


INVESTMENT ANALYSIS

Evaluating the Profitability of Capital
Investments in Machinery,
Improvement and/or Expansion Plans
(Capital Budgeting)



INVESTMENT ANALY SIS
(Making the best use of capital)

KINVESTMENTS

K DISINVESTMENTS

K FINANCING



How Does Time Affect
Economic Analysis

K Present and Future Value of Money

K Net Present Value Income and/or
Expenses in the Future

K Internal Rate of Return of Income
and Expenses In the Future



S5 MAJOR PROBLEMS
CONCERNING CAPITAL

u HOW TO GET I1

u HOW TO USE IT

U0 HOW TO KEEP DOING IT



INVESTMENT IS:

Trading known dinars today for
expected (but unknown) additional
dinars in the future



INVESTMENT IS ADDING DURABLE
ASSETS TO YOUR BUSINESS TO:

K Maintain and/or replace Depreciated
Capital Items

K Reduce production costs
K Expand production
K Other

GETTING CONTROL OF ASSETS

K Lease
K Custom Hire
K Purchase



CHARACTERISTICS OF
INVESTMENT DECISION

. Large outlay of money today that results
In flow of returns over time in future

EXAMPLE -- investments in machinery
and equipment

. Investment decision made

INFREQUENTLY

. Can result in either LARGE PROFITS OR

LOSSES

. After decision is made there may be no
going back -- INFLEXIBILITY



THE TIME VALUE OF MONEY

One dinar today is worth more than
one dinar tomorrow!

WHY?

INFLATION& INTEREST



COMPOUNDING IS:

Procedure for determining

p FUTURE VALUE p



Compounding Is procedure for
determining future value

Example:

K Put ID 148,000 in a bank at 6% for 3 years.
K What will it accumulate to?

K Vh=Po (1+i)3

K V3=1ID 148,000 (1 + .06)3

K From Table 1 in Appendix A we find that:
(1+.06)3=1.191

K Therefore:
V3 =1D 148,000 (1.191)
K = 1D 176,268

K Our account will have ID 176,268 in it at the end
of 3 years.
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Returns the Future value of an investment based on periodic, constant payments and a
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Rate is the interest rate per period, For example, use 6%4 for quarterly
payments ak 6% AP,

Formula result = 176,270
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DISCOUNTING IS:

Procedure for determining

p PRESENT VALUE p



Discounting Is procedure for determining present
value of sum of money to be received In future.

Example:
How much would you be willing to pay for ID
444,000 to be received in 2 years?

Vo =Pn (o /(1 +i)")

Vo = ID 444,000 (1/ (1 + .06)")

(Note: 6% was assumed as discount rate, or
cost of capital, or required rate of return.)

Vo = 1D 395,158
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WHAT IS CAPITAL BUDGETING

It Is an orderly series of steps that
produces information to aid you In
making

A GOOD INVESTMENT
DECISION

(Better)

(The Best)



Capital Budgeting and the Time Value of Money

1. Investments give off flows of returns/costs over
time.

2. Compounding and discounting used for valuing
these returns/costs at common point in time.

3. Objective of Capital Budgeting Investment
Analysis is to:

Maximize present value of return flow
b. Minimize present value of cost flow

c. Maximize present value of difference between
returns and costs



THE CAPITAL BUDGETING PROCESS

(A RECIPE)
1. ldentify Investments

Choose a Capital Budgeting Criteria

(Net Present Value)

Get Needed Data

Do Capital Budgeting Calculations

Apply Decision Rules

Do 4 and 5 again with different returns/costs
ldentify Sources of Risk

Check Financial Feasibility

n n MAKE THE DECISION! n n

10. Follow up to check actual results

N

© 0N Ok



ANNUITIES

Example

How much will | accumulate in a savings

account if I deposit ID 1,776,000/year for

10 years at 8% Interest rate compounded
annually?

Solution

ID 25,728,135
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ANNUITIES

Example

What is the present value of an
Investment which will generate
ID 148,000 of returns for each year for 5
years assuming a discount factor of 8%?

Solution

ID 590,921
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