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ABSTRACT

~Tho purposu of the study was Lo find out ti:3 policy and practica
af-Indian'cnmpnnius'regarding varicds phas. s of tha capital oxponditure
planning ond contrci, and to ascortain corporate axacutiveos' opinion
on thu linkﬁge between the copital budguting and the corperate stratagy.
bobeoilod questicnnaires weras sent to fourtuon cemponios which had

agrucd to particiﬁate in the study.

Tha study roveals tho fsllowing: (i) Thz dofinition and classi=
ficaticn of capital uxpandituros iB guided a lot by zceounting convan-
tign and tax regulations. (ii) A vory. large numbur of projact idoas
aro goncrotad at, the plant lovels. Thus the investmont idoea generation

> —
is a Qg£§omuug orocass.  (1ii) The authority gn prograss and approve
invostmont propossls and to spand mensy for epprovod oxpenditurcs is
rigidly cuncuntfatud in the hands of a fuw top manogumont officials,
{iv) A large nﬁmbar of busincsé oxucutives lack concoptual clarity
in cstimsting cash flows. {v) Almest all compani.s use payback as tha
gvaluaticn criturion. About threeefourth eomponics uso NPY or 1RAS
but mene of the companices uses any of the scphisticated criteria
without payback, {vi) Sclling prica, produst domond, t¢§hnological
changus anms governmant policios contribulta invostnent r}sk. Sensitivity
analysis is thi most popular method of handling icvestmant riske
{vii) Componles hardly face capital shertoge.  Hu compzny usos mathoe
matical mudoel to select project urder crpitcl roticning,. (viii} It is a

commen oractice in India to roapgraice approved projectse Thu power
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to rauiaw raalrdpraisals is anCdﬂtrﬂtdd at tna t(_‘]:. ; (ix) In plfacticu,
strotegic considerstions (as well as a nur . of qualitative foctors)

arc considorod to ba very important in the investmont clanning.

On the basis of the findings of tho study ond oxperioncoes
of othar countrics, o deseriptive mode) for the copital axpoanditure

planning and centrel is dovalopad.



CARITAL EXPENDITURE PLANNING AND CONTROLS
A SURVEY OF INDIAN PRACTICE

Capital expenditure planning and co.trol is a procesg of
facilitating dacisions covering expanditures For]lcng-tarm assets.
Capital uxpanditures can ba thought of as thgse invastmants on
assot itoms thot providae futura savings putﬁntial. Sincs 2 company's
profitability, noy its survival, is pureoeived to hings on copital
oxpanditures, porticularly the lorga onues, the importzncz of capitﬁi

gxpanditure plopning and control is puarvasiva,

It is significant to note that in the theoreticzl literstura

on tha capital expenditure plaoning and control, the svaluation phasa
.

has boun accordad the maximum amphasis, A;so tha adoption of the dis-
countad cash flow (DCF) technigues has bcu% advocatad. Uns can tﬁink
of twyc reasons For this omphasis on the ovaluation phasa. First,
this phasa is gasily qmunabla for a structurcd enralysis then cther
aspacts of the capital oxpenditura planning and controul. Sccond, the «
Uualuation phnsu'is considarad te bu tho r. t important aspugt of tha),
capital budgating procass by ccadenmicians. It moy bo notod, howa T3,
that ne ampirical vurification of this contantion 2xists, Proctie
tionors, on tho other hand; considar othaor phasis uﬁ tha copital
hudgoting procass as more important than tho gvaluation phosa. An
Amsirican businassman has, for oxamplu, identifiod nins stops in tha
inveetmont decisionemoking procoss whers sveluotion of thu projoct's

not banafits is ona of tha staps Izﬂz:z, Ha staotaod:



"In gonaral, most ccodumicians and many practi-
tisnurs houg ovure-cstimetod the importance of
uualuatiqﬁ?....., and acadomic work Guer the

last twe decadas nas concantrated oo improving

the techniquas that "meoasure net benafits".
Actually, measuring net bonefits is one of tho
lsast importont steps, but at the same time, it

is ono of the easiest aroeas for wnich to racommand
and implumant changGS.,ZEmphasis addqé?

In fact, a good copital axpoenditure planning and control would ba
mora theon just cvaluats and sol.et individual projocts. 1t should
oncompass the entira aspoets of an invastment programin: and spanding
2s woll as must tie into tha firm's long-ranga planning ﬁnd corporata

stratagy.

b

Tha rescoarchors in thair eﬁpiricnl;étudias h-va idontifiod
various distinct-phosas of tho papital budgating procaesss  Ip an
oarlisr U.5. study iq 1962, Haynos and Salomon 17547‘notad fivo acti-
vitius of the capitol budgoting procasss (i) saorehing for investe=
mint opportunitiss, (ii) farecasting the supply cond cost of funds,
(1ii) wstimeting cash flows and other benuvits, {iv) ranking and
choosing among projects, and (v) posteauditing. In 2 subscquent
study by Aékurman Zfﬁ;7 in 1970, thrae phasas of tho cépital.budgat-
ing preeess wero idontifieds (i) definition, where investment proj.cts
were identified that will correet discrepancies or davaelop businass
opportunities, {ii) impatus, or tha forco thot movus a projoet
toward funding, and (iii) authorisation, or tho szeuring of funding,
In o comprehansive survey of tha inuastmant practiess of the British
companios, Rockloy 1714;7 nssumad fiva staps of th2 espital budgeting

process: {i) originaticn of invustmant propossls, (ii) copitel



axpenditure autherisation, (iii) proposel evaluation, (iv) expenditure
control and (u) decision appraisal (pmst-audit). In the Indian
contaxt, Purwal.£-14;7 in his study in 1969~70 identified four stages
of the capital budgeting process: (i) initiatinn, (ii} gvaluation,

{iii) approval and {iv) control.

