INTRODUCTION
For effective running of a business, management must know:
· where it intends to go  i.e. organizational objectives
· how it intends to accomplish its objective  i.e. plans
· whether individual plans fit in the overall organizational objective.  i.e. coordination
· whether operations conform to the plan of operations relating to that period
  i.e. control
“Budgetary control is the device that a company uses for all these
       purposes”
WHAT IS A BUDGET?
“ A plan expressed in money.  It is prepared and approved prior to the budget period and may show income, expenditure and the capital to be employed.  May be drawn up showing incremental effects on former budgeted or actual figures, or be compiled by Zero-based budgeting.”
MEANING
The term budget has been derived  from French word budget which mean a leather bag from which the minister of the government would take out his proposal regarding the expenditure  and revenue of the government during the coming financial period. Now a day the budget is not restricted to the government of affairs only. It cover domestic, business, institutional affairs as well.
	

According to the “George R.Terry”
Budget as an estimate of future needs arranged according to an orderly basis, covering all the activities of an enterprise for definite period of time.
   

FEATURE OF BUDGET
Budget is a plan:- Budget is an expression of the plan of the operations of an enterprise. The operation  of an enterprise are affected by a number of factor both external (such as general business condition, government policy and composition of population) and internal (such as manufacturing process, promotion programs) the budget also cover what the management expected to happen.
COMPREHENSIVE:-A budget is comprehensive which means that it cover the activities and operations of all the segments or divisions of an organization. Budget are prepare for each segment or divisions of an organization and all these are integrated into the  a master budget.
Prepare in advance:- A budget is prepare in advance and denotes the future cause of action. So a budget is a forward looking.
 It relate to a specified future period:- A budget is always related to the a specified period. A budget is become meaningless if it is not related to a time horizon. Thus budgeted output, sale, profit etc.
It express in financial and quantitative term:- A budget is always express in financial or monetary terms. The variance activities and operations of a business concern may be in different units e.g. Material budget is expressed in term of weight, labour budget express in term of labour hours, sale budget express in term of sales territories.

Budget involve following steps:-
· To forecasting sale indicating quality and quantity goods be made available.
· To determine management policy regarding range of product, stock level. Standard, channels of distribution etc.
· To prepare a production budget in accordance with the forecasting and policy and to plan the need for materials, labour, and services along with cost.
· To prepare financial estimates as regarding cash requirements for planed.
· To prepare master budget combining and co-ordination the individual budgets.
CLASSIFICATION OF BUDGETS

ACCORDING TO                   ACCORDING TO        ACCORDING TO                    

 TIME                                      FUNCTION                       FLEXIBILITY
            
 
1. Long term budget             1. Sales budget                    1. Fixed budget
2. Short term budget            2. Production budget          2. Flexible budget
3. Current budget                 3. Cost of Production budget
4. Rolling budget                  4. Purchase budget
     5. Personnel budget
               6. R & D budget
                   7. Capital Expenditure budget
              8. Cash budget
                                             9. Master budget

On the basis of function:-
On the basis of function budget may be divided into:-
Functional budget 
Master budget

A. Functional budget:- In manufacturing concern, generally the following detail functional budgets are prepared:
1. Sales budget:-Under the system of budgetary control, the starting point is the preparation of sale budget. Sales budget is the forecast of sales during a given period, both in quantity and value. Sales budget is said to be the most difficult budget to prepare since it is not easy to estimate consumer’s demand, specially in case a new product is being introduced in the market. The responsibility for the preparation of the sales budget lies with the sale manager. This budget is classified under a number of headings, namely-product or product group, territories, areas and countries, type of customer, e.g., national government, state governments, export, country customer, salesman and period etc. the specimen of sale budget has been given below:-

