
	  

	  

Financial Management (BBC) 
 
          Course outline 
§ Introduction 
§ Financial Decision 
§ Theory of capital structures 
§ Investment decision 
§ Capital budgeting decision 
§ Working Capital decision 
§ Current resources 
§ Financial planning 
§ Financial distress and business failure 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 



	  

	  

 
 
Introduction 
 
What is financial Mgt? 
Financial management is the study of how business & people evaluate 
investments and raise capital to fund them. And it is an integral part of a 
corporate world, 
Financial management concerns the acquisition, financing and management 
of assets with some overall  
It can b described as the planning directing monitoring, organizing & 
controlling of the monetary resources of an organization.  
 
Importance of Finance Function  
 
 Role Financial Manager  

§ To raise funds 
§ To allocate the raised funds appropriately 

 
Objectives of the firm 

§ Profit maximization 
§ Promotion of quality 
§ Maximization of market share 
§ Sales maximization 
§ Customer satisfaction 
§ Survival of the firm 
§ Growth 
§ Creation of Goodwill 
§ Wealth/value 

 
 
BASIC FINANCE DECISIONS 
 
There are 4 basic finance decisions 

1. Investment/Capital Budgeting Decision 
Decision of a firm to invest in long-term assets 
      QNS: 
     What is the capital firm size and value? 
     What specific assets should be acquired? 
     What assets if any should be reduced or eliminated? 



	  

	  

2. Financing Decision 
This is the decision on the selection of appropriate sources of funds 
for the firm and it determines how the assets will be financed 
QNS: 

               What is the best type of financing? 
               What is the best financing mix?  
               How will the funds be physically acquired? At what cost 
  
     3.Working capital Decision 
This is the decision to invest in and manage the firms short term resources 
in order to achieve the firms overall objectives 
 
     4.The Dividend Decision/ Earnings Distributor decision 
This is the decision on whether to pay out a dividend to shareholders or not 
 
BASIC CONCEPTS OF FINANCING 

Ø Risk return relationship 
Ø Time value of money 
Ø Loan Amortization 

 
Risk Return relationship 

In the investing world, it is defined as a chance as an investment actual 
return will be different from the expected returns. Measured as standard 
deviation [AR-ER] 
Risk means that an investor has possibility of losing some or even all of his 
original investments. 
 
The risk return trade off is the principal that potential return rises with an 
increase in risk i.e. the higher the risk the higher the return and vice versa  
According to the risk return relationship invested money returns to high 
profits only if the investor is willing to accept the possibility of losses 
 

 



	  

	  

 
A common assumption is that the higher risk equals greater returns however 
there are no guarantees just as risk means higher potential returns, it may 
also mean higher potential losses 
 
QN: Discuss the factors that determine the level of risk appropriate for an 
investment  
 
FACTORS THAT DETERMINE THE LEVEL OF RISKS 
 

1. Profitability: determining risk depending on level of profits 
2. Cash flow level: high inflow of cash into the company leads to high 

levels of taking risks 
3. Entrepreneurship activities: Risk tolerance level of financial manager   
4. Time Horizon: long term profits yield higher returns than short term 

profits that yield lower returns 
5. The level of availability of investment opportunities: Maximum 

opportunities =higher levels of returns. Minimum Opportunities = 
lower levels of returns 

6. Legal Frame work of the environment i.e. political or government  
policy; Tax holiday 
 
Time value for money 

This is a concept that as a rational economic unit either an individual or a 
firm one prefers earlier cash flows to later cash flows i.e. preference for 
some of the money today than in the future and some of the money today is 
attached with a higher value therefor Time value for money can be defined 
as the different values money acquires as time goes on. 
 
Qn: why preference of money today? 
 
TIME PREFERENCE FOR MONEY 
1.Generally the future is associated with risk and uncertainty because of 
changes in the business environment 
2.Any rational customer prefers current consumption than future 
consumption 
3.The amount of money received earlier can be invested to earn more return 
in future by waiting for later cash flows the investor foregoes this return 
 



	  

	  

If investors prefer money today than the same amount on a future date then 
for the investor to invest his money today, he/she would need to be 
compensated for the opportunity cost associated with future returns. Its 
known as rate of return on investment 
 
Importance of knowledge of time value of money 

1. In the investment decision, there is need to determine what the future 
benefits are sufficiently large to justify current outflows and hence the 
interest rate is the basis for evaluating and adjusting the value of 
future cash flows to reflect what the value are worth at present. 

