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FINANCIAL MANAGEMENT- MBA 2
ND

 SEM NOTES 

 

 

UNIT-II 

Investment decisions importance, difficulties, determining cash flows, methods of capital 

budgeting; risk analysis (risk adjusted discount rate method and certainty equivalent method); 

cost of different sources of raising capital; weighted average cost of capital. 

 

Investment decisions: 

The investment decision means capital budgeting. Investment decision and capital budgeting are 

not considered different acts in business world. In investment decision, the word ‘Capital’ is 

exclusively understood to refer to real assets which may assume any shape viz. building, plant 

and machinery, raw material and so on and so forth, whereas investment refers to any such real 

assets. 

In other words, investment decisions are concerned with the question whether adding to capital 

assets today will increase the revenues of tomorrow to cover costs. Thus investment decisions 

are commitment of money resources at different time in expectation of economic returns in 

future dates. 

Types of Investment decisions: 

(i) Inventory Investment: 

Holding of stocks of materials is unavoidable for smooth running of a business. The expenditure 

on stocks comes in the category of investments. 

(ii) Strategic Investment Expenditure: 

In this case, the firm makes investment decisions in order to strengthen its market power. The 

return on such investment will not be immediate. 

(iii) Modernisation Investment Expenditure: 

In this case, the firm decides to adopt a new and better technology in place of the old one for the 

sake of cost reduction. It is also known as capital deepening process. 

(iv) Expansion Investment on a New Business: 

In this case, the firm decides to start a new business or diversify into new lines of production for 

which a new set of machines are to be purchased. 
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(v) Replacement Investment: 

In this category, the firm takes decisions about the replacement of worn out and obsolete assets 

by new ones. 

(vi) Expansion Investment: 

In this case, the firm decides to expand the productive capacity for existing products and thus 

grows further in a uni-direction. This type of investment is also called capital widening. 

Importance of Investment Decisions: 

The importance of investment decisions is attainment of long term objective of the firm viz. 

survival or growth, preserving share of a particular market and retain leadership in a particular 

aspect of economic activity. People need investment decisions because, 

(i) Expansion of the productive process to meet the existing excessive demand in local market to 

exploit the international markets and to avail the benefits of economies of scale. 

(ii) Replacement of an existing asset, plant, machinery or building may become necessary for 

reaping advantages of technological innovations, minimising cost of products and increasing the 

efficiency of labour. 

(iii) Buy or hire on rent or lease a particular asset is another important consideration which 

establishes the need for making investment decisions. 

Factors affecting Investment Decisions: 

1. Estimate of Capital Outlays and Future Earnings of the Proposed Project: 

The management of a firm is guided by various considerations in forecasting the future revenue 

proceeds arising out of present investment decisions. In current managerial practice if the time 

horizon over which benefits accrue is longer than one year, then the resources committed are 

called investment and the money spent is termed capital expenditures. The fixed capital outlay 

shows the outlay or expenditure made by the firm for creating the capacity of production. 

The fixed capital expenditure can be categorized as follows: 

(i) Advance Expenditure: 

The expenditure on technical and economic feasibility reports, plant design, license fee and 

associated costs, expenditure on the search for finances, and other similar items would be 

included in this category. 
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(ii) Land and Site Development Expenditure: 

This includes the cost of land acquired or leasing of land, expenditures on making the land 

usable, laying of roads, fencing, etc. 

(iii) Construction Costs: 

The expenditures on factory buildings, residential houses, roads, electricity supply lines, 

drainage disposal system, water supply, etc. 

(iv) Machines and Tools: 

The cost of machinery should include purchase price of machines, duty, tax, freight insurance, 

transport charges, etc. Different types of tools will be required for operation, the value of such 

sets at the plant will be the cost of tools. 

(v) Erection of Equipment: 

The whole plant constituting different types of machines has to be assembled at the plant site. 

The payment made for installation will be accounted in this category. 