2. Selling & distribution cost budget:- This budget shows the cost of selling and distribution for the quantities shown in the sale budget. The main factors which effect the selling and distribution cost budget are the channels through which sales are to effected, the sale promotion plan to be pursued, the sales territories to be covered and the mode of dispatch of products to the customers. Selling & distribution cost budget is drawn up by the sale manager and in the compilation, he is assisted by distribution manager, advertising manager, sales officer manager and the accountant. For compiling this budget, the expenses are grouped according to elements e.g. direct selling expenses, sale officer expenses, distribution expenses &advertising expenses. 
3. Production budget:- A production budget is defined as an estimate of quantity of goods that must be produced during the budget period. This budget prepared by the production manager keeping in view in following factor:-
· Estimated sales
· Expected opening stock and desired closing stock of each article.
· Available physical resources of plant, power, factory space, materials and machines. 
· The policy of management regarding manufacture or purchase of components.

The production budget may be classified under followings heads:-
· Products 
· Manufacturing departments
· Months, quarters etc.
Production cost budget:- This budget also known as factory cost budget and it shows estimated cost of carrying out the production plan given in the production budget. The production cost includes direct material cost, direct labour cost, direct expenses and factory overheads. Production budget is generally classified under the following heads:-
· Products 
· Manufacturing departments
· Months, quarters etc.
· Elements of costs.

Purchases budget:- The purchases budget represents the total purchases to be made during the budget period. These purchases represent the requirements of direct and indirect materials, fixed assets, services and finished goods for resale but the most important item is that of raw materials. The requirements of the items to be purchased are expressed in term of quantities as well as money. This budget is prepared on the basis of sales, production, capital expenditure, research and development cost budgets. Purchases budget facilitates the management of finances by defining the cash requirements in respect of purchase to be made during the budget period and enable the purchase department to plan its purchases in time so that long term forward contracts may be made when advantageous.
Labour cost budget:- the labour budget represents in term of money, number and grades of personnel, number of working hours or other appropriate units, the direct and indirect labour required to carry out the programme  laid down in the sales, production, capital expenditure and research and development expenditure budgets. Thus, this budget is forecast of planned outlay on direct and indirect labour of a concern during the budget period.
Plant utilisation budget:- Plant utilisation budget forecasts the plant and machinery requirements to meet the production budget. This budget is expressed in terms of working hours or other convenient units and it indicates the machine load on each manufacturing department, machine or group of machine and the extent of overloading or under loading so that the managements may take corrective action.
Administration cost budget:- The budget is forecast of general administration costs of the undertaking during the budget period. General administration coat includes the cost of formulating the policy, directing the organisation and controlling the operations of an under taking. Most of the items of administration cost are fixed in nature but a clear distinction shall have to be made between fixed and variable items.
Capital expenditure budget:- This budget expresses in detail the anticipated expenditure to be incurred on fixed assets during the budget period e.g. plant and machinery, land, building, patents etc. capital expenditure budget is normally in long term budget providing for the acquisition of the assets necessitated by the replacements of existing assets, additions to the existing assets, or by the installation of an improved type of machinery to take the advantage of new production techniques.
Research and development cost budget:- This budget is planned outlay on research and development activities of an undertaking and expresses in term of money, the permissible limits within which the research and development activities are to be pursued and the directions for the same. 
Cash budget:- The cash budget is forecast of the cash position for a period and represents the cash receipts and cash payments and the estimated cash balance each month of the budget period. This budget is practically the nerve centre of the whole budgetary control system since the most carefully prepared budget are incapable of fulfillment if adequate cash is not available at proper time. The main function of this b Budget may be summarised as follow:-
1. It insure that sufficient cash is available to meet the requirements of the organization.
2. It reveals any expected shortage of cash so as to enable the management to arrange for cash in time by means of bank over-draft or loan etc.
3. It reveals any expected surplus of cash available for investment out- side the business.
	This budget is prepared after all the functional budgets have been drawn up.
 Cash budget of a business concern can be prepared by receipts and payments methods, adjusted profit and loss method and balance sheet method. But the receipts and payments method is the most popular method and is commonly use by business concern. Under this method, cash budget is prepared just like a summarised cash book. For  the purpose of preparing cash budget, all types of ‘cash receipts’ or ‘cash inflows’(including opening balance of cash/bank) are to be estimating in logical manner period wise, keeping in view the past figures, existing trends and expected changes in future. Similarly all types of ‘cash payments’ or ‘cash inflows’ are also estimated period wise. Thereafter, a comparison of total estimated cash receipts and total estimated cash payments is made to ascertain the amount of excess or shortage of cash. In cash of expected shortage or shortfall, arrangements shall be planned to raise funds by means of short term loans or bank overdraft etc.    
MASTER BUDGET
A master budget is a summary of all the functional budgets. It is define as the summary budget, incorporating its components functional budgets, which is finally approved, adopted and employed. When the master budget is complete, its details shall be considered by the budget committee and if approved, it will be submitted to the board of director. How ever, once it is finally approved, it becomes the target for the organization during the budget period. The master budget is usually prepares in form of a budgeted profit and loss statement. It begins with the sales budget figure, from which production cost budget figures and overheads are deducting in order to arrive at the figure of budgeted profits.
CLASSIFICATION ON THE BASIS OF CONDITIONS
On the basis of conditions on which they are based, budget may be divided into:-
Basic budgets 
Currents budgets
Basic budgets is a budget which is establish for use unaltered over a long period of time 