2. In the financing decision, the idea of interest as return to the lender 
and cost of capital to the borrower is vital in making this decision to 
acquire sources of funds 

 
QN; How is the concept of time value of money important in working 
capital decision & dividend decision 
TIME VALUE OF MONEY 
1.future value 
2. Present value 
3. Annuities  
4. Loan Mortification 
 
Future value is the value of present cash flows on an investment when 
compounded using appropriate discount rate to reflect the future values. 
 
Compounding is the process of finding the future value of a present 
payment or a series of present payments 
                        FV=PV(1+r)n 
R-discount rate            PV= Present value 
n-Number of years      FV-Future value 
 
Suppose an investor has 50 millions to be invested at rate of 10% per 
annum in 5years by compounding the interest, what is the future value of 
the investment? 
PV=50m 
R=10% 
N=5year       
                      FV=PV(1+r)n 

                     FV=50(1+0.1)5 

                           =27.5m 



	  

	  

At times interest is compounded more than once during the year 
  
                  FV=  PV(1+r)nxm 

                                   m 
m- Number of times interest is compounded in year 
                   
Suppose the 50 millions in the example above is to have interest 
compounded twice a year what is the future value of this investment 
 
                  FV=PV(1+r)nxm 

                                   m 
                 FV=50(1+0.1)5x2                     

                                   2  
                        = 
Future value annuities 
An annuity refers to a uniform stream of cash flows expected per year for a 
specific number of years e.g. if Ushs250m is expected to be earned each 
year at an interest on bond 
Establishing the future value annuity involves finding out whether it is an 
annuity due or a deferred annuity or a perpetual annuity 
 
An annuity due has cash flows occurring at the beginning of each period 
A deferred annuity is one where cash flows accrued at the end of each 
period 
Perpetual annuity doesn’t occur at the end of a period or the beginning of 
the year 
 
Example; 
For annuity due, interest will be earned in the 5 years 
FVA   = 50(1+0.1)5+50(1+0.1)4+50(1+0.1)4+50(1+0.1)3+ 
50(1+0.1)2+50(1+0.1)1

 
 
Deferred annuity it should be appreciated that for a deferred annuity for the 
initial year no interest is deferred since it is realized at the end of the year 
formulae for determining is adjusted by -1 to show the fact. 
 
FDVA  =    PV(A) ((1+r)n -1)    
                               r 
future value Interest factor of annuity(FVIFA) 
 



	  

	  

Present Value 
Present value of an investment expresses todays cash flows into their worth 
from the future perspective.it refers to the value of the future cash flows 
when discounted using appropriate discount rate to bring them back to their 
present worth. This is important because an investor would need 
compensation for having forgone a sum of money today in expectation for a 
future turn. This compensation is in form of interest earned in the future that 
justifies his investments. 
   PV=FV                             Discount factor 
         (1+r)n  

      
  if an investor is expecting 200m in 2years time and requires a rate of 10% 
what is the present worth of this investment  
                             FV=200 
                             N=2yrs 
                              R=10%   
      PV=200  
            (1+0.1)2     
            =165.3m 
Present value of annuity Due 
PVA=  A     +    A    .  
       (1+r)2         (1+r)1  

 

Deferred annuity 
PVDA = A   1-   1  `  
                      (1+r)n   

                          r 
 
Perpetual Annuity 

This is where we expect a stream of uniform cash flows to be received 
indefinitely e.g. an investor earning Shs5m each year as a dividend on 
redeemable shares 
           PV=  A   
                     r  
 
 
PRACTICAL APPLICATION OF PRESENT VALUE OF DIFFERED 
ANNUITY 
Loan Amortization 



	  

	  

The present value concept has practical applications in determining the 
payments required under an installment type of loan. 
 
Example: Suppose a firm borrows Shs10m at 10% interest to be repaid in 
the next 5 years. Equal installments are required at the end of each year and 
these payments must be sufficient to repay the principal sum together with 
the interest. 
Qn: Draw up a loan amortization schedule to show how the loan would be 
repaid. 
 
