve = Reject 
NPV is 0= Indiffrent 





4. profitability index method :    
PI =   PV of CI	
          PV of CO 
Decision : 
PI >1 = Accept 
PI <1 = Reject 
PI =1 = Indiffrent 
 Note : Profitability Method is used when projects are under capital rationing

5. DISCOUNTED PAY BACK METHOD :
Calculate same as pay back method but to use present value of cash inflows and present value of cash outflows .

6. IRR Technique :
It is used to calculate actual rate of return earned on project . At IRR PV of CI = PV of CO , PI=1 , NPV =0. IRR is calculated on trial and error method .
Decision : 
Project IRR > Target = Accept
Project IRR < Target = Reject 
Project IRR = Target = Indifferent 

Synopsis for the Best Method to select the project :
The Best method to select the project is NPV method , because :
Pay back method and discounted pay back method is rejected as it does not consider what money we earn . Profitability Index Method is rejected as it works best in Capital rationing questions . NPV method is superior to IRR method because earnings more is first criteria rather than to earn at higher rate , But IRR can be selected as best method as if it is given in question that same % can be earned in future.

STEPS TO SOLVE THE PROBLEM :
1. Read The Whole question
2. Prepare summary of question For example :
 
Capital cost 			xxx
Book value of Old machinery 	xxx	
Annual Cash Inflows		xxx
Depreciation			xxx
Tax rate 				xxx	
COC 				xxx
Salvage 				xxx

3. Annual Cash outflow = PV of CO = Expenses (1-t)*pvaf
4. Tax savings on depreciation = depreciation*t* PVAF
5. IF Tax rate is not given IGNORE depreciation
6. Salvage = Salvage *PV, COC (Last Year )
No tax savings on salvage as it is recovery of cost , No PVAF as it is recovered at the end 
7. If the sum is based on selection of Machinery , NO NPV is calculated , NCO is calculated as it is partial calculation of selected project 
8. Diffrential analysis is also known as Net Benefit Cost analysis, It is calculated only when Life of the Machine is same .
9. Outflow refers to Disadvantages , Inflow refer to advantages
10. Old v/s New = Select New , New v/s New = Select Costly 
11. Sunk Cost to be ignored
12. Fixed overheads are allocations from other departments and not specific to machinery hence ignored 
13. Common expenses are ignored
14. Diffrential analysis NPV is calculated 
15. If Life of Project is not same then calculate Annualised Gain = NPV/ PVAF
16. Cash Inflow = NPAT + Depreciation
17. Treatment of Working Capital 
· Treat as expense in the year of expense = WC * PV, COC @ Incurred year – Cash outflow
· Recovery at the end of project = WC* PV, COC @ Last year – Cash Inflow 
18. Depreciation on WDV BASIS 
Generally the questions are on SLM Basis , But if given in question that depreciation is charged on WDV basis then 
· Block of assets is followed is followed , No depreciation is charged in last year 
· IF WDV method is followed , then there will be either STCG/STCL
             Capital Cost 			xxx
Less      Depreciation 			(xx)
	          WDV 				xx
Less Salvage 				(xx)	

		STCG/(STCL)			            xxx	 

19. If salvage > WDV then STCG (Co)= STCG*tax rate * PV ,(COC, Last Year )
20. If salvage < WDV then STCG (CI)= STCL*tax rate * PV ,(COC, Last Year )
21. Capital Budgeting and Inflation: If Inflation occurs or inflation rate is given in question then inflows or outflows should be in real terms  , Therefore they need to be discounted at Money Discount rate 
MDR= RDR+ Inflation Rate + RDR * Inflation Rate 
  RDR is COC 
22. If Given that discount rates in Money terms means directly MDR is given , If given that depreciation for tax purposes means depreciation on WDV
DECISION MAKING PROCESS 
1. Independent Projects , Solve as per indicated method or NPV method 

 

2. Mutually Inclusive Projects 
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