While many different phases have been identified, one may
ceonveniaently categorise the capital axpenditure plerning and control
into five genersl phases: (i) identification or origimetion of inueét-
ment opportunities, (i1) development of foracests of benafits end
costs for various alternativaes to taks advantage of investmant
opportunity identified, (iii) evaluaticn of nut banaéits for solact-~
ing capital projacts, {iv) outhorisotion for progr.ssing snd spanding
capital axpuhditufas, and {v) control of cipitnl proj:cts, Past
surveys in India or cbroad have not focuscd odeustely on 2ll phasos
of the capital axpunditure planning and contrcl. Since phases othor
than wvoluation agre importont, roscorch on thoso phasos of copital
budgating is necded. It is in this light that the prasent oxplora-

tory study was undortakana

Thz objoctives of the study are:

3
(1) to find out tho pclicices and procticos of Indian
companies roegarding tho various phases aof tha
capital expenditura planning and control, and

{2} to test the cpinion of the busimass oxacutivos
nn the neod of linking eorperante stratogy and
invostmaent dacision-moking.
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Two detailed gquestionnaires were sent to the companies uhtch
had agree§ to participate in the study: One regarding the investmant
evaluation practiuesﬁand another ragarding other phases of cepital
oxponditure planning and control, Fourtean companies raplied the
first guostionnaira, whils thirtooen compeniuss rasponded to tha sacond
quastionnairc, Twelua companias wore common. Tha profilas of tha
companies which participated in ths study is givon in Tabla 1. .It is
cloar from the tabla that these companiss belang to diffarant businassas
and have differcent charactoeristics in torms of siza (eolus ond nﬁmbur
.nf amployvas), capital intunsity {not tangiblae fixad ~ssats), volumo
of sponding {capital oxpunditure incurrad), and lavsl of t;éhnDIOQy.
Thusjthay ruprasaent voriocty.

- -

DEFINITION AND CLASSIFICATION
1
}

In principlo, copital oxponditurc includas all such axpandie

ture which is uxpoctoed to produce banofit to thae firm oveor a pariod
longur than the accounting perisd of one ysar. This dofinition is
quitc broad, and uvncempassas both tangible as woll as intangibla‘
assots cfaatad by the incurrence of capital uxponditura., Thus monay i
spunt on R&D is as much a capital exponditura as monay spant in
acguiring a plant. It was thus thought vital to find out thu Qay
capital expondituras woera actually definad by Indian tomponics cnd to

dutufmina the typos of oxpenditures which thay subjrectod to capital

budnating precodures, whatsoover, in forca.

Most sample companios providud traditionsl dafinition of

eapital oxponditurc: Expancditurs incurrod on Fixaed 2ssats wns



Table 1 ¢t PROFILE OF SURVEY COMPANIES

Namc of Company

chenicals ctc.

Nature of Business No.of Sales Net fixed Ca '
: o pitsl ox- Level orF
{alphabatical order) Emplo- . essets penditure Techno~
. yess (R.million) _ ~ o logy
_ (fsemillion} (Rs.million)
Blow Plast Limited Plastic Products 3,500 354 83 28 Madium
Contral Machimo Tool Institute Rasoarch and deva- 441 11 40 53 High"
~ lopmant .
Eibatul Limitad Sulpha drugs and 579 176 65 19 Madium
‘ ;. chomicals 7 i
Colour~chow Limitod Eyas and chumicals 1,650 448 173 12 Madiuin
Grosvas Cotton Company Limitod Trading and manu- 1,880 1,045 27 9 High |
- facturing — '
Hinduston Cablos Limitaod Cables and wires 5,500 938 '+ 255 75 High
Hindustan Ciba~Goigy Limitod Fharmacouticals, 3,000 - 876 203 65 High
cohsusar products,
dyestuf{ . ‘ :
Betrofilos Co~cporativas Limited Polyastor filament yarn 1,500 400 410 g5 High
Ranc Barko Lining Limitod Auto Ancillary 500 85 26 6 - High
Richardson Hindustan Limited Pharmacouticals 705 204 30 7 High/ Modium
Tharmax Privabto Limitad Beiloers, watar 1,800 405 78 41 High
troctment plants atc. ]
Tuba Ifnvoastmsnt of India Limitad Industrigl raw 4,100' 700 160 40 Madium
z matericls
VYoltas Limited Marksting and Manu~ 8,500 3,560 150 24 High
facturer of aircondie- :
tionars, refrigoerotors
forklift trucks ote. .
Warnsr Hindustan Limitod Pharmaceuticals, 1,000 240 20 7 Madium

i
*

Neta: Data relato for the yaark¢§83£1383
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included in the definition. One company = a vary 'arna multi=nztional

in the private sector ~ did not bind itself -ithin the gne~year account-

ing period, It defined capital expenditure as "any axpenditure thot

gesultsrin-thu creation of a tangible assat with o lifo of mora than
thra@ yaars', ZEmphasis addqj? It was the practice of some of the
ccmpaniué to.uxcluda axpanditura upto a cortain amount (say fs,5,000

or Rs.10,000) from the dufinition of capital expundituro, In cosz of
guite a few companies, tho scopw of capital expenditurs was influoncged:
by tho rqgulatiéns, particularly roilating to toxotion and tax incaentivaes
an& the managehant‘s_interpratatiuns nf thoss regulations, Thus ssveral
companios were found to exclude large sums spent on advortisemants,

