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Course Description & Format
[image: image1.jpg]Whenever we make an expenditure that generates a cash flow benefit for more than one year, this is a capital expenditure. Examples include the purchase of new equipment, expansion of production facilities, buying another company, acquiring new technologies, launching a research & development program, etc., etc., etc. Capital expenditures often involve large cash outlays with major implications on the future values of the company.

Additionally, once we commit to making a capital expenditure it is sometimes difficult to back out. Therefore, we need to carefully analyze and evaluate proposed capital expenditures.
Capital Budgeting Analysis is a process of evaluating how we invest in capital assets; i.e. assets that provide cash flow benefits for more than one year. We are trying to answer the following question:

Will the future benefits of this project be large enough to justify the investment given the risk involved?

It has been said that how we spend our money today determines what our value will be tomorrow. Therefore, we will focus much of our attention on present values so that we can understand how expenditures today influence values in the future. A very popular approach to looking at present values of projects is discounted cash flows or DCF. However, we will learn that this approach is too narrow for properly evaluating a project.

Decision-making is increasingly more complex today because of uncertainty. Additionally, most capital projects will involve numerous variables and possible outcomes. For example, estimating cash flows associated with a project involves working capital requirements, project risk, tax considerations, expected rates of inflation, and disposal values. We have to understand existing markets to forecast project revenues, assess competitive impacts of the project, and determine the life cycle of the project. If our capital project involves production, we have to understand operating costs, additional overheads, capacity utilization, and startup costs. Consequently, we cannot manage capital projects by simply looking at the numbers; i.e. discounted cash flows. We must look at the entire decision and assess all relevant variables and outcomes within an analytical hierarchy.
Course Instructional Objectives 

Capital Budgeting decisions are relevant to any individuals, including investors, creditors, consultants, managers, directors, analysts, regulators, employees who ever want to decide a venue for investment of fund; when a person has a choice and he, given the resources and information, wants to make the best choice. Due to this relevance, it is necessary to equip the students with the analytical skills necessary to succeed in business. The course has two aims: a) to familiarize students with the practice of Pakistani companies, b) to give them an opportunity to do meaningful financial analysis with regard to Pakistani Companies. 
Course Student Objectives 
By the end of the course, students should be able to

1. To understand the key motives of capital expenditure and the steps in capital budgeting process

2. Be acquainted with the basic capital budgeting terminologies

3. Be familiar with the role of capital budgeting techniques in the capital budgeting process

4. Be able to identify risks and accommodate the analysis accordingly

5. Be familiar with unique risks associated with International capital budgeting 

Course Contents

Following is the session-wise breakup of the course:

Session 1: An Overview of Capital Budgeting
One-to-one introduction
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Course Introduction, Teaching & Assessment Methodology

Distribution of Course Outlines
Discussion on Course Outline

Setting up of Norms

Dividing the class in 4 to 5 Study Groups which will remain till the completion of the course

Appreciate the pivotal position of TVM in financial decision making

Understand the risk and return matrices and their role in discounting. Understand that Capital budgeting is not about Finance, it’s a multidisciplinary course 

Session 2 and 3: TVM- Revision Excel
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Even and Uneven Cash flows

Compounding and Discounting

Present Value, Future Value, Terminal Value

Annuity and Perpetuity
Learning Outcomes

The main learning objective of these sessions is to review the basic and conceptual understandings of the students about concepts leaned in previous courses especially learn to use excel to solve problem
Session 4: Introduction to Capital Budgeting Process
What is Capital Budgeting?

Cash flows vs. accounting profits

Basic Ingredients

Project Classifications
Learning Outcomes

The main learning objective of this session is to beware students of the differences between cash flow and profits. They understand and appreciate the need for accrual system of accounting and cash system of accounting. This also entails making them understand the economic reality behind line items such depreciation, sales, accounts receivable and accounts payable. They would also be able to realize that Financial statements are made using accrual assumptions but capital budgeting is done on cash basis
Session 4 and 5: Capital Budgeting Decision Rules
Accounting Rate of Return
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Payback Period

Net Present Value

Internal rate of Return

Profitability Index and Capital Rationing

Discounted Payback

Comparative study of Various Decision Rules

Which is the best technique?
Clash among IRR and NPV results

Multiple IRR

Modified internal rate of return

Projects with unequal lives

Break Even analysis
Learning Outcomes

The sessions will help students understand the basic tools used to make a capital budgeting decision. Students would get acquainted with the tools both in Excel and financial calculator. Students would also understand when to use which tool and how the tools lead in the same direction except for few special cases. Furthermore they will learn what are the triggers for making decision with each of the tool. 
Session 6: Specialized Decision using Capital Budgeting
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Make or Buy
Buy or Lease

Buy now or Later

Asset Replacement Decision

Learning Outcomes

The session will help students use the tools learnt in different scenarios. 
Session 7: Mid Term Examination 

Session 8 and 9: Cash flows
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Concept of Incremental Cash flows

Even and Uneven Cash flows

Conventional and Unconventional Cash flows

Computation of Initial and Terminal Cash flows

Differential Cash flow method

Role of depreciation, tax and inflation
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Learning Outcomes

Students always forget they will be future managers. They forget that in real life no information is given, everything needs to be found. The purpose of this session is to find the appropriate cash flow streams that would be discounted to reach the capital budgeting decision. Students would understand and appreciate the difference between total cash flow vs. incremental and relevant cash flows for decision making. 
Session 10 and 11: Risk Analysis of Capital budgeting 
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Evaluation of Project Risk Factors