 
Step1: 
PVA                = A(present value interest factor annuity factor) 
10,000,000   = A x 3.7908 
10,000,000 
   3.7908 
2,637,966     =  Annual installment 
 
Present value interest factor annuity factor = A (1-      1  `  
                                                                                    (1+r)n   

                                                                                        r 
 
10 ( 1-         1  `  
                (1+0.1)5              =3.7908        
                    0.1 
Step2: 

END OF 
YEAR 

ANNUAL 
INSTALLMENT 

LOAN 
OUTSTANDING at 
end of each year 
(LoanOut minus 
installment) 

ANNUAL 
INTEREST 10% Principal Repayment 

(Premium) 
(Annual installment 
minus interest) 

(10%*loan 
outstanding) 
  

0 - 10,000,000 - - 
1 2,637,966 7,362,034 1,000,000 1,637,966 
2 2,637,966 4,724,068 736,203 1,901,763 
3 2,637,966 2,086,102 472,407 2,165,559 
4 2,637,966 -551,864 208,610 2,429,356 
5 2,637,966 -3,189,830 -55,186 2,693,152 
          

      2,362,034 10,827,796 



	  

	  

 
 
           

THE FINANCING DECISION 
The financing decision is concerned with 2 major decisions or questions 
1) Where should funds be raised? 
2) What proportion of the total pool of funds should each source take 

 
There are 2 broad sources of fund i.e. 
Debt & Equity 
 
Debt can be either from short term or long-term borrowing 
Short term, Long term + equity make up the financial structure of the firm while long 
term and equity alone make up the capital structure of the firm hence capital structure 
is a sub component of the financial structure of the firm 
 Importance of the Capital Structure Decision 
The capital structure of the firm is important because 

§ It determines the level of leverage of the firm. 
Leverage refers to that situation when debt is employed in the financing of the firms 
activities and when debt exceeds equity the firm is highly leveraged and vice versa 
At high levels of leverage, there is high risk that the fixed financing charge may not be 
made 
 
 
 
 
 
CAPITAL STRUCTURE DEBATE 
There is a controversy in the financing field about the relevance of the capital structure 
decision. The underlined one in this controversy is “can a firm increase its value or 
wealth by simply the way it finances its assets?” 
Two schools of thoughts emerged in this respect 
 
1.The Traditional or classical school of thoughts. Which says the capital structure 
decision is relevant. It states “you can influence the value of the firm by tactfully 
changing the proportions of debt to equity” 
 
2. The Neo Classical school of thought headed by Modigliani & Miller (MM), which 
argues that the capital structure decision doesn’t matter, and it’s irrelevant 
 
1.The Traditional or classical school of thoughts. 
This theory advocates that the financing method can influence the value of the firm 
through its impact on the firms’ cost of capital 
 
               VO = KO = Kd.Pd +ke.Pe 



	  

	  

                         KO = D + E 
                          D  = kd.Pd 
                          E  = ke.Pe 
Note  
At low levels of KO (Cost of Capital), the value of the firm is perceived to be high and 
vice versa cost of debt is generally lower than the cost of equity because of the tax 
shield advantage. 
Hence the more debt the less the cost of debt but the use of more debt is conceived to 
be a higher financial risk or leverage for the bank and the tax shield advantage will 
seize to exist 
 
2. The Neo Classical school of thought (MM position) 
Modigliani & Miller argued that the capital structure debate is a mere detail & that one 
cant affect the value by simply the way he or she finances the firms nosiness and asset 
 
They argued that value comes from the firm assets as invested in & the interested 
decision is more related to the value and wealth maximization objective of the firm. 
Once the investment decision is made, value will be created through a stream of cash 
flows generated from these investments & this can’t be changed by the financing 
decision 
This theory assumes a perfect capital market whose assumptions are as follows; 

§ There are many buyers and sellers of securities such that no single buyer or seller 
can individually affect their prices 

§ There are no taxes both at individual and corporate level 
§ The securities are completely divisible 
§ There are no transaction costs 
§ Information is greatly or readily available and at no costs 
§ There are no bankruptcy costs 
§ Investors are rational i.e. base their decision on the risk and return. The MM also 

recognized that when the firm uses debt it enjoys tax shield advantage and the 
use of too much debts increases risk perceived by share holders due to increased 
debt obligation 
 

3. THE MIDDLE GROUND DEBATE  
All the contributors of the 2 theories have extremes and the middle ground debate 

reconciles the 2 positions. It recognizes the 2 fundamental aspects of financing 
i) The debt financing comes with a tax shield advantage 
ii) Debt brings about some associated costs that include 

Agency costs & bankruptcy 
It also recognizes that the tax shield advantage doesn’t accrue to all firms but 
rather to these that make profits 
 
 
 
SOURCES OF FINANCE 
1.DEBT 



	  

	  

i) Short term Sources 
 
a) Bank over Draft 
Account holder withdraws a lot more of money than in the account 
 
Advantages 

§ Its quick (avoid bureaucracy associated with loans) 
§ Enables to finance business activities on time 
§ Encourages investment 

      Disadvantages 
§ High interest rate 
§ Requires to raise money in the shortest period of time 
§ Financial distress 
§ Causes distrust between a firm and the bank in case on fails to pay. 