R&D, employoes' training etc, These expenditures wors oxponsed aos
rDUBDQB items for tax purposos. ’EEQ uxcupt?nn was a pharmacautical
company which would capitaliso 3ll fixed cs;uts including R&D irroe-
poctivo of volue. Fow companies 2lso riaported that thoy did not czpi-
taliss roplacement of sparc parts, knowehow cond fuus and pollution
control aquipmant. It is thus obvious thot the influancs of tax sccouny-
ing’in dofining copital expenditure is vory strong, Alsa, prend;turu%
creating intzongible assots ore not classiflad os copitzl expanditurs by

many firms in practica,

for planning and control purposas, managasnont+literatupe
recagniias savoral lavals of docision=makings In tho liturnturu,'
fuﬁ uxamplo, throo laoyals of dacisionemaking hove boan iduntie
Piodt (i} oporating, (ii) odministrstiva, and {4ii) strotugic./ 57,
Tha capitél budguting docisienemgking cotld also bo ectugorisoed into

thosu throo luvels., The oporoting copital budgeting may inclade



minor expenditures such as office equipment, and may ba'easily hendled
by lowsr leval ménagemant. Un the other extreme, tha stratefic cepital
budgeting expanditurc iﬁvn}uing large invu: "monts, such as acquisition
of & now hus;ness, would ba unstructurod in natura and would ba gono=
rally handled by top maﬁhgament. In batwaen thaso two lavals, comus tho
administrative eapital budgoting uxpandifurua of madium size, somi-
structured in nature and to be handled by middle manzgemant, Koeeping
in viow thu difforant lovals of dacision-making, capital expenditﬁras
ccould bo clessified in o way which would rufloct the eppropriats |
managorial offorts to be placoed in plenning and controlling them, One
useful classification could bas (i) strategic projects, (ii) gsneral
roplacameﬁt projcots, (iii) expansion in the existing line of busincss,
(iv) oxpansion in the new line QF business, and (v) statutorily
rdquirad and welfars projects. Furthar, éﬁch of thesa categorics
_could bi sub-classified according te funds?raquired by projeects. Thao

" 71 per cont companies survayad classified copital uxpendituras by nssat
catagory. Land ond building, plant and machinery, furniture ond
fixtures and aloctric installation arc the most common assot=wisa
classification of tha capitsl projects. Such clsssification is‘hard;y
of much uso in planning and controlling cspital oxpenditura, THree
companiis, howavar, warce found bto davictae from tha ass#t-wisa-clnssi-
fication and medo classificotion usaful for dacision?mdkiné puUrposa,

A toys and plastic product manufacturing company, having salas of

Re4 350 million and caploying 3,500 umplaycus, made the Following
classific~tions (i) renlacument Fﬂrfﬁost rodiction end muchanisation,:
(ii}) ruplacemont of wormeout oguipment, (1ii} plent capacity expansion,
(ivj new projuect lina, (v} welfare coctivity, (vi) statutory puequipaw

mant, and {vii) strategice. Yot a pharmaceutical company, salus being



Rs.876 million and numbef of employees baing 3,000, had the following
ca%eguries of capital projects: (i) project under implementation,
(ii) new projocts, (iii) oxpansion of existing equipmant, and

(iv) roplacomant of existing oquipmunt. One mora company with
.a,100 umploycus and a salos of Rs. 700 million catsogorisad its capital
pranditura as follows: (i) replacement, (ii) modornisation,

(iii} oxpansion, (iv) roscarch and devalopmant, (v) naw projoct,

(vi) divorsification, and {vii) cost reduction schames,

it is significant te noty thot thesa threo manu Foecturing
companies are quitae larqe in topms of sales, number of employsas and

avorage annual cepital exponditure ineurraed,

CREGIBAFLON

The capital expenditure planning implles allocation of limited
rJsourcas. It also implias 2 mumbor of inuéstmant'nppnrtunitias or
at loast the reed for them. But such invastment opportunitios hovu to
be idantifiod or croated: Thay do not nceur . Jtomatically, Idantie
fication of investmunt oppoptunitive is tha first nocussary stap in
a sucgussful capital budgeting planning. For example, King'112;7-ﬁntad
the following from his coso studiuvs:

"Excopt for the ropotitive and the trivial it id apparant

from both my cose studius znd thoso “portud in the

litaraoturo that capital projects do not bagin lifo in a

Tiling ecabinat ecwaiting only thu tidiocus eolluction of

the information nocessapy for thoir vvaluation, Thay

muat b greatedt.
Similarly, Haynos and Solamon [ﬁ. 7 statads:

"0ur ense studics state that tho highust peiorigy

should ba #8s8igned to the scarch foro cltornativas,

the soarch for information, and the corrock ProGCuEss-

ing of the available data befornu ronking formals ora
applied’,



Thus in this study, it wos thought tc bao of prims importanca
tc find out whora the investmant idaas came from and what procaduras
wara in oporation for tha purhosa of stimuloting capital axpanditﬁre
ﬁrupusclé. Our survey showad that tha sourcas of capital expandituryg
proposals were not widoly sproad throughout each company. A narrow
group of employusus provided the mejority of invostmont iduas as indi-

catud balows

Tabloe 2 ¢ SOURCES OF INVESTMENT IDEAS

ereo - .
Porcont of Percont of Componias

ldeas Board Divisions  Plant Marketing  Othor
Originatud
. dapartmant

- 5 15 B 8 23 0

{

- 20 54 15 8 15 31
21 - 50 8 23 23 B 0
51 = 75 8 15 38 b

Abova 75 : G a 8 g o

In case of ghout 46 pur cunt of thu companiss, mora thon SQ .
per cant of the investment ideas wera gonarated =t tho plant 193,
Tha cantribution cf board in iduya gunarztion was ralctiualy.insigni-
ficant (oxcept in th: cosu of two companius, ona of them buing o
govarnmant company), although obout twoethird of comzanies dqﬁandad
on bocrd upto 20 pcr.cunt of tha inuuctmaﬁt iduas. Twe companias

clsp ruported that they depondsd on the rusecrch cantras for about

10 to 20 per cont of the inpvastment idoas. Thaso findings may giva
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an imprussion that invostment dacisionemaking process is largaly

a botﬁnm-ua procuss in Indic. It is reall, dengorous to moka this
kind of a ganuralisation since o distinetion nosds to be mada batwaan
typas of invastmont idoas genorated at various lavuls.l Tha mojority
of‘tho idazs gonerctoed at plant lovel may rulate to routine replaco-
mants or improvemsnts, while the ideas ganeratad at board loval may
ba thu major, strategic projects influancing tha profitability and
diraction of tho company in a substantial way., Tha smoll porcontagae
of idoas gonuratud ot thQ top managemant level might, in faoct, ba

invastmont proposals requiring hoavy capital expenditure.

What procodures form basis for generating investmant idoas?
A majority of companics (78 per cent) depandad on mapagoement sponsorad
studios Fdr.prujuct idontifications Formal stiggestion schems and cone
s:ltancy advice werce also used respoctively by 54 pay cont ond 46 por
cont companius.‘ Except about onowthird of the companias, which ﬁithur
usud formal suggaestion scheme or managamen’. sponsorad studiss, all
othar comanioes usod cumbina£ion of maﬁhods for originating invostment
idoas, Financial incontive, oxcapt in caso of ona company, was ha?diy-
usad in practica for genurating investment proposals.  Companias also
ruparted ogthur offorts for searching inuestmant projactss (a)_rouiuy
of rosearchas donu in tha country or aobroad; (b) candu;ting markat

supvoys; (o) duputing uxocutives to inturnational trade fares ste. for

idantifying nouw technoloqgy/products.

What proctices cre followod by somponios ragording submission

¢f investmunt preposals onca thay hava baon idantifiod? Tho annual
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Uxorcisaé play an impertant rola in the omargence of capital expdndi—
turs proposals, This fact may result in a restriction on the power
to mecke invostment probnsal to certain times in tha year. Execapt in
cose of'31 p2r coent companios, cll octher cempanias Jid not bava any
rustricticn -in teoms of thae timing of éubmissinn of tha invastmont
nroposals., The practice of submitting proposals any tims during the
yoar has the advantago of auaiiing tha banuafits of invastmant opportu-
nitics continueusly. Tho companiaos which rostricted tha submission of
nroposals had tho following practicass

ki) The submission of proposals should coingide with

the plan poriod.

(ii) Proposal should be submittad 3 months beforu the
financial year begins,

(iif) In cese of a large multi=-national gqompany, 70 per
cant of the proposals were submitted during
August=September and 30 per cent could be
submitted cny tima.

(iv) Another company had restriction of submitting
preposals during May and June.

DEVELGPMENT

Davelopment of altornacive coursas of cction avoilsble to
he firm is the next stup-cnce invostmant onportunities hava boen
idantifisd, .Tho most important part of tha davzlopmont  procass
involvos tha foracnsting ond detormination of cash flow information.
Tha cash flow ostimates have at locst throa distinet componintss:
(i) initial cost of invostmont, (ii) annual oporating cash flows, and
{iii) torminal cash flowse In princinla, cash flows should ba pra-

pared cn incromentol bseisde The ihitial cust of project would
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genorally consist of tha cost of nrojoet (plant, oguipment and other
facilitios) plus installaticn cost plus not working capitel ragquiroed
minds not funds realiseod from the sale of ruploced assats {(in cose of
raplécument decisions). If tax incentives, such 28 invostmont zlliow-
ence tax shiald, arc availsblo, they should zlso bs adjustad in tha
initial cost cf tho projecte Tho initial cost moy bs spread cuor o

" numbar of yoars. The annual operating cash flows would bo arual to
incramantal casé ravuenuas minus incremontal cash outflnma,‘including

tax. Tha tdrminal cesh flow of a projuct would includa nat funds

roalisad from the sale of the assat plus the working copital ralassad,

in th# prusunt study, thors was a complote unanimity amongst
all companiss to include tho assef*% prico ns quotod by suppli@ra
and installation costs in thz original cost if tha projqct; The copi=
tal ticd up in any project is not just the expunditura on 'fixod!
assots, but additional expenditure is paquired to 'work! the fixaed
assots. This working copital should be providad for whils astimating
the initial cost of the project. Only 43 pur cont companics included
working capital in tho initial cost. A fuw companies also muntinndﬂl
that they would alsu include custom duty, sales-tax and insurance
in the initial cost of tho preojecte. A‘company was also found to
include intorest cost in thoe initial invostmant. écmafimos, nllou~
ance for continguncy was also madus Survay componies wore aqually
gividad in the treatmant of the procaads from tho salu of oxisting
assats, Hhif of thom statsed that thoy reducod the initinl eost of thoe
initial proposal by tho procoeds, Although 50 soep cunt of tha

companics digd not adjust for tha saly procsdds gf tho oxisting asacta,
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yot all compznivs did have some basis for valuing thom. Tho 57 pur
cant coumpenics found deprecistad value, while ramaining 43 por cent
found currant valuo for tha cxisting ossots. It is significant to

nﬁta that thesc companiags which adjusted sale proceoads of the axisting
aééats usaq their current valus., All companias, uxcopt o gevernmant