(vi) Training Expenditure: 

A firm before purchasing such machines has to get its personnel trained to handle them. The cost 

incurred on such training will have to be accounted. 

(vii) Franchise Cost: 

The cost incurred in getting the franchise from the government or any other institution is also 

included in this category. 

(viii) Cost of Mobilising Finance: 

The firms raise funds partly in the form of shares, bonds, debentures and fixed deposit from the 

public at large. A well-diversified portfolio carefully chosen from the numerous securities 

available in the market will help the investor in achieving his objectives. 

(ix) Inventory Cost: 

The decision to hold inventories to meet demand is quite important for a firm and in certain 

situations the level of inventories serves as a guide to plan production. The value of such safety 

inventories would be included in the establishment cost. 

The above costs are concerned with the establishment of a plant. If the plant is ready for 

operation, it requires certain amount of money to meet the operating costs. 
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Operating costs include: 

(i) Labour cost, 

(ii) Repairing charges and maintenance cost, 

(iii) Rent and royalty payments, 

(iv) Insurance charges, 

(v) Stationery cost, 

(vi) Payment of tax and duties, and 

(vii) Fuel and power costs. 

In addition to the above categories of costs, two other categories of annual costs are the depre-

ciation provision and interest charges. The investment decisions are directly related to financing 

decisions. The acceptance of investment proposal shall depend upon how they are going to be 

financed. 

2. Sources of Capital: 

(i) Internal Capital: 

It is generated by the firm itself. It includes retained profit, depreciation provision, taxation 

provision and other reserves. 

(ii) Short-term Capital: 

It is needed to meet day to day expenses (working capital). 

(iii) Medium-term Capital: 

It may be sought for investment in plant and equipment or semi-permanent or permanent 

addition to current assets. It can be of any use between one to ten years. 

(iv) Long-term Capital: 

It is needed to meet the requirements of fixed capital formation. 
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Cost of Capital: 

The cost of capital plays a very important role in appraising investment decisions. Whenever a 

firm mobilises capital from different sources, it has to consider the cost of capital very carefully 

for making the final choice. 

Interest can be explained as an amount which is paid by a borrower for using funds belonging to 

some- one else. Therefore, it is a transaction between surplus and deficit units. 

The investor should know that he has to cope with the different kinds of interest rates called by 

different names and to be a successful investor, he should be able to recognise the kinds of 

interest rates and by whom these rates are fixed. The investor should also carefully analyse the 

different kinds of interest rates available in the economy before he makes his investments. 

Different kinds of interest rates existing in the markets are listed below: 

(i) Ceiling Rate of Interest: 

It is the maximum rate of interest usually fixed by the Government of India and the RBI. It 

depends on the face value of a financial instrument. 

(ii) Coupon Rate of Interest: 

It is the rate of interest which is paid on the face value of a bond or debenture. A person who 

purchases a long-term bond or debenture expects an interest in the form of coupon. 

(iii) Market Rate of Interest: 

It indicates the present value of the future cash flows which is generated by an investment with 

the cost incurred on making such investment. 

(iv) Long-term Interest: 

It comprises of a period usually above five years or above ten years. 

(v) Medium-term Interest: 

It may vary from a period of one year to five years. 

(vi) Short-term Interest: 

It varies per day, per week, per month, per year and the maximum number of years for which it 

may be considered can be of one year. 
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Methods for Calculating Cost of Capital: 

The rate of interest is an indication of the real productivity of capital goods. 

The different methods for calculating cost of capital for each source of financing 

investment decisions are as follows: 

(i) Cost of Debt: 

The cost of debt (Cd) is the contracted rate of interest payable on the borrowed capital after 

adjusting tax liability of the company. 

Cd = (1-TR) R1 

Where Cd = Cost of debt capital 

TR = Marginal tax rate 

R1 = Contracted rate of interest 

 

(ii) Cost of Equity Capital: 

It is the minimum return which investors wish to get on their equity stocks. 

Ce = D1 + GR/P0 

Where Ce = Cost of equity capital. 