 
 
 
b) Short term Loan 

 
Advantages 

§ Encourages investment 
§ Gives enough time to pay in comparison with bank overdraft 

      Disadvantages 
§  Comes with a fixed financing charge 
§ Incase of change in lending rate, the investor or firm pays more interest 
§ Need collateral to borrow a loan etc. 

 
         ii) Long term Sources 

a) Long term loan 
Takes 2 to 5 year 
 
 
b) Debenture 

Unsecured loan issued by a company or firm Based on trust 
 
Advantages 

§ No security as its based on trust 
§ Tax shield advantage 

   
 Disadvantage 

§ Bankruptcy 
 
           c) Bonds  
           d) Venture capital financing 
 
2.EQUITY 



	  

	  

Short-term sources 
i) Savings (retained earnings) 
 
Advantages 

§ No fixed financing charge 
        Disadvantages 

§ Drains firm treasury 
         

ii) Donations and grants 
iii) Trade credit 
Basically investing in debtors 
Accrued expenses: using a service that has not yet been paid for 
 
Long-term Sources 
i) Share capital 
Unit of ownership in a firm 

a) Ordinary share capital 
b) Preference share Capital 

Ordinary share capital holders are holders whose shares are irredeemable in the 
company i.e. have shaves up to when the company closes involved in decision making. 
Preference shareholders have less decision making in the company i.e. they are 
invited by the company to own shares 
 
Disadvantages 

§ Decision-making is hard or delayed 
§  A lot of dilution in the business. 

 
PERSONAL FINANCE 
Refers to how one manages his or her money and how he or she plans for the future. 
All financial decisions and activities are that are individual have an effect on their 
financial health now in the future and there for proper 
Personal finance requires a discussion of specific rules of thumb 
i) DO THE MATH 
Know your net worth and make a personal budget. It is important to develop a 
personal budget or a spending plan on either a monthly, quarterly or annual basis. 
It’s an important financial tool because it helps in doing the following. 

§ It helps plan for expenses 
§ It could help or even eliminate expenses 
§ Help in saving for future goals 
§ Spending wisely 
§ Plan for emergencies 
§ Prioritize spending and saving 
§ Live with in your income 
§ Setting aside money for large planned expenses & emergencies 
§ Helps to avoid or reduce family arguments about money 



	  

	  

There are numerous approaches to creating a personal budget but all involve 
making projections for incomes and expenses 
 
Sources of Personal Income 
Savings                    commission 
Salary                       Donations and grants 
Tip                            Rents and Royalties 
Bonuses                   Disabilities benefits 
Child support 

 
General expenses include 

o Debt payments 
o Education (Tuition, Day care, Books, Supply etc.) 
o Entertainment and recreation 
o Food (groceries, Dinning) 
o Housing (Rent, maintenance) 
o Giving (birthdays, charity) 
o Insurance (Health) 
o Medical Care; Doctor, prescription 
o Personal expenses, Hair care 
o Transport etc 

Once you have done the appropriate deductions subtract expenses from income if there 
is surplus, decide on how to spend and invest it. 
If it is a deficit adjust by increasing Incomes or reducing expenses. 
 
HOW TO SHAPE SPENDING 
Knowing your attitude towards money because how you feel about money determines 
your spending 
 
Money Spender 1; 
These spenders spend on only what they need, like to save for emergencies and have 
money in their pockets. They shop around for the best deal. 
 
Money Spender 2; 
They like nothing but the best, they feel they must spend money on heavy life & cheap 
staff isn’t much worth. Expensive clothes are important in this spending group 
 
Money Spender 3; 
This group of spenders feels they deserve nice things in life and that no body ever has 
enough. They feel people should buy what they want now there for credit is necessary  
 
Money Spender 4; 
These spenders feel worrying about money never helps. They live by the philosophy 
that people should worry because money will come from somewhere. This group 
thinks having a spending plan can drive people crazy. 
 



	  

	  

Money Spender 5; 
This group feels money cannot buy happiness and they think that they can have fan 
with out spending money and other things are more important than money. 
 
