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 CAPITAL BUDGETING   cont.. 

 

Concept of Cash Flows and its Estimation  

Cash Flows are the key element in Investment evaluation. The cash flow approach of 
measuring future benefits of a project is superior to the Accounting profit approach as 
accounting profit is a very vague term. There are various types of cash flows 

 • Conventional Cash Flows  

• Non Conventional cash Flows  

• Relevant cash flows  

• Incremental cash flows  

Conventional cash flows are those cash flows which involves cash outflows followed by 
cash inflows 

Non Conventional cash flows: It refers to the cash flow pattern in which an initial cash 
outlay is not followed by a series of inflows.  

Relevant cash flow: It is the incremental after tax cash outflow and resulting subsequent 
inflows associated with a proposed capital expenditure (M Y Khan, PK Jain “Financial 
Management”, fifth edition,Tata Mc Graw hill publishing company ltd. Pg 9.8) 

Incremental cash flows: It is the additional cash flows expected to result from a proposed 
capital expenditure (M Y Khan, PK Jain “Financial Management”, fifth edition,Tata Mc 
Graw hill publishing company ltd. Pg 9.8)  

Estimating cash flows is the most important step in capital budgeting. In order to evaluate a 
project, the relevant cash flows needs to be determined. Relevant here means the incremental 
after tax cash flows associated with the project. The cash flows for a investment proposal 
constitutes of three elements  

• Initial investment in a project  

• Operating cash inflows  

• Terminal cash inflows 



The initial investment is the after tax cash outlay and the net working capital (Financial 
Management Theory and Practice, eighth edition Prasanna Chandra p306). It is the cash 
outflow in the period in which the project or asset is purchased. This also includes the 
installation cost and any changes in the working capital requirement. The operating cash 
inflows are the after tax cash inflows resulting from the operations of the project during the 
economic life of the project. Any investment is expected to generate a series of future cash 
inflows which needs to be adjusted for depreciation and taxes. Depreciation is added back as 
it is a non cash expense as no cash actually goes out on account of depreciation. All the other 
cash expenses need to be deducted from sales revenue.  

Note: Depreciation itself is not a cash flow. But in determining cash flows, we are concerned 
with the effect depreciation has on our taxes -- and we all know that taxes are a cash outflow. 
Since depreciation reduces taxable income, depreciation reduces the tax outflow, which 
amounts to a cash inflow. 

Now the question is how to determine it?  

Operating expenses needs to be deducted from the sales revenue to get EBDT that is Earnings 
before depreciation and taxes. In the next step depreciation and tax are deducted to obtain 
EAT, that is Earnings after tax. Now, Depreciation is added back to get CFAT that is cash 
flow after tax but before depreciation.   

The terminal cash inflow is the after tax cash flow resulting from the liquidation of the 
project at the end of its economic life. In the replacement situation, the sale of the old asset 
will impact the cash flows. Let us understand the determination of cash flows with the help of 
a numerical example: 

Cash flows: Single proposal 

A company is purchasing plant and equipment for Rs 500000 for which it incurs Rs 10000 as 
installation charges and the requirement of working capital is increased by Rs 5000. Find the 
outflow associated with the project. 

Cost of Plant and Equipment   Rs 500000  

Add: Installation cost    Rs 10000  

Add: Increase in working capital  Rs 5000  

Total outflow     Rs 515000.  

 

Cash Flows for replacement situation  

In the case of replacement of an existing asset by the new one, the relevant cash outflows 
would be calculated by adjusting the sale proceeds of the old asset.  

 



Example: If a company purchases a new asset worth Rs 1000000 whose installation charges 
are Rs 50000 and the decrease in working capital is by Rs 5000. The old asset is sold for Rs 
30000. Find the net cash outflow.  

 

Cost of new asset     1000000  

Add: Installation charges    50000  

Less: decrease in working capital   (5000)  

Less: sale proceeds from the old asset  (30000)  

Net cash outflow     1015000.  

  

Cash flows and Mutually Exclusive situations 

In the case of mutually exclusive proposals, the selection of one proposal precludes the 
choice of others. The calculation of the cash flows is on similar lines to the replacement 
situation.  


