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Short Description

it is a project report on capital budgeting....
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ABSTRACT



The project titled “CAPITAL BUDGETING IN DR. REDDY’S LABORATORIES LTD” aims at evaluating the capital budgeting or investment decisions to set up a facility at DR. REDDY’S LABORATORIES LTD for manufacturing NEW DRUG 30 for supplies directly from bulk units. The following capital budgeting techniques are used for evaluation assuming 9% as discounting factor: •



Non-discounted techniques like PAYBACK PERIOD (PBP), AVERAGE RATE OF RETURN (ARR)



•



Discounted techniques like NET PRESENT VALUE (NPV), INTERNAL RATE OF RETURN (IRR) and PROFITABILITY INDEX (PI)



Capital Budgeting or investment decisions are of considerable importance to the firm. Since they tend to determine its value by influencing its growth, profitability and risk.
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INTRODUCTION



INTRODUCTION An efficient allocation of capital is the most important finance function in the modern times. It involves decisions to commit the firm’s funds to
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the long-term assets. The investment decisions of a firm are generally known as the Capital budgeting, or Capital Expenditure Decisions. A Capital Budgeting Decision may be defined as the firm’s decision to invest its current funds most efficiently in the long-term assets in anticipation of an expected flow of benefits over a series of years. The project aims at evaluating the investment proposal for setting up a facility in Dr. Reddy’s Laboratories Ltd.



Capital Budgeting In Dr. Reddy’s •



The company has separate department for all capital investments evaluation.



•



User department specifying the details of the project to be executed will raise an internal order request form.



•



The project proposal will be initially evaluated by the HOD (Head Of the Dept.).



•



After initial approval from the HOD the project will be evaluated by the Projects Team (Meant for evaluation of Capital investments said in point no. (1) Taking out the Technicalities of the projects and viability in the existing environment. This team will evaluate the project basically in these areas – 1



Guidelines from Pollution Control Board



2



Applicability of CGMP



3



Safety



4



Financial viability
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•



Once the project team evaluates the project the investment proposal will be taken to the Vice President/ President (SBU Head) based on the amount involved in the project.



•



After evaluation and approval from Projects team and concerned approving authority an internal order, will be created by Finance Dept, under which the total costs incurred will be traced and capitalized under the project.



- -
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REVIEWE OF LITERATURE



Investment Decisions One of the basic questions faced by financial managers is: How should the scarce resources of the firms be allocated to get the maximum value for the firm? This refers to investment decisions, which deal with investment of firm’s resources in Long term (fixed) Assets and Short term (current) Assets or Capital Budgeting Decisions and Working Capital Management.



- -
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Capital budgeting is a decision making process for investment in assets that have long term implications, affect the future growth and profitability of the firm and basic composition and assets mix of the firm. It involves •



Measuring the benefits and costs associated with each alternative option in terms of incremental cash flows,



•



Evaluating different proposals in the light of return expected by the investors of the firm and the return promised by the proposal, and



•



Applying different techniques to select an alternative with the objective of maximization of value of the firm.



Typically, Capital Budgeting decisions involve rather large cash outlays and commit the firm to a particular course of action over a relatively long period and consequently, every care should be taken care of. The future risks and uncertainties should be incorporated in the evaluation procedure so that future cash flows occur as they are intended to be. (R.P.Rustagi 2005, p367)



Definition of Capital Budgeting The term capital budgeting refers to long-term planning for proposed capital outlays and their financing. Thus, it includes both rising of long-term funds as well as their utilization. It may this be defined as “The firm’s decision to invest its current funds most efficiently in the long-term assets in anticipation of an expected flow of benefits over a series of years” - -
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(I.M.Pandey 2005, p141). It is the decision making process where the firm evaluate the purchase of major fixed assets. It involves the firm’s decision to invest its current funds for addition, disposition, modification and replacement of long-term or fixed asset. However, it should be noted that investment in current assets necessitated on account of investment in fixed assets, is also to be taken as a capital budgeting decision.



Features of Capital Budgeting •



The exchange of current funds for future benefits.



•



The funds are invested in long-term assets.



•



The future benefits will occur to the firm over a series of years (I.M.Pandey2005,p141) Significance of Capital Budgeting



The significance of capital budgeting may be stated as follows. INVESTMENTS OF HEAVY FUNDS: Capital budgeting decisions generally, involve large investment of funds. But the funds available with the firm are always limited and the demand for fund fax exceeds the resources. Hence it is very important for a firm to plan and control its capital expenditure. •



LONG-TERM IMPLICATIONS: The effect of capital budgeting decisions will be felt by the firm over a long period and therefore they have a decisive influence on the rate and direction of the growth of the firm.