D1 = Dividend paid in period 1 

P0 = Market value of the share 

Gr = Growth rate of dividends 

 

(iii) Cost of Preference Capital: 

Preferred stock has an investment value. 

The cost of preference share may be calculated as: 

CP = D/R 

Where Cp = Cost of preference capital 

D = fixed amount of dividend obligation owned by the firm. 

R = Net returns received as sale of preference stock. 

(iv) Cost of Term Loans: 
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The term loan is generally repayable in more than one year and less than ten years. The cost of 

the term loan is equal to the interest rate multiplied by (1-tax rate). The interest rate refers to the 

interest rate of the new term loan. 

(v) Cost of Retained Earnings: 

The cost of retained earnings is generally taken to be the same as the cost of equity.  

The formula for cost of retained earnings in this case is as follows: 

CR = D(1 – T1)/P(1 – TC) 

Where CR = Cost of retained earnings 

D = Dividend per share 

T1 = Marginal Income Tax 

P = Market price per share 

Tc = Capital gains tax. 

 

Weighted Average Cost of Capital(WACC) 

The weighted average cost of capital (WACC) is a financial ratio that calculates a company’s 

cost of financing and acquiring assets by comparing the debt and equity structure of the business. 

In other words, it measures the weight of debt and the true cost of borrowing money or raising 

funds through equity to finance new capital purchases and expansions based on the company’s 

current level of debt and equity structure. 

 

The WACC formula is calculated by dividing the market value of the firm’s equity by the total 

market value of the company’s equity and debt multiplied by the cost of equity multiplied by the 

market value of the company’s debt by the total market value of the company’s equity and debt 

multiplied by the cost of debt times 1 minus the corporate income tax rate. 

 

 

Here’s a list of the elements in the weighted average formula and what each mean.  

 Re = total cost of equity 

 Rd = total cost of debt 

 E = market value total equity 

https://www.myaccountingcourse.com/financial-ratios
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 D = market value of total debt 

 V = total market value of the company’s combined debt and equity or E + D  

 E/V = equity portion of total financing 

 D/V = debt portion of total financing 

 Tc = income tax rate 

 

3. Selection of Projects to Maximise Returns: 

For successful operation of any business, it is imperative that such investment of funds should be 

made so as to bring in benefits or best possible returns or maximum returns. A most decisive 

factor in taking decision on investment expenditure is its profitability. 

Cash Flows: 

 

A company's cash flow at any point in time is the difference between its cash available at the 

beginning of an accounting period and at the end. The cash includes loan proceeds, investment 

income, and the sale of assets, and goes out to pay for operating expenses, direct expenses, 

principal debt service, and the purchase of assets such as equipment. When you operate a small 

business, cash is king. You can be profitable on paper, but cash poor. If that is your position, you 

could be in danger of losing your business. 

A cash flow analysis is a method for checking up on your firm’s financial health. It is the study 

of the movement of cash through your business, also called a cash budget, to determine patterns 

of how you take in and pay out money.  

Free cash flow is how much money your business has left over to use for other purposes after it 

has paid for capital expenditures, including buildings and equipment, and other expenses needed 

to sustain its ongoing operation. 

Several financial ratios—including operating cash flow, price/cash flow, and cash flow margin—

help business owners focus on cash flow. 

Risk analysis 

Investment projects are exposed to various degrees of risk. There can be three types of 
decision making: 

(i) Decision making under certainty : When cash flows are certain 

(ii) Decision making involving risk : When cash flows involve risk and 

probability can be assigned. 

(iii) Decision making under uncertainty : When the cash flows are uncertain 

and probability cannot be assigned 

 

Risk is the variability in terms of actual returns comparing with the estimated returns. 
Most common techniques of risk measurement are Standard Deviation and Coefficient 

https://www.thebalancesmb.com/how-to-sell-a-business-asset-sale-vs-share-sale-2948477


9 
 

of variations. There is a thin difference between risk and uncertainty. In case of risk 
probability distribution of cash flow is known. When no information is known to 
formulate probability distribution of cash flows, the situation is referred as uncertainty. 
However these two terms are used interchangeably. 