While a current budget is one which is established for use over a short period of a time and is related to current conditions 
Classification on the basis of period:-

On the basis of period for which they are prepared, budgets may be divided into:-
Short term budgets 
Long term budgets
	A short term budget is one which is prepared for a period of one year or less than one year. Such budgets cover those expenses or activities, the trend in which is difficult to be foreseen over longer periods. Cash budgets and materials budget are example of short term budgets.
A long term budget is that which is prepared for a period for more than one year. Long term budget normally help in business forecasting and future planning. Capital expenditure budget and research and development expenditure budget are the example of long term budget. 

CLASSIFICATION ON THE BASIS OF ACTIVITY LEVELS-
On the basis of activity levels or a capacity, budget may be classified as 
Fixed budget
Flexible budget
The institute of cost and management accountants has defined fixed budget as “a budget which is designed to remain unchanged irrespective of the level of activity actually attained”. The fixed budget shows an inflexible or regent plan. There is one set of conditions, one volume of output, and simple collection of costs and the managements expects all conditions etc, to operate without any variation. On the other hand, flexible budget is budget which is designed to change in accordance with the level of activity actually attained. The figures used in this types of budget are made adaptable to ant given set of operating conditions. The compilation of flexible budgets requires the classifications of all costs or expenses into fixed, variable, semi-variable. Fixed cost remain unchanged or constant at all levels of activity, semi-variable costs vary with different levels of activity while variable costs vary directly in proportion to changes in the volume of output or sales.



ZERO BASED BUDGETING
Under traditional budgeting, functional budgets are prepared on the basis of previous years budgets. For the purpose budgeting, previous year’s figures are taken as ‘base’, to which necessary adjustments are made for impact of inflation, proposed increase in the level of activity, expected increase in the resources and past experience. As such budget figures are generally obtained by adding some percentage to the expenditure of previous year. The budget committee and top management also accept and approved the budget figures obtained by the above method and practically no enquiry is made to the justification of the base figures. In governments departments and public enterprises particularly, there is felling that the actual expenditure should be in line with budgeted figure. In case actual expenditure is less than the budgeted figure, the budget allocation for the next year shall be reduced by higher authorities. In order to ensure that the future allocation is at least at the previous year’s level, the person in charge of the expenditure spent the whole amount without going into its desirability and justification. Thus, traditional budgeting is considered to be no value if the management wants to review and re-evaluate every task with a view ensures better performance and efficient utilization of scare resources. In such a case, Zero based budgeting may provide a solution. 
Concept of zero based budgeting:-