. company, daotarminoed income* and uxpanditure for calculcting tho ﬁrofit:"_
'bility of a proposal in torms of after=tax cash flouws. Expandituras

of most of tho companies includad maturial cost, labour cost and cuape
hoads. A numbor of companiss olsc stated that thay adjustad intarast
cost in tho calculation of oparating cash flows, Most of thc

‘companius calculatod their incoma znd expendituras on incremantal

basis,

In the davielopment of cash flows, astimatws of the lifa of
the projoct is wary impeortant sinco it directly affucts thoe profitoe
bility computation. Thoorotically, the oconomic lifa of the projoct
should ba estimated and cash flows should be forecast ovar that
pariond. Our survey showad that 43 paﬁ cent companias sraepared fora-
;asts for 5 years and tho equal numbur of companiss Tor 10 Yaars,
The fumaining companivs divided their projects intc twn'catagoxias
for preparing cash forzcasts, One company ustimated cash flows for
5=7 yoars for small projacts and 8-10 ycars for laréu.projects.
Anothur company wstimated cash flows for 3-10 yoars in casa of small
projocte end for longer duration, which diffored froum projoct Lo
projucty for iarga projects. Una of thr companies had n uniqua way
of datormining projoct's 1ifo for computing incomo and oxpunditurae

It statod:
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"Wa calculato the payback paricd on o porticular

rate of interest and henca expaenses hove to bo

projectod for as many yoars as tho nayback poriods

Altornotively, whan wa usw the DCF  :thod, the cash

flows aro takan For tho numbor of yeers of the life

of tho asset based on technical studics, obsoe

lescunce rata ebc.”

It was hypothesisad that porhaps tha forccosts of income and
expanditura might be influencad hy ths type of capital investment.
Therafore, tho survaey companics wera oskad to indicete tho influcnco
of typo of zapital inveostmont for forocasts and projact lita. 1t
sgamad that 2o rumber af‘cumpanias could not undarstand thae guastion,
Thorsfora, the answars wore not vory moanigful, Howavar, somo of tho
companius did mention thot tho astimataos of tha 1lifs of projoacts and
gcash flow dotorminztion was affoctad by factops such as cost of
tha project. Some of tham also mentionad that if it was o normel
replacement or if 4ho projucts weru refuirad logolly or for walfare,

thuy would not go into thu datolls of praparing forucastsy tha ova~

luation of qualitotiva factors wog anough.

EVARLUATION

As statad carlier, cvoluation and sclacticn phasa hos beu&
accorded disproportionataly very high cmphosis in meorsticel znd
ompirical 1itératura. Wa aimod tec find cut if the capital expanditures
woro subjactod to formal financinl sveolustion, wholwvar it might megn
to componisa, Mope importantly, we also intonded te datermina tha
uxtont o which scphisticated tichniques woro being ussed by companias

in uvaluating their invastment projocts.
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Tha following table gives on idea of the formal financial ove-

luation of capital expenditurus done by the companios:

Table 3+ EXTENT OF FORMAL EVALUATION

‘Purcent of projects Porcontago of
formally ovaluated companias

g = 25 B

26 = 50 15

51 = 75 | 31

76 = 100 46

It cen ba sean that 46 per cant of companiaos prepared a formal
financial svaluation for mere than thra;-fuur#h of thoir capital
projoctse About thrau=fourth of the companies subjoctad mora than
50 pur cent of thua projact to some kind of formel financisol avalustion,
1t is significant to notw thot 2s many as 85 pur cunt of tha companias
also stated that thoy had some typos of prujucts which wora not formally
evaluctad,. Tha following projects were not subjoctad to formal ava-
luationzl roplacoment of worneout agquipment, waliare proposals, statu-
torily reguirued projuEtS,'ruplacomant of ossats af immedicto roquiro=-
monts, capital expondituro balow certain limit, small vpluu itoms Likeo

furniture, officc odquipmont, etce
Mothods of fvaluotion

In tho thuoroticol litorature on capital budgeting, Your toechni-
guos of avaluation cro vory wi&&ly discuseady feds Nob prosent valul

(NPY), internal rato of roturn (IRR), paybock and accounting vote of
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roturn (HRR). A number of variations of thasa tochniguas also axists.
Tha first tuwo tachniqUJ§ us2 tha concapt of cash flow =nd timo valuo
and ora considerod to ha "sophisticatod” techniguose Tho rumaining

two techniquas ﬁo not use time valuw concept and are'thcraforg consi-
duraed T"naive" techniquos, Empirical ;tudios in tha U.5.A. have shown
that tha usa of DCF techniquos is incracsing._ Bult thusu studios have
also shown that unsophisticatod tochnigquos 1likoe paybock ara 2180 popuU=
lor, and their importance is not declining, Our investigation has also

shown a similar pattorn as indicetasd below:

Table 4 ¢ COMBINATION OF EVALUATION METHODS USED
. BY COMPANIES

Parcantage of come
panias using aach com-

Payback IRR MNPY ARRi binotion of criteria

X X x X

P X X 14

X X

X X x 7

X X 36

T x X
X X

All survay companiuvs, Jaxcopt ono, in our studyfu?ud payback.
With paybaek and/or othur taphniquas, 64 pur cant companius also usod
IRR end 43 por cant companios NPV, One=third of ths companios wara
alsg found using ARR. A govurnmont=ownad sorvice organisation reported
not ta use any of bthe methodsi 1t simply corsidered preject's ability
£0 sapm ipeomes from oserviess ong rasponse of incusiries ngrhgpg

gualitativeiy). The popularity of neive techniguess - payback and ARR -
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in combination with NPV or IRR or both is obvieus fram the table, It
may be underscored thot one-third of coempanias usad both payback and IRR.

IRR was found to be scocond most popular maethod.

If there was a variation in the use of éualustion mﬁthoda, one
might bo interasted in finding out if it was on zccount of typa of
invastmont, The 57 par cant of ths survay companics replied in naga-
tiva, Thosa companias which thought thet the type of investmant
influcnced choice of evaluation methods gave tho following oxpla-
nations: (i) Thz main reascn is the cost of investment project. bLow
investmgnt valuo projocts (upté Rs,2 lakhs) are avolucoted by payback,
and DCF techniquas ars used for large, long=durztion project.

(ii) R&D oxponditures are evaluated qualitati:'mly. For projects

involving fast changing tochnelogy, payback id usad, {iii) For single
aguipmant, payback is usad ond for major projacts, DOLF tachnigquas ore
usad. {iv) A company defined high valus: capital ixpanditure itoms os
thoso which involvad amount over Rs.2.5 million, Such expanditurcs aro

subjuctad to NPV gvaluation,.

1t moy ba amphasisad thot componiss ware using combination of
uualuation_ﬁuthads. One might thareforo like to know whather any one
mathod could bocome mora impﬁrtant than othurs ovar thayoears. Tha
answon to this quastien wcs not clear-cut. Companies again roportod
combination of mathods buing popular, although it is significant to
nota that payback was statad to be popular by oll, The rassons for

th. popularity of payback in order of importonca wero found to be
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its simplicity to usu and understand, its amphasis on thu sarly recovary

of invostmont and handling of risk. {Ssa Tabla 5)

Tabla 5 3 REASONS FOR POPULARITY GF PAYBACK

Totel Ranks

Rank. Easy to under- Protects esgainst Cmphasis cn sarly
stand and calculate ' risk raecovery of capital
5 1 4
2
4 4

If payback is a popular method, s guestion arises: Do companies
insist for a payback stondard for gll of their projects? It was found
that one=third ¢f the companies inzipted eof némputation of paybaek: for oll
projeacts, one=third for majority of prujects,§and one=third for some

of the projects, In case of aobout 60 per cent of companies, standard

payback period ranged between 3=5 yoars,

What cuﬁld be the reason for rolatively luss use and sccondary
rolg of DCF techniques in India? The main roascon which has beon giﬁglae’
out wos difficulty to undurstand and uso DCF techniguoes. Tha pther
factors wore lack of tochnicel pooplo and unwillingness of top m#ncga»
mont to uswe tho DCF tochniquas. Dne largo m:nurncturiné-cum—mnrkuting
organisation mentionad that conditions of its businuss were such thot
tha use of OCF tuchniquos was not nuadad, By conditicns of businass

the company poarheps meant its dominantly merkating notura ond its

products being in soellar's markots, Yot anether compony statod thot
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roplacomoent projects were vury froquent in tha company, and it was

not noeassary te use DCF techniques for such projocts.

Minimum Rata of Return

In the impleméntation of a formal copital expenditure planning
and contrcl system, tha use of o minimum rogquirad rota ef roturn is
nocaessary. About twe=third of tho companies spacified the minimum
ageuptablo rate a# raturn. The following osre tha moonitudaes of minimum

-ratus of roturn usoed by the survoy componios:

Tabla 6 ¢ MINIMUM RATES USEDR BY COMPANIES

Minimum ratae of ruturn . Parcuertage of cumpanios
(%)
10 14
15 21"
18 7
25«30 21
Not spocifiod 36

1t soams that those minimum rates wore usod either as discount
ratas in NPV or cut;off ratas in IRR or ARR. To furthor alicit compas
nics' understanding about discount rate, thoy were reguirad £u spacify
and define discount ratuas usad in the computation OF_NPQ.’Their rospon=
sus aora summarisad bolows

Tablo 7 & TYPES OF DISCOUNT RATES |

Discount rato Rarcentogae of componias
WALCC 29
Zoprowing rato 21

Spdcifie nost

Managament dutermined _
Mot spocified ] LY
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Thus 29 per cant companius wore computing tho weightod zveraga cost of
copital (WACC) as discount rate. The following dufinitions of WACC
woura provided by those companiss:

(i) Aftor-tax of dobt x weight + After-tax sost of

' cquity x weights. Cost of aquity soquals 25 par

cont and waights are in proporticn of tho
sources of capital usod by spacific project.

(i) (Nut of toxes cost of borrowings x Borrowings
+ Normal dividond raty x Equity) === Total
. capitol pmployod.