SOURCES OF RISK 

Risk arises from different sources, depending on the type of investment being 
considered, as well as the circumstances and the industry in which the organisation is 
operating. Some of the sources of risk are as follows 

1. Project-specific risk 

2. Company specific risk 

 
3. Industry-specific risk 
4. Market risk  
5. Competition risk 
6. Risk due to Economic conditions  
7. International risk  
 

Techniques of risk analysis in capital budgeting can be classified as below: 

A. Statistical Techniques 

 Probability 

 Variance or Standard Deviation 

 Coefficient of Variation 

B. Conventional techniques 

 Risk-adjusted discount rate 

 Certainty equivalents 

 

C. Others techniques 

 Sensitivity analysis 

 Scenario analysis 

 Simulation 

 Decision tree 

 

 

Methods of Capital Budgeting 

The following points highlight the top five methods of capital budgeting. 

 

1. Degree of Urgency Method: 
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The project work which is most urgent i.e., which cannot be postponed is taken first. For 

example—If there is a break-down in the production process due to loss of any parts of the 

machinery which requires immediate replacement in order to avoid disruption in production. 

It shall be given first priority over all their projects pending consideration with the management 

without any delay. This capital budgeting method is very simple. The urgent project or work may 

be undertaken first. But this is not a scientific method for evaluating the economic worth of the 

project. 

Defects: 

The important defects of this method are as follows: 

a) This is not a Methodical Analysis: 

The action taken may be correct in most cases which have been considered as coincidence. 

Urgency cannot be a convincing influence in case where projected outlay is large and far 

reaching in effect. 

(b) Here, there is Role of Persuasion: 

In this each department in charge persuades the top management to assign priority for his 

department project. In this decisions are taken not on economic consideration but on the basis of 

‘Power of persuasion’ of the individual concerned 

2. First Year’s Performance Method: 

In this the investment projects are evaluated on the basis of their impact on evenness and 

expenses in the first year. If the increased revenue from added sales or equipment exceeds the 

expenses resulting from the improved techniques or equipment, the investment is accepted, 

otherwise it is rejected. 

This capital budgeting method is simple though not popular. It takes into consideration only the 

first year’s results and ignores subsequent revenues and the value of money. 

 

 

3. Pay Back Method: 

This is also known as payoff, pay out or replacement period method. This is widely recognised 

as traditional method of evaluating capital projects. It is based on the principle that every capital 

expenditure pays itself back over a number of years, it attempts to measure the period of time. 
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Further, the pay-back period is that period where the total earnings or net cash inflow from 

investment equals the total outlays. 

Taking into account a number of considerations standard recoupment period is fixed by the 

management. This period of recoupment of investment known as the pay-back period is fixed by 

a Rule of Thumb. This period varies from 3 to 5 years. 

This method is useful in evaluation of projects with high uncertainty caused by political 

instability, rapid technological changes and quick limitation possibilities etc. This makes it clear 

that no profit arises till the pay-back period is over: 

Formula: 

Pay Back Period = Original Investment/Annual Cash Flow 

The calculation on pay-back period takes a cumulative form if the annual cash inflow is uneven. 

The annual cash inflow is accumulated till the recovery of investment. An asset or capital 

expenditure that pays back early is comparatively preferred. 

4. Average Rate of Return Method: 

This method is also known as: 

(i) Accounting rate of return method, or 

(ii) Financial statement method, or/as 

(iii) Un-adjusted rate of return method. 

In this capital projects is prepared in order of earnings, selecting projects which yield the highest 

earnings and rejecting others. 

This can be explained in the following ways: 

(i) Average Rate of Return: 

Under this method all the earnings after depreciation are added and divided by the project’s 

economic life. After this figure of average earnings over the period is obtained it is divided by 

average investment over the period which is the simple arithmetic mean of the values of assets of 

the beginning and end of the useful life of the asset which is always zero at the latter point of 

time. 
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While adopting this method it should be kept in mind that average investment in a project is 

always one half of the original investment. 