The concept of zero base budgeting is of recent origin and was originally developed by petter A.pyhrr in texas instruments of U.S.A. and later on  introduced by ex- president jimmy carter of U.S.A. then governor of the state of Georgia, as a means of controlling state expenditure. Peter A. pyhrr has defined zero base budgeting as “an operating planning and budgeting process, which requires each manager to justify his entire budget request in detail from scratch ( hence zero base) and shifts the burden of proof to each manager to justify why he should spend any money at all”. The” zero- base” refers to a “nil budget” as the starting point. As the activity is budgeted, costs are objectively budgeted. It starts with the premise that the budget for next period is ‘zero’ so long as the demand for a function, process, project or activity is not justify. The assumption is that without justification no spending will be allowed. Each manager is responsible to justified why the money should be spent at all and to explain in detail as to what would happen if the proposed activity is not carried out and no money spent. Thus, each manger or functional head in the organisation, is required to make cost-benefit analysis of each of activities or projects under his control and for which he is responsible. Hence, zero base budgeting is a resource planning and re-deployment process rather than a cost reduction control. The process of zero base budgeting:-
1. Deals with all aspects of budget requests of managers 
2. Reviews both existing and newly proposed activities critically 
3. Sets priorities in respect of different activities and redeploys the resources accordingly.    
BUDGETING CONTROL
 Budgeting control is a system whereby the budgets are used as a mean of planning and controlling costs. 
	

According to J.L.Brown and Howard:-
			Budgeting control system is a system of controlling cost which includes the preparation of budgets co-ordination the department and establishment responsibility. Comparing actual performance with the budgeted and acting upon results to achieve maximum profitability.
Exercise of budgetary control:-
· Division of organization on functional basis into different sections known as a budget centre.
· Preparation of separate budgets for each “budget centre”.
· Consolidation of all functional budgets to present overall organizational objectives during the forthcoming budget period.
· The measurement of actual performance 
· The continuous comparison of actual performance with budget performance so as to determine the deviations or variance.
· To ascertainment of reason for such variance. 
· Reporting the variances with proper analysis to provide basis for future course of action


Objective of budgetary control:-
To  plan the policy of business for the coming period for achievement of the firm’s objective.
To  determine the responsibility of each department and executive so that they are made accountable for definite and precise result.

ADVANTAGES OF BUDGETARY CONTROL
Helps in planning:-Continuous use of the budgetary control system enhances the ability and power of the management to foresee or think ahead. It enables them to forecast future operational problems and difficulties and to arrange for suitable or corrective actions well in advance.
Encourages cost consciousness:-Under budgetary control system, the establishment of budgets, fixation of responsibility and communication of the targets to be achieved by various executives, make every executive and worker cost conscious.
Leads to economy in operations:-Budgetary control system brings economy in the overall working of  the business concern. Budgets aim at regulating and controlling expenditure by exposing all types of wastages and inefficiencies and thus help in the efficient operation of the business.
Promotes co-operation and co-ordination:-Budgetary control system promotes co-operation and co-ordination among the various functionaries and departments of the business concern. All persons and departments engaged in production, sales, personnel, finance, service etc. work as a team in harmony and co-ordination in the realisation of a common objective. Every person in the organization thinks as a group and not as a individual.
Encourages safe delegation of responsibility:-Where budget have been prepared, top executives may delegate responsibility safely and may control the departmental executives by their actions through budget reports. 
Helps in effective cost control:-Budgets are treated as yardsticks against which actual performance and actual costs can be compare and deviations ascertained. Analysis of deviations helps in ascertaining their reasons and the points of inefficiency and provides for corrective action to avoid their recurrence.
Give motivation to workers:-The budgets provides incentive and motivation to work with greater vigor and vigilance for attaining the budget targets. It increases the overall efficiency and productivity.
Encourages management by exception:-Variance analysis and reporting are based on the principles of management by exception. The top management is interested only in variances so that corrective measures may be taken in time. By highlighting the minority of items which are not proceeding as planned, the time of management is saved as close attention need not the given to the majority of the items which have proceeded smoothly.

