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GENERAL OBJECTIVE

This paper is intended to equip the candidate with knowledge, skills and attitudes that will enable him/her to apply advanced financial management techniques in an organisation.

15.0      LEARNING OUTCOMES

A candidate who passes this paper should be able to:

	Make advanced capital budgeting decisions and make appropriate capital structure decisions for an organisation
	Evaluate portfolios and apply the capital asset pricing model and other multifactor Models in financial decision making
	Apply the relevant models and skills in prediction of corporate failure
	Apply derivatives in financial risk management and apply international finance concepts.
	Evaluate mergers and acquisitions
	Undertake corporate restructuring and re-organisation
	Apply valuation techniques in real estate finance.


 

CONTENT
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	Impact of financing on investment decisions – the concept of adjusted present value (APV)
	Incorporating capital rationing in capital investment appraisal; Single period capital rationing with divisible projects; Multi-period capital rationing with divisible capital investments.
	Incorporating inflation in capital investment appraisal
	Evaluation of projects of unequal lives; The equivalent annual annuity approach and the Replacement chain analysis (Constant scale finite period replication criteria)
	Project duration as a measure of risk
	The real options in Capital Budgeting-Characteristics of the real Options; Types of Options in Capital investment Appraisal-Strategic investment option (Expansionary Option), Timing option (Option to delay a project), abandonment option (Option to Withdraw a project), the replacement option and the Option to re-deploy a project, challenges in use of options in investment analysis.
	Common capital budgeting pitfalls
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TOPIC 1

 ADVANCED CAPITAL BUDGETING DECISION

 

Introduction

Capital budgeting (investment) decisions may be defined as the firm’s decisions to invest its current funds most efficiently in the long-term assets in anticipation of an expected flow of benefit over a series of years.

Elements/Characteristics of Capital budgeting projects

	They are long-term projects
	Benefits are realised in future
	They are highly risky
	Involves huge capital
	They are irreversible


 

Importance of capital budgeting

	Ensures choosing of projects which have a long term cash inflows
	Helps to control expenditures
	Helps to determine the uncertainity and risk involved in investment decisions
	Facilitates innovation and creativity thus economic growth


 

Types of capital budgeting decisions

	Mutually exclusive decisions/projects


Are projects that serve the same purpose and compete with each other in terms of resources i.e. if one project is undertaken then others will have to be excluded.

	Independent projects


Are projects that serve different purposes and don’t compete for resources. Therefore, they can be undertaken subject to availability of funds.






	Dependent/contingent projects/decisions


Are those projects that depend on each other thus when one is undertaken then the other will have to be undertaken.

	Divisible and indivisible projects


Divisible-Are those which generate income before they are complete

Indivisible-Don’t generate income before they are complete.

	Outright acquisition projects


It involves purchase of a new long term assets for the first time

Usually done to meet the changing need of an enterprise

	Expansion and diversification projects


Involves expanding of existing facilities which have become inadequate due to diversification into new areas of operation.

	Replacement and modernization projects


Involves replacing an existing asset which has become technologically outdated in order to modernize operations of the business

 Capital budgeting process

	Project identification and generation
	Project screening and evaluation
	Project Selection
	Implementation:
	Performance review


 

Factors affecting budgeting capital budgeting






	Capital structure
	Working capital Capital return
	Availability of funds
	Earnings
	Lending policies of financial institutions
	Management decisions
	Project needs
	Accounting methods
	Government policy
	Taxation policy
	Project’s economic value


 

Objectives of capital budgeting

	Control of capital expenditure: Estimating the cost of investment provides a base to the management for controlling and managing the required capital expenditure accordingly.
	Selection of profitable projects: The company have to select the most suitable project out of the multiple options available to it. For this, it has to keep in mind the various factors such as availability of funds, project’s profitability, the rate of return, etc.
	Identifying the Right source of funds: Locating and selecting the most appropriate source of fund required to make a long-term capital investment is the ultimate aim of capital budgeting. The management needs to consider and compare the cost borrowing with the expected return on investment for this purpose.


 

Features/characteristics of capital budgeting decisions

	Involve huge amounts of capital
	Funds are invested in long term assets
	Future benefits will occur to the firm over a series of years
	They are usually irreversible-ones undertaken and not possible to reverse to original state involve huge loss to reverse.
	There are a lot of uncertainty involved while undertaking such projects e.g. economic life and expected cash inflows.


 

Importance of investment/capital budgeting decisions

Investment decision requires special attention because of the following reasons:-

	Involve commitment of large amounts of funds
	Are irreversible or reversible at huge loss
	Are among the most difficult decision to make
	They influence the firms growth in the long term
	They affect the risk of the firm


 

 PROJECT EVALUATION TECHNIQUES

Proudly categorized in to two:

	Non-discounting techniques
	Discounting techniques


 Non-discounting techniques

This techniques do not take into account time value of money. They include:-

	Payback Period
	Accounting rate of return


 

Discounting techniques

Techniques which take into account time value of money. They include:

	Discount payback period (DPBP)
	Net present value (NPV)
	Modified Internal rate of return (MIRR)
	Profitability Index (PI)
	The internal Rate of return(IRR)


 

Features/Characteristics of an ideal investment appraisal method

	It should take into account time value of money
	It should use cashflow rather than accounting profit
	It should give a clear indication on whether to accept or to reject a project
	It should consider all cashflows
	It should help in ranking independent projects
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Discount Payback Period (DPBP)

Pay back period is the length of time taken to recover the initial capital investment. The shorter the period the better and less risky the project is and vice versa






 

Net Present Value (NPV)

This is the most appropriate and widely applied investment appraisal method. NPV is the difference between the present value of cash and cash outflows.

 

Decision criteria is as follows:

	If NPV is the Positive (+ve); accept the Project
	If the NPV is Negative (-ve) Reject the project
	If NPV is Zero (0), Point of indifference


 

MODIFIED INTERNAL RATE OF RETURN (MIRR)

 The required rate of return assuming that the cashflows generated can be re-invested to earn more returns

It is computed as follows:





Illustration

Consider a project whose initial investment is 636,000 and the company expects to generate annual cash flows of 240,000 p.a. for a period of 5 years. The present cash flows can be re- invested at the rate of 16% pa and the cost of capital is 14% .






Determine the MIRR



Accept Since MIRR> Cost of Capital

PROFITABILITY INDEX (PI)

 

This is the relative measure of performance. Expressed as follows:



 

If probability index is greater > than 1 accept the project

If profitability index is less < than 1 reject the project

PI is applied when the company is facing capital rationing
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