 

Thus, the average rate of return method considers whole earnings over the entire life of the asset. 

A project which shows higher percentage of return will be acceptable. 

(ii) Earnings per Unit of Money Invested: 

In this, the total net earnings are divided by the total investment to arrive at the average rate of 

return per unit of amount invested in the project as per the formulae written under: 

 

This project deserves to be selected which has higher earnings per unit. 

(ii) Return on Average Amount of Investment: 

The percentage return on average amount of investment is calculated as per the following 

formulae: 

 

Or 

 

When the equipment has no scrap value. 

 

 

Here, Average Annual Net Income = Average Annual Cash Inflow – (minus) Depreciation. 

5. Present Value Method: 

(a) The adjusted rate of return, or 

(b) Internal rate of return method, or 

(c) Required earning ratio. 

http://cdn.economicsdiscussion.net/wp-content/uploads/2015/11/clip_image0026_thumb2.png
http://cdn.economicsdiscussion.net/wp-content/uploads/2015/11/clip_image0028_thumb2.png
http://cdn.economicsdiscussion.net/wp-content/uploads/2015/11/clip_image00210_thumb2.png
http://cdn.economicsdiscussion.net/wp-content/uploads/2015/11/clip_image00212_thumb3.png
http://cdn.economicsdiscussion.net/wp-content/uploads/2015/11/clip_image00214_thumb2.png
http://cdn.economicsdiscussion.net/wp-content/uploads/2015/11/clip_image00216_thumb2.png
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This method has been recognised as the most meaningful techniques for financial decisions 

regarding future commitments and projects. It is based on the assumption that future rupee value 

cannot be returned or cash inflows with the amount of investment or cash outflows, both must be 

stated on a present value basis if the time value of money is to be given due importance. 

There are four types of Present Value method: 

(a) Net Present Value Method: 

This is also called as Net Gain Method or Excess Present Value Method. It takes into account all 

income whenever received. A required rate of return is assumed and a comparison is made 

between the present value of cash flows at different times and original investment order to 

determine the prospective profitability. 

It is based on the principle that if the present value of cash inflow discounted at a specified rate 

return equals or exceeds the amount of investment required the investment proposal should be 

accepted. 

(b) Internal Rate of Return Method: 

This is also known as: 

(i) Time Adjusted Rate of Return method 

(ii) Yield Rate Method, 

(iii) Investors Method, 

(iv) Marginal Efficiency of Capital Method. 

According to the National Association of Accounts U.S.A.; Time Adjusted Rate of Return is the 

maximum rate of interest that could be paid for the capital employed over the life of an 

investment without loss of the profit. In this method rate of interest or discount is calculated.  

Internal rate of return is the rate of interest or discount at which the present value of expected 

cash flows is equal to the total investment outlay. This rate is usually found by trial and error 

method. For example—Select an arbitrary rate of interest and find the present value of cash 

flows during the life of investment at the selected rate. 

(c) Profitability Index Method or Benefit Cash Ratio: 
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The present value profitability index is prepared to establish relationship between cash-inflows 

and the amount of investment. In this, the higher the profitability index, the more desirable is the 

investment. The index provides a ready compatibility indices for various projects the financial 

manager can rank them in order to their respective rates of profitability. 

(d) Terminal Value Method: 

In this method, the timing of the cash flows and outflows are separated more distinctly. It is 

assumed that each cash inflow is re-invested in another asset at a certain rate of return from the 

moment, it is received until the termination of the project. 

Now, the present value of the total compounded sum is calculated and it is compared with the 

initial-cash outflow. This method incorporates the advantage of re-investment of cash inflows by 

compounding and then discounting it. It is best suited to cash budgeting requirements. Its major 

practical problem lies in projecting future rates of interest at which the intermediate cash-inflow 

will be re-invested. 

 