LIMITATIONS OF BUDGETARY CONTROL SYSTEM
Use of estimated figures:-Budgeting relates to future and involves forecasting and estimation which may not be accurate to the full extent. If the estimates are not correct, the budget targets may become useless.
Expensive systems:-The installation and operation of budgetary control system is very costly since it requires the engagement of large force of technical and qualified staff. As such, budgetary control system is not suitable for smaller undertakings having limited financial resources.
Extensive decentralisation:-The system of budgetary control involves and extensive decentralization of authority and powers and if a proper co-ordination of different business activities is not achieved, the attainment of the objective budgetary control system shall become doubtful.
It is simply tool of management:-The system of budgeting cannot eliminate the necessity of superior executive ability in every business decision. As such budgeting a simply a tool of management and cannot take place of management.
Lack of flexibility:-Budgets are prepared after a lot of ground work done by different departments. The business executives treat the budgets figures as the final figures and stick to them.

ORGANIZATION FOR BUDGETARY CONTROL

Creation of budget centers:- An organization is broken down into a number of budget centre to facilitate the control of planned activity. A budget centre refers to a department or other location to which income or expenses may be attach and of which the responsibility is borne by an individual.
Introduction of suitable accounting records:- The preparation of various budgets for the purpose of budgetary control, require the provision of adequate accounting records A such, it is necessary that accounting system should be able to provide the require information in an analytical form. For this purpose, a chat of accounts corresponding with the budget centre should be maintained. 
Preparation of organisation chart:- There should be a well define organization chat for budgetary control. This organization chart shows the functional responsibilities of each executive and assists him in ascertaining his position in the organization and his relationship with other executives. This chart may be given as follows.
Setting up of a budget committee:- In small concern, the preparation of budget is usually the responsibility of accountant or cost accountant. In large concerns, the preparation of budget is entrusted to a budget committee which is headed by the chief executive of the organization. The Budget committee is composed of the representative various departments e.g., sales, production, purchase and works engineering etc. the responsibility for operating the system of budgetary control is undertaken by the budget officer who is senior member of the accounting department. 
The main function of budget committee is:-
1. To receive and scrutinise different budget estimate.
2. To decide detailed policy to be followed.
3. To suggest revision of functional budgets, where necessary.
4. To approve budgets.
5. To receive and to deal with budget and comparison statement and to recommend action to be taken under the circumstances.
Preparation of a budget manual:-In large undertakings, generally, a budget manual is prepared which guides the budget officer and various department heads. Budget manual is documents which contain:
1. Standard instructions for compilation of budgets.
2. Specific responsibilities and limits of each executive concerned with the budget.
3. Method of compilation of various schedules and co-ordination with related figures of sum other schedule.
Fixation of the budget period:- Budget period is define as the period for which a budget is prepared and employed. There is no specific rule governing the selection of the budget period but  it  should  neither be too long not too short. In case budget period is too short, it will be very difficult to compare it with actual performances. If it is too long, the budget may not conform which actual conditions and therefore, the comparison of two unlike figure will not serve any purpose. The budget period id determine by the nature of the budget to be prepared.
Determination of the key factor:- In the preparation of the budgets, it is necessary to consider the key factors. A key factor is known as ‘limiting factor’ or ‘principle budget factor’. Key factor refer to any factor or reason which limits the production or sales. The influence of the key factor must be assessed first in order insure that functional budgets are reasonably capable of fulfillment. The following is a list of principal key factors and their causes which will influence the target of the business concern:-
Key factor			causes
A. Material 				1. General shortages of raw materials
2. Seasonal shortage
3. Restriction on imports
4. Restriction of quota or license 
B. Labour 				1.Overall shortages of workers 
2. Shortages of particular types of skilled      workers 
C. Plant				1. Shortage of plant and machinery
					2. Shortage of capital/funds 
3. Shortage of space/accommodation for plant
					4. Bottlenecks in different processes 
D. Sales				1. Consumer resistance
					2. Inadequate advertising 
					3. Shortage of sales force
					4. Dumping by a foreign country
E. Management			1. Lack of capital 
					2. Lack of technical knowledge 
					3. Shortage of experienced manager