Beta Factor

CAPM Concepts and Calculations

Use of CAPM in Capital Budgeting

Dividend yield plus growth rate

Bond yield plus risk premium approach

The divisional cost of capital

Learning Outcomes

The sessions will focus on finding the denominator quantity, the discount rate. The sessions will discuss the appropriate discount rate for different type of valuation. They will also learn numerous ways to find cost of equity. Then we will revise the concept of WACC. Finally we will talk about divisional cost of capital, how one small division in a multi business industry should decide its cost of capital.  
Session 12: Post Modelling Analysis
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Sensitivity Analysis

Pure play and Risk Adjustment

Project Monitoring

Project Progress Review

Project Revisions

Post Completion Audits
Learning Outcomes

The session will help students understand that capital budgeting does not end with a model. The modelling is the starting phase which should be followed by risk assessment through sensitivity analysis and continuous monitoring. If appropriate checks and balances on the sensitive line items is not kept a positive NPV project can erode to become a value eroding project.
Session 13: International Capital Budgeting 
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Capital Budgeting in Foreign Projects

Sovereign Risk
Learning Outcomes

The session is designed to help students understand the intricacies in valuing foreign projects. The students would appreciate the importance of soverign risk and its impact on capital budgeting decisions. 
Recommended Book:

A comprehensive Course Pack with selection of readings from reputed texts on the subject will be provided. Financial statements of companies from different sectors will be consulted.   
E-Resources: http://moodle.umt.edu.pk 
ASSESSMENT METHODOLOGY

	Class Participation/ In-Class Activities / Class Work
	25%

	Case Studies/ Quiz (3 quizzes)
	20%

	Homework, Assignments and Projects
	20%

	Mid Term Exam
	0

	Final Term Exam
	35%

	Total
	100%


PS: The Project worth 15% will be due in the last day of class

	Students who do not have financial calculator by 3rd session will have a 5% grade reduction per class. 

All Quizzes will be unannounced and make require extensive use of financial calculator

Sharing of financial calculator is strictly prohibited. You CAN NOT use your mobiles. This is a Rs. 3000 worth of capital expenditure that you need to make. Do the capital budgeting!!!!!!!!!!!!


ASSIGNMENTS AND PROJECT

There will be two to three assignments and 1 course project.

1. All Assignments should be named according to the following format (please note that not following the naming methodology will have its consequences)
	CBLTD_Assignment Code_Student Number_RollNumber_Date

	For example a student who has roll number 113256489 and who is on the 17th number of the list who is Submitting the3rd assignment on 26 June 2013 will name the file

CBLTD _03_17_113256489_260613




2. Hard Copy of all assignments should be submitted along with soft copy in my office or at the start of class, whichever is earlier. The hardcopy should reflect your perfection in the skill of printing and managing excels files. All data and text should be in Times New Roman, font size 12. 

3. All assignments which have more than 1 Excel worksheet, should be properly Indexed and each sheet should be appropriately named.

4. Submission of work: Bonus will be given to people who are efficient and submit both (Soft and Hard Copy) of work on time. Failure to submit one or the other (i.e. Soft or Hard Copy) will result in 50% reduction of marks.
	Work Submitted
	Bonus Marks/ Deductions

	3 days before deadline
	5% of assignment your marks

	2 days before deadline
	3% of assignment your marks

	1 day before deadline
	2% of assignment your marks

	On submission day- first 5 min of class
	1% of assignment your marks

	On submission day- after 5 min of class
	0% of assignment your marks

	1 day after deadline
	-5% of your assignment marks

	2 day after deadline
	-50% of your assignment marks

	3 day after deadline
	-100% of your assignment marks


CALENDAR OF ACTIVITIES

	Session
	Topic
	Sub-topic and discussion
	Activities

	1
	Introduction
	Basics of Discounting

	 

	2-3
	TVM- Revision Excel
	Even and Uneven Cash flows

Compounding and Discounting
Present Value, Future Value, Terminal Value

Annuity and Perpetuity
	Yes

	4
	Basic concepts of Capital Budgeting
	What is Capital Budgeting?

Cash flows vs Accounting profits

Basic Ingredients

Project Classifications
	Yes

	4-5
	Rules for Decision Making
	Accounting Rate of Return
Payback Period

Net Present Value

Internal rate of Return

Profitability Index and Capital Rationing
Discounted Payback

Comparative study of Various Decision Rules

Which is the best technique?
	Yes 


	5
	Advanced Decision Rules
	Clash among IRR and NPV results

Multiple IRR

Modified Internal rate of return

Projects with unequal lives

Break Even analysis 
	Yes

	6
	Specialized Decisions using Capital Budgeting
	Make or Buy

Buy or Lease

Buy now or Later

Asset Replacement Decision
	Yes

	7
	Midterm

	8-9
	Cash flows
	Concept of Incremental Cash flows

Even and Uneven Cash flows

Conventional and Unconventional Cash flows

Computation of Initial and Terminal Cash flows

Differential Cash flow method

Role of depreciation, tax and inflation
	Yes

	10-11
	Risk Analysis in Capital Budgeting
	Evaluation of Project Risk Factors
Beta Factor

CAPM Concepts and Calculations

Use of CAPM in Capital Budgeting

Dividend yield plus growth rate

Bond yield plus risk premium approach

The divisional cost of capital
	Yes

	12
	Post Capital Budget Modeling
	Sensitivity Analysis
Pure play and Risk Adjustment

Project Monitoring

Project Progress Review

Project Revisions

Post Completion Audits
	Yes

	13
	International Capital Budgeting
	Capital Budgeting in Foreign Projects

Sovereign Risk
	Yes

	Final Exam
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