(iii) (Expactad dividand rate x Nat worth + Aftar-tax

inturest rata x Dobt) =& Conitol erployad.

It is cloar that busincss axacutivas aru becoming zwsra of tha cost of
capital, Qst thay hava wrong noticn about tha cnﬁcupt, and usa incorract
m2thods for its computation. Arbitrary judoumunt of managamant alsc
saamg to play‘ﬁ rolo in the ossussmunt of the cost of capital. Tha
fallacious tuﬁdancy of equating borrowing rate with min}mum rata of

raturn pufsists.

Role of Qualitative Factors and Judgemgnt

In thaofy, the use ef soﬁhisticatcd tuchniguas is omphasissed-
singe thay maximiso valuo to sharesholders. In practica,. hpwaver,
companies although ténding to shift to the formal methods of svaluation,
yot giva lot cof importanco to thu gualitative factors. Gur survay
indiceted that almost all companiues wura guidad, ono timo or tho othor,
by throo gualitaotivo Tactore:® urgancy, stratuays and arvirommante ALl
companios statud thot urgency is thu most importsnt considorstion whilo

mora thap thrao-fourth companiss thought thot stratogy playad signis
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ficant role in tho sovaluation of projects, Onowthird of tho companios
also found intuitions, security ond social eonsidurations as important

qualitative FPactors,

Boceouse of tha sighificanca‘oﬁ qQuzlitative Factors, judgement
scams to piay considorabla rele in the capital budgeting decisione
making, To empirically varify the significenca attachad to Jjudgemant,

. :
tha survoy companios wore reguired to indicate its rolo in invostment
docisions. Excopt one company which did rot giva any rasponsa, all
companigs folt Jjudgomant tu.ba an important faoctor.. Some typical

statamoents are'qumtud holow:

"Vision of judgamant of futuro™priays importznt
role,. Factors like markot potuntisl, pussibility

. of technology change, trond of gov.srhiment ipolicios
ctc., which are judgamuntal, play important role",

"The opportunitius and constraints of selucting a
projoct, its uvaluation of gualitative and quanti-
tative foctors, and tho woightage on evary bit of
pros and corns, cost-banafit analysis ote, wra
ussantial oloments of judgomont. Thus it is ipe
svitable for any managamont docision :

"Judgement and intuition should definitaly ba
used when a decision of choice has to be mace
batwsen two or more closely beneficial projaects,
or when it involvas changing long=term strataegy
of the company., For routine matters,; liquidity
and profits should ba proferrad over Judgemant",

"It plays a vory important rolo in detormining
tho pellability of figures with tha halg of
Qualitative methods as well as other knoun
financial mattors affecting tho projects".

Wa fool that what businassman call intuitisa oo (simply)

Judgoniont is in fact informed judgement basod on uxparicnca. A firm
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growing in a favourable uconomic anvironmunt will ba abls to identify
profiteble opportunitics without making NPV or IRR computation, Businusse

men oftan act intalligancly than thoy talk.

Ruacognition of Risk

Ono important aspoect of capital budguting planning and cantrol
is tho assassmunt of risk. Our discussions with businoss axacutivas
often reveal that they are too much worried about tha vury uncortain
bﬁsiness envirenment in India, Wa worc thuorafera interested in find-
ing mﬁt'what factors led to risk in copital budgeting ovaluation and how
businessmen incorporatad it in the formal avaluetion, About 80 per cont
of the companios statad that thay ccnsiaerad risk and uncortainby whila
wvaluating thoir investment proposgals. To tracartha most importont
Faétors_which could luad to risk, survoy companiis waeroe requirad to tick
any of the following factors applicabla to thamd price of row matorial,
price of inputs othor than raw motorinl, solling p-iea of product, dimand
for the product, govornment policias, tﬁchnclogical changas, lifa of
projuct, and any othurs Four factors which <margaed to bue most important .
contributors of investmont risk waras salling prica, damand for tho

product, tachnical changus, and govermmant policias, The folleuwing tablo

indi¢atas tho significanco of the combination of factors:

Tabls 8 : COMBINATION OF FACTORS LEADING T8 INVESTMENT RISK

Dumand aof Toehnological  Salling GoOvOT MRt Barguntage
thi product changos Prica risk of gompandias
X X K 14
X x P 21
b x ¥ 7
X X 27

x * 14
x . 14

X 7

s s
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1t is significant to note thaot besides economic changes, the governs
mant intarvention and frequent changes in its policies contribute.

to tha investment risk in a develsping courry like Indias

. 1f risk is an important consideration in the projoct evaluation,
companies should have some formal ways of handling it, Ip thooretical
litoratura, two methods which aro ganurallylsuggastud for incmrpmratiné
risk in invostment docision are riskeadjustod discount rate and un=-
certainty equivedant, Sinco our informal discussions rauéaled thet '
thase terms wore not known to a lorge numbor of businoss oxocutivos,
wo oskoed them winether thay would prepare conscrvative forucasts or
increcse discount rates -to recagniso risk in investment docisions.

