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Capital Budgeting Techniques as a tool for

Management Decisions

Dr. Mohammad Nawaiseh / JCPA

There is no doubt that the capital budget. or capital project evaluation
is one of the most important areas of the company’s financial manage-
ment. It is considered as an imperative tool in the process of planning.

execution and control.

Since; they determine the selection of investment projects that will affect
company’s value.

This area encourages companies to focus on techniques that are beneficial
in response of interest in these applications. and call for researchers to

focus on this subject.

The vast majority of studies on this topic was
conducted in developed countries: i.e.Sweden (Sven-
Olov Daunfeldtl. Fredrik Hartwig2. 2014). Canada
(Graham. Harvey. 2001). France (Brounen et al.. 2004).
and the Netherlands (Hermes. Smid. 2007).

The research on capital budgeting also conducted in
countries in eastern and central Europewhich have a
lesser degree of development compared with Western
Europe countries and USA (Tomasz Wnuk-PEL: 2014).

Other studies on the capital budgeting use also
were conducted in Asian countries such as Hong
KongMalaysia and  Philippine(Tomasz =~ Wnuk-
PEL: 2014). The researches on the capital budgeting
application were also conducted in Poland (Rogowski.
Kasiewicz. 2006). Many companies still rely on the
simplest or traditional techniques of control budgeting
for evaluating their projects ( Brealy and Myers « 2005 ;
Hermes  Smid & Yao « 2007) .

Different capital budgeting techniques are generally
accepted in the business; Net Present Value (NPV);
Payback Period (PBP); Profitability Index (PI); Internal
Return Rate (IRR); Accounting Return Rate (ARR);
Discounted payback period (DPP).and Economic Value
Added (EVA). Various capital budgeting techniques
are used to make investment decisions; new projects;
Expansion of extending operations; Leasing of assets;
Modernization; merger and acquisition. The choice.
however. is not arbitrary. and textbooks on financial

management often encourage the use of net present
value method; since it incorporates all cash-flows that the
investment generates as well as the time value of money.
while discouraging the use of other techniques. such as
the not discounted payback method (Brealey and Myers.
2003). Other methods. such as the internal rate return
(IRR) and payback methods are often criticized and
also do not consider the time value of money: and also
ignores cashflows that occur after the maximum payback
time(Graham and Harvey. 2001) and (Bennouna et al.c
2010).

IRR can be misleading when a choice must be made
among mutually exclusive projects. because of so-called
multiple rates of return (Ross et al.c 2005). Discounted
payback period does not ignore the time value of money.
but still ignores cashflows after the maximum payback
Fredrik Hartwig:
2014). Other studies investigated the use of capital

point (Sven-Olov Daunfeldt. and

budgeting methods in different countries. (Maroyi and
Poll 2012) indicates that NPV (69%);IRR(46%) ;and
PBP(23%) were the most common techniques used in
South Africa.

Most of these companies agreed that all companies
use capital budgeting techniques when making capital
investment decision; but all researches came to an
agreement that the proportion of using each capital
budgeting methods is different. From this context;the aim
of this paper; is to analyze the practice of capital budgeting
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techniques in companies operating in industrial sector.
and in particular. to find out the answer of the following
questions in response of capital budgeting techniques
used in theoperating industrial companies in Jordan;
(i) what are the most used capital budgeting techniques:
and what are the degree of application of different
techniques?;Does the company use discounted cash flows
based capital budgeting techniques (Recommended )? ;
(ii) What are the obstaclesthat might undermine the use
ofcapital budgeting methods?; Or.what are the reasons as
to why some of the methods were not utilized.

Horngren. et al.c (2005) defines capital budgeting
as “long-term planning for making andfinancingall
investments that affect the financial results over the
financial period longer than just the next period
“.Companiesin emerging economies such as Rwanda
(Mbabazizie.2014);Jordan(Khamees. B Ahmad. et al
2010.); Pakistan(Hussain. Asifc and Imran Shafique);
Finland(Liljeblom. et al2004); and India(Verma«2009)
are shifting towards more advanced techniques in the
use of capital budgets. but that will be in terms of large
companies. Small sized companies in these countries are
still using the payback period as a key tool for evaluating
the investment. In many cases. there is a majority of
large-sized companies are still usingdiscounted methods
as a secondary technique.

There are twelve capital budgeting methods that are
recommended or not recommended by textbooks
(Table 1)

Tablel.Capital budgeting techniques recommended
or not through textbooks

No. Method Situation | No. Method Situation
] Net present value N 7 Value-at-risk N
(NPV) (VAR)
2 Annuity v 8 Real options R
3 Adjusted net N 9 Payback Period »
present value (APV)
e Discounted
4 | Profitability index y 10 el s X
Accounting
5 | Sensitivity analysis ‘/ 11 Return Rate x
(ARR)
p Earnings Multiple N b Internal Return »
Approach Rate (IRR)

Recommended (V); Not-Recommended (x)
Source: Graham and Harvey. 2001

This research is exploratory based on a careful review
of the existing literature. In addition to the financial
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data compiled from the annual company reports in
2016;moreoverthe researcher developed a survey in
the form of a questionnaire circulated by hand to
50 peoplewho are in charge of capital budgeting or
responsible management.Respondents
were asked to score some questions on a scale of 0
to 4; with 0 meaning “never’c 1“rarely”c 2 meaning
“sometimes”c 3 meaning “frequently” and 4 meaning
“always”. (NPV); (PBP) (PI); (IRR); (ARR); (DPP) and
(EVA);Which factors encourage the selection of capital
budgeting techniques of operating companies; What are
the obstacles that the companies might face in applying
capital budgeting.