TIPS ON HOW TO BE BETTER SPENDERS 

1. Try to understand how you feel about money as this will help you shape your 
spending to meet your needs, Ask questions like what are my spending goals 

2. After setting spending goals plan about expenses and ask you’re self-questions 
like *what do I spend my money on? *Where does my money go? Some money 
is phantom and just seems to disappear from the wallet and many times phantom 
money is spent on items like >snacks, magazines, sweets etc. 

3. Plan ahead for your expenses by using a spending calendar matching your 
expenses with income. Look at fixed expenses and flexible expenses for each 
period. 

4. Put in place controls to help your plan work. Develop habits and routines to help 
control spending. 
Pay bills the day money arrives. Buy all the necessities the day you get money.  
Put all the money to be used later in a week or a month in safe place. 
Groceries shop once a week or every 2 weeks. 
Setup an envelope system to help track where the money goes. 
Label each envelope with a specific spending category e.g. Housing, food, 
clothing etc. 

5. Putting your plan in action once your spending plan is developed put it into 
practice. Think of it in a trial period and if it doesn’t work revise it. 

 
ii) RECOGNISE AND MANAGE LIFE STYLE INFLATION 

Most people will spend more money if they have more money to spend. As people 
advance in their life careers and earn higher salaries there tends to be a corresponding 
increase in spending it can be damaging at times as it limits ones ability to build 
wealth especially longtime run because it limits ones ability to build wealth. 
 

iii) RECOGNISE NEEDS Vs. WANTS AND SPEND LIGHTLY 
Unless you have unlimited amount of money, it is your best interest to be mindful of 
the difference between needs and wants so you can make better spending choices 
however at times it is challenging to make the difference between the two 
      
        IV) START SAVING EARLY 
Helps to amass or accumulate wealth in future- “saver” 

 
         V) BUILD AND MAINTANE AN EMERGENCY FUND  

 
 

 
 
 
 



	  

	  

INVESTMENT DECISION/ CAPITAL BUDGETING DECISION 
A decision to invest in long-term assets 
A firms profitability, growth, competiveness & long term survival depends to a larger 
extent on availability and selection of investment projects 
Capital budgeting refers to the decision of the firm to invest in long-term assets. These 
assets are expected to be used over a long period of time 
Examples include; 
i) Acquisition of a new plant or equipment, replacement of old equipment, expansion 
of the existing equipment 
 
Investments can be classified as; 

i) Mutually exclusive investments 
These are investments, which serve the same purpose, are competing with 
other and cant ran at the time e.g. use of highly automated machine and semi 
automatic machinery 
 

ii) Independent investments 
These are investments that don’t serve the same purpose and can be ran at the same 
time e.g. construction of a building & extending of a product line 
 
iii) Contingent Investment 
These are dependent in nature such that the choice of one necessitates the existence 
of the other e.g. running an automated machine with engineers 
 

     
 
 IMPORTANCES OF CAPITAL BUDGETING DECISION  
The capital budgeting decision is a central decision because; 

o Determines the asset mix and hence shaping the business risk of the firm 
which influences growth 

o It is expensive and there for it involves heavy initial outlay of business 
resources 

o Benefits accrued in the future and yet the future is associated with risk and 
uncertainty  

o Investment decision are difficult to reverse and in the event they are reversed 
they are very costly 

o These decisions influence the firms’ growth in the long run. 
 
 

                 CATEGORIES OF INVESTMENT DECISION 
§ Replacement decisions 
§ Expansion decisions 
§ New products and services 
§ Regulatory/safety/environmental projects 

 
                  



	  

	  

STEPS OF CAPITAL BUDGETING PROCESS 
1. Identifying possible investment ideas or opportunities. 
2. Screening to reduce the number of alternatives & remain with the most feasible 

alternatives 
3. Estimate cash flows for the feasible alternative and acquire relevant information. 
4. Use appraisal or evaluation of cash flows using different investment appraisal 

technics e.g. The Net Present value (NPV), Internal Rate of Return (IRR), Pay 
Back Period (PBP) Accounting rate of return (ARR) 

5. Select and implement the most feasible alternative based on projects with 
highest NPV, IRR, profitability index (PI) 
 
 
APPROACHES TO CAPITAL BUDGETING 

There are 2 broad approaches 
i) Decisions with out any formal analysis these decisions are made based on; 

§ Past experience 
§ Intuition 
§ Peer advice 
§ Delphic techniques 

ii) Decision with formal analysis 
Categorized into 2 
a) Decisions that don’t incorporate the >concept of time value of money 

>Payback period (PBP) 
>Accounting Average Rate of return (ARR) 