Determination of level of activity:- For the purpose of planning production and controlling costs, it is necessary to establish the normal level of activity of the business concern. Normal level of activity is level of activity at which the business concern is expected to operate under the present conditions. The budget estimate should also provide for necessary allowance to the made in the budget in figure and suggest what the figure should have been with the level of activity actually attained.
Budget officer and budget controller:-A budget officer if a budget controller is appointed to link up the various operations, to bring them together and to co-ordinate their effort in the matter of the preparation of budget. Budget officer is more or less the secretary to the budget committee. Budget should be remembered that budget controller does not control the preparation of budgets. He as an advisor and he does not issue instruction. His principal duties are:-
1. To render assistance in the preparation of various budget and there coordination and compilation into the master budget.
2. To compile information about actual performance on continuous basis, comparing it against the budgeted figure, ascertaining cause of variances and preparing reports based thereon and sending them to appropriate executive.
3. To bring to the notice of the management the need for revision of budgets.
4. To compile information of all type for the purpose of efficient preparation of budgets.
“Capital: Fixed assets used in production
" Budget: Plan of in- and outflows during some period
" Capital Budget: A list of planned investment (i.e.,
expenditures on fixed assets)
outlays for different projects.
3.4 What tools does industry use?
	Tool
	% use of each
Tool


	Primary method
NPV
IRR
Payback
AROR
	21%
49
19
8


	Secondary method
NPV 
IRR 
payback 
AROR 
	
24%
15
35
19





CAPITAL BUDGETING
Capital budgeting is a decision situation where large funds are committed (invested) in the initial stages of the project and the returns are expected over a long period of time. These decisions are related to allocation of investible funds to different long-term assets.
   
Capital budgeting is a continuous process and it is carried out by different functional areas of management such as production, marketing, engineering, financial management etc. 
BASIC FEATURES OF CAPITAL BUDGETING
· Capital budgeting decisions have long-term implications.
· These decisions involve substantial commitment of funds.
· These decisions are irreversible and require analysis of minute details.
· These decisions determine and affect the future growth of the firm. 
CAPITAL BUDGETING DECISION INVOLVES
THREE STEPS
1. Estimation of costs and benefits of a proposal or of each alternative.
2. Estimation of the required rate of  return, i.e., the cost of capital  
3. Selection and applying the decision criterion. 
2. 1. ESTIMATION OF CASH FLOWS
3. The costs and benefits for a capital budgeting decision situation are measured in terms of cash flows.
4. An important point is that all cash flows are considered on after tax basis. The rule is that all financial decisions are subservient to tax laws. 
5. The cash flow from the project are compared with the cost of acquiring the project.             
The cash flows may be grouped into relevant and                                                                                               irrelevant cash flows as follows:
	Relevant cash flows
	               Irrelevant cash flows

	· Cost of new project                              
·   Scrap value of old / new plant               
·  Trade-in-value of old plant                    
·  Cost reduction / savings
·  Effect on tax liability
·  Incremental repairs
·  Working capital flows
·  Revenue from new proposal
·  Tax benefit of incremental 
  depreciation

	· Sunk cost
· Allocated overheads
· Financial cash flows



Calculation of different cash flows may be summarized as follows:
INITIAL CASH OUTFLOW:
                Cost of new plant
              + Installation expenses 
              + Other Capital expenditure
              + Additional working capital 
              – Tax benefit on account of capital loss on sale of old
                                                                                plant (if any)
             – Salvage value of old plant + Tax liability on account of
                                capital gain on sale of old plant (if any). 