•



IRREVERSIBLE DECISION: In most cases, capital budgeting decisions are irreversible. This is because it is very difficult to find a market for the capital asset. The only alternative will be to scrap the capital assets so
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purchased or sell them at substantial loss in the event of the decision being proved wrong. •



MOST DIFFICULT TO MAKE: The capital budgeting decisions require an assessment of future events, which are uncertain. It is really a difficult task to estimate the probable future events, because of economic, political, social and technological factors.



Types of Investment Decisions •



INDEPENDENT INVESTMENTS: These are proposals, which do not compete with one another in a way that acceptance of one precludes the possibility of acceptance of another. In case of such proposals the firm may straightaway “accept or reject” a proposal on the basis of a minimum return on investment required. All these proposals, which give a higher, return than a certain desired rate of return are accepted and the rest are rejected.



•



CONTINGENT INVESTMENTS: These are proposals whose acceptance depends on the acceptance of one or more other proposals. For example a new machine has to be purchased on account of substantial expansion of plant, in this case investment in the machine is dependent upon expansion of plant. When a contingent investment proposal is made, it should also contain the proposal on which it is dependent in order to have a better perspective of the situation.



•



MUTUALLY EXCLUSIVE INVESTMENTS: These are proposals, which compete with each other in a way that the acceptance of one precludes



- -
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the acceptance of other or others. For example, if a company is considering investment in one of two temperature control systems, acceptance of one system will rule out the acceptance of another. Thus two or more mutually exclusive proposals cannot be accepted. Some technique has to be used for selecting the better or the best one. Once this is done other alternatives get automatically get eliminated. ( I.M.Pandey 2005,p142-143) •



MAKE OR BUY DECISION: Make or buy decision is no longer a short run operating decision and it becomes a problem of capital expenditure which necessitates consideration of required rate of return, A company has to take this decision, when it has to face following choice 5



Buy certain part or sub-assemblies from outside suppliers; or



6



Use available capacity to produce the item within the factory.



In this decision, the following are major considerations: 7



Costs that will be incurred under both alternatives are not



relevant to the analysis. 8



Potential uses of available capacity should be considered.



9



Pertinent quantitative factors must be evaluated in the decision



process. These considerations include price stability from suppliers, reliability of delivery and quality specifications of materials or components involved.(V.K. Saxena & C.D. Vashist 2002, pT.8.15)



- -
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Factors Affecting Capital Investment Decisions The following are the four important factors, which are generally taken into account while making a capital investment decision: •



THE AMOUNT OF INVESTMENT: In case a firm has unlimited funds for investment it can accept all capital investment proposals which give a rate of return higher than the minimum acceptable or cut-off rate. However, most firms have limited funds and therefore capital rationing has to be imposed. In such an event a firm can take only such projects, which are within its means. In order to determine which project should be taken up on this basis, the projects should be arranged in an ascending order according to the amount of capital investment required. COMPUTATION OF CAPITAL INVESTMENT REQUIRED The term ‘capital investment required’ refers to the net cash outflow, which is the sum of all outflows and inflows occurring at zero time period. The net outflow is determined by taking into account the following factors. Cost of the new project Installation cost. Working capital Proceeds from sale of asset:



A new asset may be purchased for



replacement of an old asset. The old asset may therefore be sold away. The cash realized on account of such sale will reduce the cost of new investment.



- -
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Tax effects: The amount of profit or loss on the sale of assets may affect the cash flows on account of tax affects. The profit/loss is ascertained by taking into account the cost of the asset, its book value and the amount realized on its sale. The tax liability will be different in each of the following case When the asset is sold at its book value. When the asset is sold at a price higher than its book value but lower than its cost. When the asset is sold at a price higher than its cost. When the asset is sold lower than its book value Investment allowance: This is allowed to encourage capital investment in Machinery and equipment. Such allowance thus reduces the cost of the initial investment of the project. MINIMUM RATE OF RETURN ON INVESTMENT: The management expects a minimum rate of return on the capital investment. The minimum rate of return is usually decided on the basis of the cost of capital. For example, if the cost of capital is 10%, the management will not like to accept A proposal, which yields a rate of return less than 10%. The project s giving a yield below the desired rate of return will therefore be rejected. CUT-OFF POINT: The cut-off point refers to the point below which a project would not be accepted. For example, if 10% is the desired rate of return, the cut-off rate is 10%. The cut-off point may also be in terms of period. For example, if the management desires that the investment in the



- -



12



project should be recouped in three years, the period of three years would be taken as the cut-off period. •



RETURN EXPECTED FROM THE INVESTMENT:



Capital investment



decisions are made in anticipation of increased return in the future. It is therefore very necessary to estimate the future return or benefits accruing from the investment proposals. There are two proposals available for quantifying benefits from capital Investment decisions. They are: ACCOUNTING PROFIT: The term accounting profit is identical with income concept used in accounting. CASH FLOWS: In this depreciation charges and other amortization charges on the fixed assets are not subtracted from gross revenue because no cash expenditure is involve.