                   >NPV 
 

b) Decisions that incorporate the concept of time value of money 
 
 
DETERMINATION IF CASH FLOWS 

Determination of potential cash flows of a business is the central to making successful 
financing decisions. It involves an estimation of costs and the benefits anticipated to 
accrue to the investment and it also requires the help of different departments like 
marketing, Accounting etc. who come together to forecast potential sales and costs in 
the investment. 
Cash flows can either be inflows or outflows 
Inflows are revenues while outflows are expenditure cost 
 
TYPES OF CASH FLOWS 

I) Initial outlay 
These are cash flows incurred at the beginning or at the initial stages of the 

project investment. 
Example; Cost of equipment 
 

II) Intermediate Cash flows 
Realized between the first year and the final year of the project 



	  

	  

 
III) Terminal cash flows 

These accrue in the final year of the useful life of the asset or project e.g. the 
salvage or scrap value 

 
COMPONENTS OF INITIAL OUTLAY OR CASH FLOWS 
These comprise of expenses that are made before the assets becomes operational 
They include; 

1. Cost of the asset or invoice value 
2. Capitalized expenditure (Incidental costs these expenditures required to make 

the asset operational and they include; fright costs, installation, insurance etc. 
3. The opportunity cost: 

The maximum value of net cash flows that could be generated from the asset if 
the new investment was not undertaken. 
This may be cost of what is foregone to run the project 

4. Investment allowance e.g. tax holiday, which will reduce the initial outlay  
5. Changes in working capital 

This can be in form of an Increase or decrease e.g. reduction in salaries due to 
reduction in salaries due to reduction in the number of employees 
 
FORMAT OF INITIAL OUTLAY 

 
Invoice cost                                                      xx 
Add: Capitalized expenditure 
        Freight                               xx 
        Installation                         xx 
        Insurance                          xx 
                                                  xx 
 
Add: Opportunity cost                xx 
Increase in working capital        xx 
Investment allowances              xx 
Less: Decrease in working k      xx                   xx 
                                                   xx                                                   . 
Initial Capital outlay                                           xx 
 
INTERMEDIATE CASH FLOWS 
These are cash flows from the investment or assets are expected to be generated after 
the initial outlay has been made. 
They are normally generated from operations and they include. 

i) Increased sales or revenue offset by expenses 
ii) Cost savings 
iii) Depreciation expenses are added back because although it is a tax deductible 

expenses, it doesn’t involve actual cash flows the effect of depreciation is 
that it provides a tax shield 

 



	  

	  

Intermediate Format 
Period                            1        2        3        4 
Revenue                        xx      xx       xx     xx 
Add: Cost of savings      xx      xx      xx      xx 
Projected earnings         xx      xx      xx      xx 
Operating costs             (xx)    (xx)   (xx)    (xx) 
EB IT                              xx      xx      xx      xx 
Less: Interest                   xx      xx     xx       xx 
         Tax                       (xx)     (xx)   (xx)     (xx) 
         E.A.T                      xx       xx     xx       xx 
Add: Depreciation           xx      xx      xx      xx  

Net Operating/intermediate   xx      xx      xx      xx 
 
TERMINAL CASH FLOWS 
These occur at the end of the investment life of the project and they include:   i) Scrap/ 
Salvage value (value of a machine after its useful time) 
                         
             SV=SVo( 1- t ) 
             SVo= Salvage value before tax 
             SV-  Salvage value after tax 
             T  -  Tax rate 

 
iii) Working capital recovered 

 
Terminal Cash flows format 

 
Add: Net Salvage value                                    xx    
Net operating expenses         xx      xx     xx     xx 

 
Example; 
XYZ ltd are dealers in pharmaceuticals based in Kampala. The company is now 
considering purchasing an automatic new machine that will replace the old one whose 
operation costs have been increasing over the years. 
The following information has been obtained in respect to this understanding the new 
machine is expected to cost shs50m, transportation and installation costs are estimated 
at 6m and 1m respectively. Insurance charges during transit will be shs10m. 
The old machine has a written down value of shs10m and market value of 5m 
Depreciation is a straight-line method and both the machines have a useful life of 
3years. The new machine has a salvage value of 2m & the Company is due to benefit 
from a tax incentive of 3%. Corporation tax is 30%. It is estimated that new machine 
will initially increase working capital by 3m. 
The new machine is expected to increase sales from 25m to 55m for the whole of its 
useful life. After a careful consideration the required rate of return on the investment 
has been estimated at 10% and the desired payback period is 2years 
Required; 

i) Determine the initial cash flows 



	  

