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Issues

* Overview of capital budgeting

o Capital budgeting decision rules:
— Payback period
— Discounted payback period
— NPV
— IRR
— MIRR
— Profitability index



Overview of capital budgeting



What Is capital budgeting?

* Analysis of potential projects.
e Deciding which one is more important

 Adds to the firm value



Importance of capital budgeting

e Strategic direction

e Long term decision and effects last long
time

It might have serious financial
consequences



Capital budgeting success

Flow of ideas
Proper incentive
Screening

Selection by priority



Does all projects require capital
budgeting?
» Cost of capital budgeting should be

considered

« Simple or complicated decisions

e Value of investment to the firm



Independent & mutually
exclusive projects?

Projects are:

iIndependent, If the cash flows of one
are unaffected by the acceptance of
the other.

mutually exclusive, If the cash flows

of one can be adversely impacted by
the acceptance of the other.






Capital Budgeting Decision Rules



Capital budgeting decision rules

 Payback period

* Discounted payback period
e NPV

 IRR

 MIRR

 Profitability index



What Is the payback period?

The number of years required to
recover a project’s cost,

or how long does it take to get the
business’s money back?






1. Provides an indication of a
project’s risk and liquidity.
2. Easy to calculate and understand.

1. Ignores the TVM.

2. lgnores CFs occurring after the
payback period.



Discounted Payback period






NPV

* Net present value depends on DCF

e Steps:
— Find PV for each cash flow
— Sum all
— Take positive NPV



NPV



NPV

NPV, = $78.82
+ NPV, = $49.18

e \WWhich one to chose?



NPV: Sum of the PVs of inflows and
outflows.
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Internal Rate of Return: IRR
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IRR IS the discount rate that forces
PV Iinflows = cost. This iIs the same
as forcing NPV = 0.






Rationale for the IRR Method

If IRR>WACC, then the project’s
rate of return is greater than its
cost-- some return iIs left over to
boost stockholders’ returns.






MIRR






Profitability Index



