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Final Portfolio Project:  Capital Budgeting 

 In our current economy, it is important for leaders, financial managers, and even 

investors to make wise decisions.  This is where capital budgeting plays a key role. Capital 

budgeting is the means of planning and managing a firm's long-term investments (Ross, 

Westerfield, & Jordan, 2012). In other words, this is the process of determining whether or not 

an investment is worthwhile.  This would ideally be achieved by generating a positive cash flow 

of assets that exceeds its costs.  It is important to remember that the goal of a for profit 

organization is to make money.  Therefore, "evaluating the size, timing, and risk of future cash 

flows is the essence of capital budgeting" (Ross, Westerfield, & Jordan, 2012, p. 5).  Most 

companies use multiple techniques for all of their capital budgeting decisions.  Since each 

method looks at the investment from a different perspective, it is best to employ various 

approaches and take the opportunities with the best return according to these techniques (Chron, 

2013).  There are four common capital budgeting techniques used to make these determinations:  

the payback rule, IRR, NPV, and the profitability index.  In the following portfolio project, I will 

describe these capital budgeting techniques including their advantages and disadvantages, 

provide examples of each type, and explain which of these techniques I believe to be superior to 

others and why.   

 The Payback Rule:  This is the total amount of time for an investment to generate cash 

flows sufficient to recover its initial cost (Ross, Westerfield, & Jordan, 2012).  For example, 

consider an investment where the initial costs are $5,000, which thereafter yields $2,500 a year.  

In order to recover the initial investment of $5,000, the payback period is 2 years where the cash 

generated is equal to the initial investment.  Some advantages to this method are that it is very 

easy to calculate and use.  Further, it would be extremely beneficial to companies that want to 
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know when they can recover their initial costs.  Some disadvantages would be that this method 

does not consider factors beyond the payback period.  Because of that, if a firm has a cut-off 

payback period of 5 years for a project, it may move past a project that has increased inflow 

beyond the payback period.   

 The Internal Rate of Return (IRR):  The IRR is the discount rate that makes the net 

present value (NPV) of an investment zero (Ross, Westerfield, & Jordan, 2012).  "The IRR is a 

percentage very similar to an interest rate and is used to compare a capital investment against 

other kinds of investment" (Chron, 2013).  To calculate, divide the expected profit by the 

expected expenditure to arrive at a percentage of returns. In general if the IRR of the project is 

higher than the cost of capital the project is accepted, or else rejected.  Some advantages to this 

method include that the initial calculations are easier to perform and understand for company 

executives who may not have a financial background (Financial Web, 2013).  The disadvantage 

of the IRR method is that it can yield abnormally high rates of return by overestimating the value 

of reinvesting cash flow over time (Financial Web, 2013).  Further, this method cannot 

distinguish between 2 projects therefore the IRR method will select the project with a higher rate 

of return. 

 Net Present Value (NPV):  The NPV is the difference between an investment's market 

value and its costs (Ross, Westerfield, & Jordan, 2012).  In general terms, a project will be 

accepted if the NPV is greater than zero.  The higher the NPV, the higher the value created in the 

project.  Advantages of NPV are that a firm can easily see the profits created from a project thus 

reducing the risks and unknowns associated with new projects.  Further, as it utilizes time value 

of money, it can maximize a firm's value.  Some disadvantages are "the method's dependence on 

correctly determining the discount rate. That calculation is subject to many variables that must be 
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estimated" (Financial Web, 2013).   

  The Profitability Index:  This is the present value of an investment's future cash flows 

divided by its initial cost (Ross, Westerfield, & Jordan, 2012).  Some advantages are this method 

considers all cash flows of the project and the time value of money.  Further, it can be very 

useful to a firm when selecting a project.  Disadvantages are it requires an estimation in the cost 

of capital, and when it comes to single projects it may not be practical. 

Capital Budgeting Examples 

For the purpose of this project, consider that my firm is considering the following project.  We 

will evaluate it based on the above discussed techniques. For ease, let's take a project which has 

an initial investment of $10,500 and net cash flow as follows: 

 Year 1  Year 2  Year 3  Year 4  Year 5 

 $2,000  $3,000  $3,000  $2,500  $3,000 

Assume the cost of capital is 10%.  Now the firm can evaluate the project using the above capital 

budgeting techniques as following: 

The Payback Period 

Net Cash Inflow = -10,500 + 2,000 + 3,000 + 3,000 + 2,500 + 3,000 

Here, we can see that the $10,500 is recovered at the end of 4 years so the Payback Period would 

be 4 years.  So if, the company has a cut off of less than 4 years for projects, this project would 

be accepted.   

The Internal Rate of Return (IRR) 

Now to find the IRR of this project we need to assign the value of NPV to 0, and solve for IRR 

NPV = -10,500 + 2,000 / (1+r) + 3,000 / (1+r)2 + 3,000 / (1+r)3 + 2,500 / (1+r)4 + 3,000 / (1+r)5 

=8.64% 
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The IRR of this project is 8.64%, which is less than the cost of capital 10%; therefore the project 

should be rejected by IRR considerations. 

Net Present Value (NPV) 

In this case, the discount rate used shall be equal to the opportunity cost of capital of the 

company, which is the best rate of return the company can earn on a separate project with similar 

risk.  

NPV = -10,500 + 2,000 / (1+0.10) + 3,000 / (1+0.10)2 + 3,000 / (1+0.10)3 + 2,500 / (1+0.10)4 + 

3,000 / (1+0.10)5 

NPV = -10,500 + 1,818.18 + 2,479.34 + 2,253.94 + 1,707.53 + 1,862.76 

NPV = -$378 

The project shows a NPV of -$378 at a 10% discount rate; hence it should be rejected. 

The Profitability Index  

= NPV/ Initial investment 

= -378/10,500 

= -0.036 

 In conclusion, above I have demonstrated four of the most commonly used capital 

budgeting techniques and stated some of their advantages and disadvantages.  Of the four, I 

believe that the net present value (NPV) method presents the most valuable information to a firm 

and therefore would be superior to the others.  While there are disadvantages to all of the 

methods, I like the NPV method the best as it takes cash flow as a result of the investment and 

compares it to the cash outflow in order to make the investment.  Because flows take place over 

time, NPV calculates all of those inflows and outflows over time, takes inflation and foreign 



FINAL PORTFOLIO PROJECT  6 

exchange rates into account, and expresses the final benefit to the company in terms of today's 

dollars (Chron, 2013).  
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