	  

ii) Determine the annual incremental cash flows 
iii) Determine the value of the machine using both discounted and non 

discounted cash flow techniques 
 
Solutions 

Determine the initial cash flows/initial outlay 
 
                                           UShs                                 UShs 

Invoice cost                                                                        50,000,000 
 
Add: Capitalized expenditures 
         Transportation                     6,000,000 
         Installation                           1,000,000 
         Insurance                            10,000,000                   17,000,000 
 
Add: opportunity cost 
        Increase in working capital   3,000,000                       3,000,000 
                                                                                           70,000,000 
 
Less: investment allowances        2,010,000 
          Sales proceeds from old     5,000,000 
           Machine 
           Tax savings                        1,500,000                      (8,510,000) 
           Initial outlay                                                               61,490,000 
 
Tax incentives 
Though increase in working capital represents part of the initial outlay, it has no direct 
relationship with the physical asset like other costs do such as the invoice costs. It’s 
therefor not included in the cost figure when computing the tax incentive. 
 
Tax Savings 
Occurs when an asset is sold on a loss on a firm. When calculating the earnings liable 
to tax in the next period this loss is deducted. 
 
Determine the annual incremental cash flows 
-Terminal cash flows  
-Intermediate cash flows 
 
 
 
 
 
 
 
 
 



	  

	  

 
Intermediate cash flows period 
              (Format) 
Period 1 2 3 

Revenue/Sales 
Less: operating costs 
         Depreciation 
EBT (earnings before tax) 
 
Less: Tax( 30%) 
               EAT 
Add: Depreciation 
Intermediate cash flows 
 
Add: salvage value(1 – t) 
         2,000,000(1 - 0.3) 
      = 2,000,000 x 0.7 
Terminal cash flows 
  

30,000,000 
 
(18,333,334) 
11,666,666 
 
(3,499,999) 
8,166,666.2 
18,333,334 
26,500,000.2 
 
 
 
                   . 
26,500,000.2 
 

3,000,000 
 
(18,333,334) 
11,666,666 
 
(3,499,999) 
8,166,666.2 
18,333,334 
26,500,000.2 
 
 
 
                     . 
26,500,000.2 
 

3,000,000 
 
(18,333,334) 
11,666,666 
 
(3,499,999) 
8,166,666.2 
18,333,334 
26,500,000.2 
 
 
 
1,400,000 
27,900,000.2 

 
CAPITAL BUDGETING APPRAISAL TECHNIQUES  
Project appraisal involves examining cash flows on a proposed investment to 
determine whether it is viable or not. Once the cash flow information has been derived 
and the discount rate or the required rate of return (RRR) has been determined, this 
information should be subjected to further analysis using the relevant techniques of 
investment appraisal. 
These techniques fall into 3 categories; 

1) Techniques that have no formal analysis 
2) Techniques that ignore the time value of money (Non-discounted) 
3) Techniques that take into account the time value of money (Discounted 

Technique) 
 

Non-Discounted Techniques 
i) Pay back period for uniform cash flows 
This is the minimum period it takes the cash flows anticipated on the project to 
completely cover the initial outlay. The investment will be more desirable if its pay 
back period is very short. 
Determination of PBP varies depending on the nature of the cash flows, which may 
be in uniform or uneven. 
 
Payback period uniform cash flows = Total outlay 
                                                       Annual cash inflow 



	  

	  

 
ii) PBP for non-uniform cash flows 

When the cash flow pattern is not uniform (uneven) payback period will be determined 
by accumulating cash inflows, until such a time when they recover the initial outlay. 
Suppose initial outlay was 600m and cash inflows were as follows 
 
YEAR         CASH INFLOWS                  ACCUMULATED CASH FLOWS 

1             30                                     30 
2             50                                     80 
3           100                                   180 
4           200                                    380 
5           200                                    580 
6            80                                     660 
7           120                                    780 
8           150                                    930 
9           280                                  1210 
10         130                                  1340 

 
PBP lies between 5th and 6th year 
 
PBP = 5th year + (Amount of outlay yet to be recovered cash inflow for year 6) 
        =5+(20)       =5 1/4 years PBP=5.25 years 
               80 
 
Decision Rule/Acceptance Criteria 
Under this technique, the pay back period determined for the investment should be 
shorter or equal to the payback period desired by the firm and that category of 
investment. 
 
