










• Capital-budgeting decisions are the most 
important investment decisions made by 
management.

These decisions determine the long-term 
productive assets that will create wealth for a firm’s 
owner(s).





• Capital investments are large cash outlays, long-
term commitments, not easily reversed, and 
primary factors in a firm’s long-run performance 

• Capital-budgeting techniques help management 
systematically analyze potential opportunities in 
order to decide which are worth undertaking.



• Most of the information needed to make capital-
budgeting decisions is generated internally, 
often beginning with the sales force.

• Next the production team gets involved, 
followed by accountants.

• All the information is reviewed by financial 
managers who evaluate the feasibility of the 
project.



• Capital budgeting projects can be classified as



1. Independent projects



2. Mutually exclusive projects



3. Contingent projects



• Capital rationing:  a firm with limited funds 
chooses the best projects to undertake

• Capital asset: a long-term asset



• Is the best capital-budgeting technique.  It is 
consistent with goal of maximizing shareholder 
wealth.

• The method compares the present value of  
expected benefits and cash flows from a project 
to the present value of the expected costs.  If the 
benefits are larger, the project is feasible.





• Valuing real assets requires the same steps as in 
valuing financial assets



• Practical difficulties in valuing real assets



• The net present value of a project is the 
difference between the present values of its 
expected cash inflows and expected cash 
outflows

• Positive NPV projects increase shareholder 
wealth and negative NPV projects decrease 
shareholder wealth

• In theory, managers should be indifferent about 
accepting or rejecting zero NPV projects



• The NPV calculation uses the discounted cash 
flow technique

−



NPV Equation







1. Estimate project cost



2. Estimate  project net cash flows



3. Determine project risk and estimate cost of 
capital



4. Compute the project’s NPV

5. Make a decision



• Find the net present value of the example in 
Exhibit 10.3



•  Calculator Solution 

Enter

Answer

N i PMTPV FV

5 15 80 30

-283.0
9







• Is the amount of time it takes for the sum of the net 
cash flows from a project to equal the project’s 
initial investment

• Says an acceptable project has a payback period 
shorter than a certain amount of time

• Can serve as a risk indicator – the quicker a project’
s cost is recovered, the less risky the project

• Is one of the most widely used tools for evaluating 
capital projects



• To compute the payback period, estimate a 
project’s cost and its future net cash flows





• Calculate Payback Period



• Projects with shorter payback periods are more 
desirable.  Cash flows occurring after the 
payback period are not considered.

• There is no economic rationale that makes the 
payback method consistent with shareholder 
wealth maximization.





• Future cash flows are discounted by the firm’s 
cost of capital

• The major advantage of the discounted payback 
is that it tells management how long it takes a 
project to reach a positive NPV





• The ordinary payback period is widely used in 
business



• Payback period does not account for differences 
in the overall risk of projects

• The biggest weakness of the ordinary and 
discounted payback methods is their failure to 
consider cash flows after the payback period





• Is often called the book value rate-of-return
• Uses accounting numbers to compute the return 

on a capital project - the project’s net income 
(NI) and book value (BV), rather than cash flow 
data

• The most common definition of AAR



• Has major flaws as a tool for making capital 
expenditure decisions



• The IRR technique compares a firm’s cost of 
capital to the rate-of-return that makes the net 
cash flows from a project equal to the project’s 
cost

• A project is acceptable if its IRR is greater than 
the firm’s cost-of-capital

• The IRR is the discount rate that makes a 
project have an NPV equal to zero



• The NPV and IRR techniques are similar in that 
both utilize discounted cash flows

• The IRR is an important and legitimate 
alternative to the NPV method



• The IRR is much like the yield-to-maturity on a 
bond





• Calculator Solution

Enter

Answer

N i PMTPV FV

3

13.7

240 0-560





• The  methods will always agree when projects 
are independent and the cash flows are 
conventional





• The IRR and NPV methods can produce 
different accept/reject decisions if a project has 
unconventional cash flows or projects are 
mutually exclusive



• Unconventional cash flows may exhibit many 
patterns



• With unconventional cash flows, the IRR 
technique may provide more than one rate of 
return.  This makes the calculation  unreliable 
and it should not be used to determine whether 
a project should be accepted or rejected





• There is a discount rate at which the NPVS of 
two mutually exclusive projects will be equal.  
That rate is the crossover point.

• Depending on whether the required rate of 
return is higher or lower than the crossover rate, 
the ranking of the projects will be different.

• It is easy to identify the superior project based 
on NPV, but it cannot be done using IRR.  
Thus, ranking conflicts can arise.



• When projects differ in scale, the IRR technique 
may suggest choosing a small project that 
generates a net cash flow of $10,000 over a larger 
one that has $50,000 in net cash flow.

• The larger cash flow project should be chosen 
because of its greater contribution to 
shareholder wealth.  Using NPV would lead to 
its selection.





• A major weakness of the IRR compared to the 
NPV method is the reinvestment rate 
assumption



• In the modified internal rate of return (MIRR) 
technique, cash flow is assumed to be reinvested 
at the firm’s cost of capital

• The compounded values are summed to get a 
project’s terminal value (TV) at the end of its life

• The MIRR is the rate which equates a project’s 
cost to its terminal value





• A project costs $1,200.00 and will generate net 
cash inflows of $400 for four years.  Calculate the 
MIRR of the project.









• Many financial managers use multiple capital 
budgeting tools.

• there is better alignment between practitioners 
and the academic community.



• Management should systematically review the 
status of all ongoing capital projects and 
perform post-audits on completed capital 
projects.



• Managers should conduct ongoing reviews of 
capital projects in progress.