SUBSEQUENT ANNUAL INFLOWS:
                 Profit after tax 
              + Depreciation 
              + Financial charge ( 1-t) 
              – Repairs (if any) 
              – Capital Expenditure (if any).
TERMINAL CASH FLOW:
                 Annual cash inflow 
             + Working capital released  
             + Scrap value of the plant (if any).
                    

Methods of capital budgeting:-

At each point of time a business firm has a number of proposal regarding various projects in which it can invest fund. But the fund available with the firm are always limited and it is not possible to invested fund in all the proposal at the time. Hence, it is very essential to select  from amongst the various competing proposal, those which are given higher benefits. The crux of capital budgeting is the allocation of available resources to various proposals. There are many considerations, economic as well as non- economic, which influence the capital budgeting decision. The crucial factor that influences the capital budgeting decision is the profitability of the prospective investment.

(A) Traditional or non- discounting 
1. Payback period:- the pay back sometimes called as pay out or pay off period method represent the period in which the total investment in permanent assets pays back itself. This method is based on the principle that every capital expenditure pay itself back within a certain period out of the additional earning generated from the capital assets. Thus, it measures the period of time for the original cost of a project to be recovered from the additional earning of the project itself. Under this method, various investments with a shorter pay-back period is preferred to the one which has longer pay back period.
In case of evaluation of a single project, it is adopted if it pays back for itself within a period specification by the management and if the project does not pay back itself within the period specification by the management then it is rejected.
Payback Period

Payback periods are commonly used to evaluate proposed investments. The
payback period is the amount of time required for the firm to recover its initial
investment in a project, as calculated from cash inflows. In the case of an annuity,

the payback period can be found by dividing the initial investment by the annual
cash inflow. For a mixed stream of cash inflows, the yearly cash inflows must be
accumulated until the initial investment is recovered. Although popular, the pay-
back period is generally viewed as an unsophisticated capital budgeting tech-
nique, because it does not explicitly consider the time value of money.
The Decision Criteria
When the payback period is used to make accept–reject decisions, the decision
criteria are as follows:
• If the payback period is less than the maximum acceptable payback period,
  accept the project.
• If the payback period is greater than the maximum acceptable payback
  period, reject the project.
	TABLE 1                                    CAPITAL EXPENDITURE DATA
                                                    FOR BENEFITT COMPANY 

	                                                 Project A                                 project B

	Initial investment                    $42000                                        $45000

	Year                                                             operating cash inflow

	1
	14000
	28000

	2
	14000
	12000

	3
	14000
	10000

	4
	14000
	10000

	5
	14000
	10000



We can calculate the payback period for Bennett Company’s projects A and B
using the data in Table 9.1. For project A, which is an annuity, the payback?
period is 3.0 years ($42,000 initial investment $14,000 annual cash inflow).
Because project B generates a mixed stream of cash inflows, the calculation of its
payback period is not as clear-cut. In year 1, the firm will recover $28,000 of its
$45,000 initial investment. By the end of year 2, $40,000 ($28,000 from year 1
$12,000 from year 2) will have been recovered. At the end of year 3, $50,000 will
have been recovered. Only 50% of the year 3 cash inflow of $10,000 is needed to
complete the payback of the initial $45,000. The payback period for project B is
therefore 2.5 years (2 years 50% of year 3).	
If Bennett’s maximum acceptable payback period were 2.75 years, project A
would be rejected and project B would be accepted. If the maximum payback were
2.25 years, both projects would be rejected. If the projects were being ranked, B
would be preferred over A, because it has a shorter payback period.