Merits of pay back 

§ Simple to understand and use 
§ Uses cash flow information which is relevant information in the objective of the 

firm 
 
 
Demerits 

§ Ignores the time value concept cash flows are simply added together as if the 
investor is indifferent to the timing 

§ Ignores cash flows after the pay back period 
 
2) The accounting or Average Rate of Return (ARR) 
Is the ratio of average annual profits after tax to average investment on the profits. 
ARR = Average annual profits after tax 
           Average investment on the project 
 



	  

	  

Average annual profits after tax simply refers to the summation of the annual profits 
and the useful life of project divided by the number of years the project will be running 
e.g. A1+A2+A3+A4+A5 
                     5 
Average investment on the project  = Sum of book value of the life of the asset 
                                                              Number of years of asset useful life 
 
Example 
Rogthat™ company limited intends to setup a fruit processing plant in Mbarara 
Its estimated the project will cost 600m depreciation will be 10% on straight line basis 
for over 5 years of the useful life of the plant. The projected earnings after depreciation 
tax are as follows; 
 
Years            Profit after tax 
1                       10m 
2                       20m 
3                       40m 
4                       60m 
5                       80m 
 
Qn: Determine the ARR 
Average annual profit after tax =10+20+40+60+80 
                                                                5 
                                                 =42m 
 
Average investment= Book value cost – 10% Depreciation 
                                =600 – 60 
                                =540m 
 
Year 2 = 540 – 60 
           =480m 
Year 3  =480 – 60 
           =420m 
Year 4 =420 – 60 
           =360 
Year 5 = 360 – 60 
           =300 
 
Average investment = summation of B.V 
                               Number of useful years 
            
                                  = 540+480+420+360+300 
                                                       5 
Average investment  =420m 
ARR =42   = 0.1 
          420 



	  

	  

 
 
 
 An investment is accepted if its ARR is greater than RRR 
ARR less than RR we reject the project 
ARR=RR the investor is indifferent 
 
Merits of ARR 

§ It takes into account all the profits of the project life 
§ Its easy and simple to use and understand 
§ It uses profit information therefor there is no need of making adjustments in the 

financial statements 
Demerits 

§ It uses accounting profits, which are vague and inconsistent with the basic 
objective of maximization. 

§ It doesn’t take into account the concept of time value of money. 
 
 
NET PRESENT VALUE 
The NPV of an investment project is the difference between the present value of the 
initial outlay and the present value of expected cash inflows 
AK limited is proposing to expand its business by adding another production line. The 
Investment will cost 200m and will realize the following cash inflows  
 
Years    Cash Inflows      Discount factor            P.V of expected inflows 
1                40m                    0.909                             36.36 
2                60m                    0.826                             49.56 
3                80m                    0.751                             60.08 
4                50m                    0.683                             34.15 
5                70m                     0.62                              43.47 
The company’s required rate of return (IRR) 10%of the NPV of this investment 
 
Summation of present value expected inflow = 223.63 
NPV  = summation of present value – Initial outlay  
         =    223.63 – 200 
         =23.62m 
All projects with positive (+) NPV should be accepted because they add value to the 
firm while those negative (-) NPV should be rejected because they reduce the value of 
the firm. 
The firm should remain indifferent if NPV= 0  since this would imply a break even 
position 
 
Merits of NPV 

§ Takes in consideration time value for money by discounting cash flows to their 
present worth. 

§ Uses cash flow which is relevant to the wealth maximization of the firm 



	  

	  

§ NPV is superior to all other technics because an investment cannot have more 
than 1 NPV 

Demerits 
§ Difficulty in estimating cash flows and then computing NPV especially when 

the long periods are involved. 
§ Determining the discount rate is complex. 
 
 
PROFITABILITY index (P.I) 
 
This is the ratio of cash flows to the present value of the initial outlay 
 
PI =Present value of cash inflows 
       Present value of initial outlay 
      
       =223.62 X 100% 
            200 
       =1.1181% 
 
Investments with P.I greater than 1 are accepted because it implies a positive NPV 
hence increasing the value of the firm. 
Investments with P.I < 1 are rejected since it would imply a negative NPV 
PI = 0 The Investor of the firm remains indifferent 
 
Merits 
§ Recognizes time value for money 
§ Easy to compute 
§ Use cash flow information which is consistent with the wealth maximization of 

the firm 
 
Demerits 

§ There is need to adjust the financial statements to different cash flows which 
is time consuming. 

 
Note: From the examples given and discussion determine the internal rate of return 
      
 
 
 
 
Download more e-books from http://www.RogthatSinatra.wordpress.com  