Capital Budgeting Process Capital Budgeting is a complex process as it involves decisions relating to the investment of current funds for the benefit to the achieved in future and the future is always uncertain, which may be divided into following phases: •



Identification of potential investment opportunities



•



Assembling of proposed investment Decision making



•



Preparation of capital budget and appropriations



•



Implementation



•



Performance review
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Identification of Potential Investment Opportunities The Capital Budgeting process begins with the identification of investment opportunities. The planning body develops estimates of future sales, which serve as the basis for setting production targets. This information, in turn, is helpful in identifying required investment in plant and equipment. For imaginative identification of investment ideas it is helpful to •



Monitor external environment regularly to scout investment opportunities.



•



Formulating a well defined corporate strategy based on a through analysis of strengths, weakness, opportunities and threats.



•



Share corporate strategy and perspectives with persons who are involved in the process of Capital Budgeting.



•



Motivate employees to make suggestions.



Assembling Of Proposed Investments Investment proposals identified by the production department and other departments are usually submitted in a standardized capital investment proposal form. Generally, most of the proposals, before they reach the capital budgeting team, which assembles them, are routed through several persons. The purpose of routing a proposal through several persons is primarily to ensure that the proposal is viewed from different angles. It also helps in creating a climate for bringing about co-ordination of interrelated activities. Investment proposals are usually classified into various categories for
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facilitating



decision-making,



budgeting



and



control.



An



illustrative



classification is given below: •



Replacement investment.



•



Expansion investment.



•



New product investments/modernization.



•



Obligatory and welfare investments.



Decision Making A system of rupee gateways usually characterizes capital investment decision-making. Under this system, executives are vested with the power to okay investment proposals up to certain limits. For example in company the plant superintendent can okay investment outlays up to Rs.2000000 the works manager up to Rs 500000 and the M.D up to Rs 2000000.Investment requiring higher outlays needs the approval of the Board Of Directors.



Preparation of Capital Budget and Appropriations Projects involving smaller outlays and which executives at lower levels can decide are often covered by a blanket appropriation for expeditious action. Project involving larger outlays is included in the capital budget after necessary approvals. Before undertaking such projects an appropriation order is usually required. The purpose of this check is mainly to ensure that the funds position of the firm is satisfactory at the time of implementation. Further, it provides an opportunity to review the project at the time of implementation.



- -
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Implementation Translating an investment proposal into a concrete project is complex; time consuming, and risk-fraught task. Delays in implementation, which are common, can lead to substantial cost over runs. For expeditious implementation at a reasonable cost, the following are helpful. •



Adequate Formulation of Projects: The major reason for delay is inadequate formulation of projects. Put differently, if necessary homework in terms of preliminary studies and comprehensive and detailed formulation of the project is not done, many surprises and project cannot be over-emphasized.



•



Use of the Principle of Responsibility Accounting: Assigning specific responsibilities to project managers for completing the project within the defined time frame and cost limits is helpful for expeditious execution and cost control.



•



Use of Network Techniques: For project planning and control several network techniques likes PERT (Programming Evaluation Review Technique) and CAPM (Critical Path Method) are available. With the help of these techniques, monitoring becomes easier.



Performance Review Performance review, or post-completion audit, is a feedback device. It is a means for comparing actual performance with projected performance. It may be conducted most stabilized. It is useful in several ways:



- -
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•



It throws light on how realistic were the assumptions underlying the project.



•



It provides a documented log of experience that is highly valuable for decision making.



•



It helps in uncovering judgmental biases.