Pros and Cons of Payback Periods

The payback period is widely used by large firms to evaluate small projects and
by small firms to evaluate most projects. Its popularity results from its computa-
tional simplicity and intuitive appeal. It is also appealing in that it considers cash
flows rather than accounting profits. By measuring how quickly the firm recovers
its initial investment, the payback period also gives implicit consideration to the
timing of cash flows and therefore to the time value of money. Because it can be
viewed as a measure of risk exposure, many firms use the payback period as a
decision criterion or as a supplement to other decision techniques. The longer the
Long-Term Investment Decisions. firm must wait to recover its invested funds, the greater the possibility of a
calamity. Therefore, the shorter the payback period, the lower the firm’s expo-
sure to such risk.
     The major weakness of the payback period is that the appropriate payback
period is merely a subjectively determined number. It cannot be specified in light
of the wealth maximization goal because it is not based on discounting cash flows
to determine whether they add to the firm’s value. Instead, the appropriate pay-
back period is simply the maximum acceptable period of time over which man-
agement decides that a project’s cash flows must break even (that is, just equal
the initial investment). A second weakness is that this approach fails to take fully
into account the time factor in the value of money.3 This weakness can be illus-
trated by an example
DeYarman Enterprises, a small medical appliance manufacturer, is considering
two mutually exclusive projects, which it has named projects Gold and Silver.
The firm uses only the payback period to choose projects. The relevant cash flows
and payback period for each project are given in Table 9.2. Both projects have 3-
year payback periods, which would suggest that they are equally desirable. But
comparison of the pattern of cash inflows over the first 3 years shows that more
of the $50,000 initial investment in project Silver is recovered sooner than is
recovered for project Gold. For example, in year 1, $40,000 of the $50,000
invested in project Silver is recovered, whereas only $5,000 of the $50,000 invest-
ment in project Gold is recovered. Given the time value of money, project Silver
would clearly be preferred over project Gold, in spite of the fact that they both
have identical 3-year payback periods. The payback approach does not fully account for the time value of money, which, if recognized, would cause project
Silver to be preferred over project Gold.




	TABLE 2                                    relevant cash flow and payback period for DeTarman enterprises project 

	                                                 Project gold                              project silver

	Initial investment                    $50000                                        $50000

	Year                                                             operating cash inflow

	1
	5000
	40000

	2
	5000
	2000

	3
	40000
	8000

	4
	10000
	10000

	5
	10000
	10000



	TABLE 1                                    Calculation of the Payback Period for Rashid Company’s                         
                                                                   Two Alternative
                                                                 Investment Projects


	                                                 Project X                                project Y

	Initial investment                    $10000                                        $10000

	Year                                                             operating cash inflow

	1
	5000
	3000

	2
	5000
	4000

	3
	1000
	3000

	4
	100
	4000

	5
	100
	3000

	Payback period 
	2 year
	3 year



A third weakness of payback is its failure to recognize cash flows that occur
after the payback period.

Rashid Company, a software developer, has two investment opportunities, X and
Y. Data for X and Y are given in Table 9.3. The payback period for project X is 2
years; for project Y it is 3 years. Strict adherence to the payback approach sug-
gests that project X is preferable to project Y. However, if we look beyond the
payback period, we see that project X returns only an additional $1,200 ($1,000
in year 3 $100 in year 4 $100 in year 5), whereas project Y returns an addi-
tional $7,000 ($4,000 in year 4 $3,000 in year 5). On the basis of this informa-
tion, project Y appears preferable to X. The payback approach ignored the cash
inflows occurring after the end of the payback period

Net Present Value (NPV)
because net present value (NPV) gives explicit consideration to the time value of money, it is considered a sophisticated capital budgeting technique. All such techniques in one way or another discount the firm’s cash flows at a specified rate.




2. DECISION CRITERIA 
TECHNIQUES  OF  EVALUATION


(A) Traditional or 
non- discounting 


1. Payback period
        2. Accounting Rate of
Return                                                   


(B) Time-sdjusted or 
discounting cash flows


 1. Net  Present Value
2. Profitability Index
         3. Internal Rate of Return







