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dency to expand in excess of its needs, while other industries have insuffici
The auto industry has often miscalculated its product mix and has had to shift
one car size to another at an enormous expense.
The capital budgeting decision involves the planning of expenditures fora proj
life of at least one year, and usually considerably longer. In the public utilities
horizon of 25 years is not unusual. The capital expenditure decision requires
planning to ensure that engineering and marketing information is available, prod
is completed, necessary patents are acquired, and the capital markets are tap|
necessary funds. Throughout this chapter we will use techniques Qm<m_ovmnfcv
cussion of the time value of money to equate future cash flows to the U_‘mwo%
the cost of capital as the basic discount rate.
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mwﬂ_o:z is capital budgeting important to people in finance or accounting, it is essen-
1o people throughout the business organization. For example, a marketing or produc-
ﬁ__m_ manager who is proposing a new product must be familiar with the capital budgeting
:omacam of the firm. If he or she is not familiar with the concepts presented in this
g ter, the pest idea in the world may not be approved because it has not been prop-
om<m_cmﬁma and presented. You must be familiar not only with your product but also
<: its financial viability. e,
In this chapter, capital .ccammczm is m.Ea_ma under the following major topical headings:
amz.m:mzé considerations, accounting flows versus cash flows, methods of ranking
.%_ stment proposals, selection strategy, capital rationing, combining cash flow analysis
_:<M selection strategy, and the replacement decision. Later in the chapter, taxes and their
w“nmoﬁ on depreciation and capital budgeting decisions are emphasized.
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A good capital budgeting program requires that a number of steps be taken in the
decision-making process:

| Search for and discovery of investment opportunities.

2. Collection of data.

3. Evaluation and decision making.

4. Reevaluation and adjustment.

The search for new opportunities is often the least emphasized, though perhaps the
most important, of the four steps. The collection of data should go beyond engineer-
ing data and market surveys and should attempt to capture the relative likelihood of
the occurrence of various events. The probabilities of increases or slumps in E.o&nn.a
demand may be evaluated from statistical analysis, while other outcomes may be esti-
mated subjectively. i Bl s

After all data have been collected and evaluated, the final decision must be made.
Generally, determinations involving relal
at the department or division level, while major expenditur . ov
by top management. A constant monitoring of the results of a given decision may
indicate that a new set of probabilities must be developed, based on first-year expe-
rience, and the initial decision to choose Product A over Wo@:ﬁ B must be reevalu-
ated and perhaps reversed. The preceding factors are illustrated in Figure 12-1.

Accounting Flows versus Cash Flows

In most capital budgeting decisions the emphasis is on §...= flow, .Bms_. than
'eported income, Let us consider the logic of using cash flow in the owv:a budget-
"8 process. Because depreciation does not represent an actual m%aaeaa of funds
M arriving at profit, it is added back to profit to determine the amount of cash flow



