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CAPITAL EXPENDITURE DECISION 
 

LECTURE 1 
 
1. Discounted pay-back period method  
Here, the cash inflows associated with a project are discounted at cost of capital and pay-
back period is calculated. This method recognizes time value of money. This method is 
applicable for those companies which has liquidity issue. Risk and uncertainty associated 
with a project increases with increase in the pay-back period. Hence, a project with lower 
discounted pay-back period is in a position to reduce their risk. After the pay-back period, 
the firm can start paying dividend to their investors. This method is also useful in evaluating 
those projects which are subject to obsolesce due to technological advancement. Despite 
these advantages, this method gives too much emphasis on liquidity aspect of capital 
expenditure decision, not the profitability aspect. In order to select a project the manager 
sets a maximum pay-back period. If the discounted pay-back period is less than the 
maximum limit set, the project is accepted and vice versa. But there is no rational basis for 
selection of this maximum pay-back period. If there are 2 projects, the one with lower pay-
back period is selected. In case of mutually exclusive projects with capital limitations, the 
projects are to be ranked as per their discounted pay-back period and are ranked. The best 
project is selected first and so on. The returns earned in the post-pay-back period are also 
not considered here and the method itself is very complex since discounted cash inflows are 
required to be computed.  
 
Example: Initial investment: Rs. 20000 - Estimated life 4 years – Annual cash inflows – Rs. 
15000, Rs. 5000; Rs. 5000; Rs. 5000 – rate of interest 10%. Calculate discounted pay-back 
period.  
 
2. Net Present Value Method  
NPV = Present value of future cash inflows from a project – initial investment. In order to 
find out the PV of CIs, the PVIFs of individual years for a particular interest rate is to be 
multiplied with the CIs. If the NPV>=0, the project is accepted and vice versa. In case of 2 
projects, the one with higher NPV is selected and in case of mutually exclusive projects, 
projects are ranked based on their NPV. This method is beneficial when different return is 
accrued on the project on different years during the life of the project. It considers all the 
cash flows associated with the project and is consistent with the wealth maximization 
objective of the firm. However, the cash flows are discounted with cost of capital (required 
rate of return) which is very difficult to estimate. At the same time, this method may not be 
applicable for projects with unequal lives. A project with higher NPV may be selected. But if 
its life is also higher, then the money will be blocked for a longer period. At the same time, 



projects high capital investment may have higher NPV but that may not be feasible for the 
company.  
 
Example: Initial investment Rs. 300000 – effective life of the plant is 5 years – scrap 
recoverable at the end of 5 years 10% - An additional amount of Rs. 100000 is invested in 
every 2 years to keep the efficiency level intact – working capital introduced on the plant Rs. 
20000 which is recoverable at the end of the plant life – PBDTA for the forthcoming 5 
years: Rs. 130000; Rs. 145000; Rs. 160000; Rs. 190000; and Rs. 205000 – tax rate is 30% - 
cost of capital 10%. Calculate NPV.  
 


