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4.3:  Capital Budgeting 

 
To prepare for this lecture, read Hirschey, chapter 17 (671 – 687, and 693 – end) 
 
Capital budgeting is the process of planning expenditures that generate cash flows that are expected to 
extend beyond 1 year.  These are often called capital investment projects.  Typical expenditure classes 
include land, buildings, machinery and equipment, and working capital.  The last of these, working capital, 
refers to financial sums that are required to ensure that a firm is able to continue its operations and that it 
has sufficient funds to satisfy both maturing short-term debt and upcoming operational expenses.  New 
projects typically require not only expenditures for land, buildings, and equipment, but additional 
operating cash to keep the new project up and running. 
 
In general, capital projects fall into one of three categories:  expansions or new ventures, replacement of 
existing facilities which are wearing out, or investments that promise to generate cost savings on current 
operations. 
 
There are three important considerations at the heart of capital budgeting:  proper estimation of cash 
flows from an investment project, evaluation of a project (and selection of the best projects when capital 
resources are limited), and determination of an appropriate cost of capital to be used in the evaluation 
process.  The last of these considerations will be the subject of lecture 4.4. 
 
Estimation of Cash Flows 
Here is a stylized way of thinking about a typical capital project: 
 

 
 
For the time being we restrict the discussion here to the first four columns of the table.  A typical capital 
project requires initial investments (cash outflows) in exchange for new revenue or cost savings (cash 
inflows) at later periods.  Proper evaluation of such streams of payments requires present value 
discounting techniques, but it is vitally important to first have accurate projections of the payment 
streams.  A project proposal must include projections of the following: 
 
Capital Outlays (cash outflows):  These typically include planned expenditures for fixed assets such as 
land, buildings, and equipment, as well as provisions for increased working capital. 
 
Incremental Revenues or Cost Savings (cash inflows):  These typically require forecasts of new sales or 
cost savings in a form that looks similar to an income statement, and typically include allowances for 
allocation of fixed overhead, depreciation, and salvage value. 
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Overhead allocation:  In business, overhead is a term that refers to an ongoing expense.  It is usually 
used to group expenses that are necessary to the continued functioning of the business but cannot 
be immediately associated with specific products or services being offered.  For our purposes, it is 
closely related to the economic concept of fixed costs (as opposed to variable costs).  Overhead 
allocation refers to a process of spreading overhead costs equitably over the different activities in 
which a firm is involved. 
 
Depreciation expense:  Depreciation refers to the expense associated with degradation of equipment 
as it is used.  On an income statement, accounting rules allow for some amount of depreciation 
expense to be subtracted from revenue in order to arrive at the net income of a project.  It is 
important to understand, however, that it is a noncash expense, and thus must be added back to a 
net income value to generate a true estimation of cash flows. 
 
Salvage value:  This refers to a projected end-of-project value for any equipment purchased for a 
project. 

 
Project Evaluation and Selection 
There are many different ways of evaluating capital projects, ranging from very simple (payback period) to 
fairly complex (modified internal rate of return). 
 
Payback Period:  This simply refers to the period of time required to recover an initial investment, and 
may be thought of as a breakeven time period. 
 
Net Present Value (NPV):  This is the difference between discounted cash outflows and inflows.  
Calculating the NPV requires selection of an appropriate discount rate.  Where n is the projected lifespan 
of a project and k is an appropriate risk-adjusted discount rate: 
 

 
 

Internal Rate of Return (IRR):  This is a discount rate that results in NPV = 0. 
 
Modified Internal Rate of Return (MIRR):  The traditional method of calculating IRR implicitly assumes that 
excess cash flows are reinvested at the IRR for that project.  For especially attractive investment projects 
that generate an exceptionally high rate of return, the IRR can actually overstate project attractiveness 
because reinvestment of excess cash flows at a similarly high IRR may not be possible.  When 
reinvestment at the project-specific IRR is not possible, the IRR method must be adapted to take into 
account the lower rate of return that can actually be earned on excess cash flows generated over the life 
of individual projects. 
 
Project Selection 
At any given time, a firm may be considering multiple investment projects with insufficient capital 
available to fund all projects.  Thus, a firm must have some mechanism in place for deciding among 
projects.  In a broad sense, such a set of rules is necessary for the firm to allocate its scarce capital in the 
most economically efficient manner. 
 
 
Relevant Textbook Problems:  17.2, 17.5, 17.6, 17.7, 17.8, 17.9 