for financial

Respondents were asked to indicate that what kind
of capital budgeting techniques theyuse. A list of
different nine methods was given to provide their own.
In some cases. respondents selected several methods
.This research was formulated to explore if majority of
companies in Jordan under study apply one or more of
the recommended techniques of capital budgeting or
not. To verify this. we observe that companies use these
techniques as follows:The most popular recommended
method used frequently or always was the NPV with
(69.05%) of respondents making use of this method as a
primary technique;means that this is the most frequently
used technique in the operating companies surveyed to
review new projects. this use of NPV in the Jordanian
companies seems far less common than in the USA. the
NPV was used by 74.9% of USA Firms; and 75.7% always
or almost always use IRR as primary method (Graham
and Harvey ¢ 2001) . The second most popular method
not recommended used frequently or always isIRR
(63.81%). followed byPI (62.86%). Despite its theoretical
problems (Correiac 2012). thePBP was the fourth most
popular method (60.48%). together with ARR (60.48).
whilst about (37.62%) of the companies surveyed;
frequently use SA. In fact. a limited company usesEVA.
with (25.24%). and ANPV with (33.81%). Mean values.
standard deviations: and Frequenciesfor the used capital
budgeting methods are shown in Table 3.The highest value
of mean indicates more extensive use of the technique.
The results are depicted graphically in Figure 1 to indicate
ranks in the use of capital budgeting methods. I conclude
thatonly two out of four methods recommended by
finance texts are extensively used; NPV (69.05%) and
PI (62.86%);While two other methods; ANPV and SA
techniques recommendedare found to be almost equally
used methods « being frequently applied by (33.81%)
and (37.62%) respectivelyIn addition. it should be



mentioned that the combined proportion of companies
that use each of these two groups of techniques are
different ; not recommended compared to recommended
methods;( 47.60% <50.83%). Thus. I have an evidence to
conclude that companies mostly use capital budgeting
methods recommended when choosing among other
appraisal techniques.These findings suggest that (60.48%)
of respondents ignore the PBP weaknesses in literature
which does not consider the time value of money; ARR
also have been employed by (60.48%)because it is also
more flexible. agile « ease ofcalculation and require less
effort when compared to others. In additionc EVA and
SA were never used by participants of the companies with
(74.76%) and (62.38%) respectively. Thisfinding suggests
that the low percentage of adoption EVA and SA is due
to the complexity of these techniques. in addition to
the lack of adequate experience and knowledge for the
participants;this result alsomighturge other researchers
toconductsimilar studies in the future from various
developing countries.

The relative usage of capital budgeting methods can
be depicted by the following figure 1:

o ——
oPap
ANPY
L1

PRP

P

IRR

>
=
=

NPV

DD Ll IO 30000 40uDDN. SO000N  GDOONW P00 30.000

Figure 1 The relative frequency of capital budgeting
methods used

The most important obstacle that company might face
has scored a mean value equals 3.5 ; which is the Lack
of expertise and knowledge « followed by the Lack of
specialized accountants (CMA «CPA ( JCPA and CFA ) «
and the Lack of top management support that both have
two means equal 3.4 and 3.3 respectively this means
that respondents agree to the importance of these three
obstacles having items 1. 3c and 10.Unavailability of data
scored a mean of 3.07 as a one of the obstacles that the
company might face in case of using capital budgeting
techniques. Lack of specialized accountants (CMA) .
Too sophisticated to apply in practicec No confidence
in the use of projected cash flows. More specifically. the
listed capital budgeting techniques were not all equally

used. I conclude that operating companies in Jordan use
the same methods as companies in some other countries
like Poland (e.g. Tomasz: 2014)«and the degree of use is
lesser in comparison to the developed countries in North
America (Graham: Harvey. 2001) and western Europe
(e.g. Daunfeldt and Hartwig: 2011 ).These conclusions
represent a sign that most of companies have adopted
DCF that consider time value of money for project
assessment;It is recommended that companies in Jordan
adopt more capital budgeting methods like: NPV;
ANPV; PI: andSA « in addition to give more attention
to use of traditional techniques. particularly for the
smaller investments.Among the limitation is that the
questionnaire does not have any actual indication about
the cause of the use of more or less advanced techniques;
we cannot be sure what methods were actually used; that

is thus that is a topic for further study.

The study reveals that there are differences in the use
of capital budgeting techniques due to the size of the
operating companies measured by logarithm of assets:
possibly respondents’ experience and professional

qualifications.

To give more priority to control budgeting techniques
that

recommends that Companies should handle with strict

considers time value of money. The study
care CBT: because of its impact on the future of the
company.

Some Ignorance on the use (EVA) and (SA) has been
reported; thesetwo methods should be supported and
given more attention. The impediments of the application

have scored a combined average of (62. 6%).

Not surprisingly. companies with more qualified
respondents (finance managerscCFO: Chief accountant)
in professional certificates and experience have the
significant influence on the use of capital budgeting
techniques.Future researches can focuson the effect
of inflationused onthe use of capital budgeting
techniques.or the effect of capital budgeting technique
used on company’s financial performanceanother area
of research to have the merit to explore role of capital
budgetingmethods in helping companies for the efficient

allocation of resources.
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