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Capital Budgeting Process 9-2

1. INTRODUCTION

#  Working with the left-hand-side of a balance sheet
# CAPITAL BUDGETING =INVESTING in Long-term Assets
I Definitions
Capital: Fixed assets used in production
Budget: Plan of in- and outflows during some period

Capital Budget: A list of planned investment (i.e.,
expenditures on fixed assets)
outlays for different projects.

Capital Budgeting: Process of selecting viable
Investment projects.

Financial investment vs. economic investment

| In this course, investments are needed in order to:
Expand in existing markets.
Enter new markets.

Replace existing capital assets.
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Capital Budgeting Process

Where do these projects come from?
Suggested by managers of plants & divisions

Upper management

Upper management approves these projects

Investment and financing decisions are independent.

Some common errors;
Expansion without incorporating cost of financing
Cost cutting without looking at revenue side
|gnoring alternative uses of capital

# TOOLS CAN BE USED IN:

M&AS

Divestitures & spin-offs
Correct-sizing

Other
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Capital Budgeting Process 9-4

# CAPITAL BUDGETING OUTLINE

Develop tools & criteria of selecting projects (Ch. 8): Given

Q Reevant CFs

Q  Therequired return of the project (i.e., the risk of use of
project CFs)

Determinewhich CFs are relevant in project analysis(Ch. 10)

Introduce possibility of forecast error in CF data used in
analysis (Chapter 11)

Assume that k (cost of financing) is known until Ch. 12
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Capital Budgeting Process 9-5

FINANCIAL MANAGEMENT
PROCESS

[ Given your ]

Type of Business Line of Business

'

List Potential

Projects
y Y Y
l?’f-ﬁcﬂ Internal External | | Divestitures
J Expansion (M&A) & Spin Offs

Choose Viable
Capital Budgeting Prolects
Choose Approprlate
Capital Structure Fmancmg
Short-term financial Choose Approprlate
Management Worklng capital
. _ Optlmal
Dividend Policy Dividend polic
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