•



It induces a desired caution among project sponsors.(Prasanna Chandra 2006, p290-292)



Evaluation Techniques of Capital Budgeting Evaluation Techniques of Capital Budgeting are classified into two types: 1. TRADITIONAL TECHNIQUES: •



Average rate of return



•



Pay-back period



2. MODERN (OR) DISCOUNTED CASH FLOW (DCF) TECHNIQUES: •



Net present value (NPV)



•



Internal rate of return (IRR)



•



Profitability index (PI) or Benefit-cost ratio (B/C RATIO)



Traditional Techniques 1. Average Rate of Return (ARR) The average rate of return (ARR) method of evaluating proposed capital expenditure is also known as the accounting rate of return method. It is based upon accounting information rather than cash flows. There is no unanimity
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regarding the definition of the rate of return. There are a number of alternative methods for calculating the ARR. The most common usage of the average rate of return (ARR) expresses it as follows: ARR =



Average annual profits (after dep & taxes) Average investment over the life of the project



* 100



ACCEPT-REJECT RULE: With the help of the ARR, the financial decision maker can decide whether to accept or reject the investment proposal. As an accept-reject criterion, the actual ARR would be compared with a predetermined or a minimum required rate of return or cut-off rate. •



Accept if ARR > minimum rate



• Reject if ARR < minimum rate



2. Pay Back Period (PBP) The pay back method (PB) is the second traditional method of capital budgeting. It is the simplest and, perhaps, the most widely employed, quantitative method for appraising capital expenditure decisions. This method Net Present Value (NPV) The first DCF/PV technique is the NPV. NPV may be described as the summation of the present values of cash proceeds (CFAT) in each year
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minus the summation of present value of the net cash outflows in each year. Symbolically, the NPV for projects having conventional cash flows would be:



ct



n



NPV =



∑ (1 + r ) t =1



t



- Initial investment



Wherect = cash flow at the end of year t n = life of the project r = discount rate STEPS FOR COMPUTATION OF NPV: •



Firstly an appropriate rate of interest should be selected to discount cash inflows. It is generally known as cost of capital, which is equal to the minimum rate of return expected by the firm on investment proposals.



•



Secondly, the present value of cash inflows and cash outflows should be computed using the cost of capital as discounting rate.



•



Finally, the present value of cash outflows is subtracted from present value of cash inflows to get NPV.



ACCEPT-REJECT CRITERION: •



NPV>ZERO (accept)



•



NPV k • Reject if IRR < k • Project may be accepted if IRR = k



Profitability Index (PI) or Benefit-Cost Ratio (B/C Ratio) Yet another time-adjusted capital budgeting technique is profitability index (PI) or benefit cost ratio (B/C RATIO) .It is similar to NPV approach. The profitability index approach measures the present value of returns per rupee invested, while the NPV is based on the difference between the present value of future cash inflows and the present value of cash outlays. A major short coming of the NPV method is that, being an absolute measure, it is not a reliable method to evaluate projects requiring different initial investments. The PI method provides a solution to this type of problem. It is, in other words, a
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relative measure. It may be defined as the ratio which is obtained by dividing the present value of future cash inflows by the present value of the cash outlays. Symbolically,



PI =



Present value of cash inflows



Present value of cash outflows



This method is also called as benefit cost ratio because the numerator measures benefit and the denominator cost. More appropriate description would be present value index. ACCEPT-REJECT CRITERION Using the B/C ratio or the PI, a project will qualify for acceptance if its PI exceeds one. When PI equals 1; the firm is indifferent to the project. When PI is greater than, equal to or less than 1, the net present value is greater than, equal to or less then zero respectively. I n other words, the NPV will be positive when the PI is greater than 1; will be negative when the PI is less then one. Thus, the NPV and PI approaches give the same result regarding the investment proposals. (I.M.Pandey 2005, p143-152) •



PI>1 (ACCEPT)



•



PI 

 View more...



Comments






















Report "CAPITAL BUDGETING "






Please fill this form, we will try to respond as soon as possible.


Your name




Email




Reason
-Select Reason-
Pornographic
Defamatory
Illegal/Unlawful
Spam
Other Terms Of Service Violation
File a copyright complaint





Description








Close
Submit















Share & Embed "CAPITAL BUDGETING "





Please copy and paste this embed script to where you want to embed



Embed Script




Size (px)
750x600
750x500
600x500
600x400





URL










Close











About | 
Terms | 
Privacy | 
Copyright | 
Contact



 
 
 










Copyright ©2017 KUPDF Inc.








 SUPPORT KUPDF


We need your help! 


Thank you for interesting in our services. We are a non-profit group that run this website to share documents. We need your help to maintenance this website.

	
Donate

	
Sharing







To keep our site running, we need your help to cover our server cost (about $400/m), a small donation will help us a lot.





	
Share on Facebook

	
Share on Google+

	
Tweet

	
Pin it

	
Share on LinkedIn

	
Send email




Please help us to share our service with your friends.








No, thanks! Close the box.








