Evaluating Business Investments

Capital budgeting involves the evaluation of potential projects that usually extend for several accounting periods. There are several tools available to assist in the financial ranking of the projects being considered. 

Since the projects involve more than one accounting period, it is wise to use techniques that consider the time value of money. These techniques utilize present value calculations, rather than simply using the unadjusted future amounts. In other words, present value calculations discount the future amounts. A dollar received one year from today will have a lower present value than one dollar. The dollar received two years from today will have a present value that is less than a dollar received in one year, and so on. 

Two common techniques which use present value calculations are (1) net present value, and (2) internal rate of return. The net present value technique discounts the future cash flow by a specified interest rate. (The interest rate will likely be the required minimum return that a company will accept for the project being considered.) If the present value of the future cash flows is greater than the cash outlay, the project is said to have a positive net present value. This positive excess is the amount earned over and above the return that was used to discount the future cash flows. 

The second technique that recognizes the time value of money is the internal rate of return. The internal rate of return calculates the rate that will discount the future cash flows to exactly the amount of the cash outlay. 

There are also some techniques that do not consider the time value of money. One is the payback method. This technique looks at a project's cash flows and calculates the years it will take to recoup the initial cash outlay. A shorter payback is viewed to be better than a longer payback. The drawback to this method is that it looks only at the early years of a project and stops when the cumulative amount reaches the amount of the investment. All of the cash received after that point is not considered. 

The accounting rate of return is another technique that does not consider the time value of money. At best it gives you an average return based on the income statement amounts in relationship to the amount invested. 

To recap, the net present value method and the internal rate of return use all of the cash flows from a project and will discount them with present value calculations. The payback method uses only some of the cash flows and does not discount them. The accounting rate of return does not use cash flows and does not discount the amounts. 


Evaluating Business Investments Questions

1)  The _______________ rate of return does NOT use cash flows. 

2)  The _____ present value is the difference between the discounted cash going out and the discounted cash coming in. 

3)  One step in determining the net present value of a project is to discount the future cash flows by the ___________ rate of return. Also referred to as the targeted, desired, minimum, or hurdle rate of return. 

4)  When deciding on replacing an old piece of equipment, the cost of the old equipment should be viewed as a _________ cost, since it is not relevant to the decision. 

5)  A corporation's cost of capital is a _____________-average of its cost of common stock, cost of preferred stock, and the cost of its long-term debt. 

6)  Payback determines the _________ it takes to recover an investment without discounting any amounts. 

7)  The depreciation amount used for book or financial statement purposes is often different from the depreciation amount used for the _______ return. 

8)  The ______ value of an asset is its cost minus its accumulated depreciation. 

9)  The _____________ rate of return uses discounted cash flows. 

10)  Since most companies cannot accomplish all of the capital expenditures that have been identified as needed, companies rank the projects according to priority, profitability, etc. as part of a process known as capital _______________.