We also wanted to know whethar other tachniguos }ika shorter poyback,
sunsiﬁiuity analysis or probability analyais weré usod for handling
riske Two aqually most important tuchniguos which h2vo gainod popu-
larity in Indian companivos as risk tuchnigquas woro sansitivity analysis
end cansapyvative forascnsts. Tho 86 par cunt comp:iiniss raportad o

us2 ono or both thesu tochnigquos to handlo “isky invastments, About
gnag=-third af tﬁu companias also usaed shorter payback and ono=fourth
companivs incrossed discount ratues. Unly ona company statedrthat it

used probability concupts for handling risk,

Shertace af Funds

A groaot deal of literatura oxists on investment decisions undar
capital rationing. fNumbor of involvod mathamatical modals haovo boan
suggustad to choasu amongst capitol expunditurs proposols undur shortogo
of funde, A neeassary peint of inguiry, thorofery, ia! Do companiuo

raoally fca tha problum of shortoge of funds?  Furthur: Do thoy
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raject projucts on sccount of shortaga of capital? How do thay salact
amongst prnjﬁcts if capital is limitad? Excagt two cemponies, no othuar
company rajoctuod its projects on account of zopital shortnga; Onu
cémpany statud that if thoero waslshortagu_nf funds; it postponed thae
projdct. Although hcst cnﬁpanigs did not rujac£ projects on occount of
capital éhortaga,'yut they admittad that thoy could faca fund shortage
problume Thoy rovoaled that tha shortage might arisa mainly on account
of rcluctanca to raise copital from outsido. For som. compoanius, copital
shortagoe might arisc‘&acaﬁse'capital axponditures may be limited to in=
turnally gencrated fundse The 86 por cent companias statad that they
did not usa ony mathomatical approoch to scelect projects undur capital
rationing. Thoso companics which statad theot they usod mathematical
approach failad to indicate thoe nzoture of appruagh. One of tham stotod
that twin objuctivas wero satisfiod to allcdata_iimitad funds: profito=-
bilify and strataegic considorotions, IFf the capitel shortage situation
was.Facod, companios reportad that thay would moke salactions on any of
tho following basas: (i) profitebility, (ii) nriority set by managomant,

or (iii) exporianca.

AUTHORISATION

Lapital exponditurus datermine the corporotae Futu;a. Thosa
expahditurus may be ipcurrod with thae aim of staying in businuss, or
uxtending salus, or improving morkat sharao, Would the businuss oxacu=
tives b allowud to oangrge in ony Kind of capitol spunding? 1t may ba
Nypothusisad thot in proctico $hu powel of the Businues wxucwbivas bo
pEogrwas and appraewve gapibal sponding will bo reatrictud becouse of tha
cantrol =nla nf eapital  oupomsituzs dosision® in & Pizm's survivads

It wos thoreforo purportud in the study to Find nut tho outone af
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dacentralisation of the managerial power in =rogressing and approving

capital spending.

1t is found that tha pouwer to commit a cor 'any to specific
capitél expenditure wes limited fn g narrow band of corporsto officials.
The contrel of powar was found to lie mainly with tho Bunior 2xacuLives
{for axample, Chalrman, Managing Sipuctor, Prusidant, Genural Monagor, .
Divisionel Heads), or tho committoos consisting of sanior oxacutivas,
In thu case of a govarnment-ownau sgrvice company, tho adthority for
dotailod uxamination of proposals rompined with 2 high powarcd tuchnical
~committocs The power to axamine the proposcls wes elso goncantratad
in the hands of top management offiginls, 1t was also clear that tho
oxamining committee in most compgniazs did mot hguu much powers to
authoriso oxpenditurce. Tho authorising power For spanding mostly
Qostad with very senior officials of the company liks Board, Chairman,
Managing Director oF Prgsidont., Tho dutios of prograssing the oxami-
nation and Uyaluatinn of a proposal was so what sproad throughout tha
corporata managomant staff. But in larga numb;r of componiss, this work’
was also purformod by mumbors of the top managemont taam, 1t is phvious
that Ltho oxtunsive impurtanca is attached to tha sanior manngament of

companizs to tightly control capital investmont spanding.

Tho muans of control were not limitad to th2 satting of finan-
siml 1limits, budgotary controls worwe 2180 8xdrcisued rigidly. Tho ox=
pegtud capital expondifure ppﬁpnsals bacomz @ part oF ths capital
pudgot in oll cumponisds Tha wapitel boogot of oll cumpanaaey WxE2pe
ona, covarud o parlad af eno yosr. A multisenctioonal campspy's sasitel

budgub gryezsd & poriod of throc yuQed. The prapaPation of capital
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budget is an imbnrtaht step in capital axpenditure planning and control,
It gives a list of anticipatad capital Bxpenditures which mey be broken
down by division,‘plant and prodict lina, Tie approval of capital
budget does not automatically imply n&%hnrity to spend., Authority to
spend has te he sought within tha ovorell limits approvad bn the

budgot. Such prudadura nelps to tighton control at the cost of loss

of flexibility.

About 79 par eont Survey companies also had formal long=range
plans covaring a pariod of 3 to 5 yoars. Out of thusa, 61 par cunt
companias falt that long=-ranga plans had an influcnca an tha capital

expanditura proposals,

Different procedurcs wuro raported to bo fﬁllnwud by companios
to sot approved projects into motior, Following.aru somo of tho typical
examplos: (i) Originator propores capital expendituras intunt;'it is
duthorisad‘by sonior vico=prosidant w-ich goos for tho approval of tho
finence department ond after such approval, tho meturials dopartmant
cumas info tho picture for procuroment, (i1) Dsﬁailed unginoering is
carrivd out to get thu realistic astimotas, quotations ara sought Frﬁm
suppliors and aftor having suluctad tho supplicrs, ordirs aora placod,
(iii)-prograssing is achicvad through tha task force hoadud- By tha
gunaral managar of thu upit and tha prograss is monitorad by thae
corporato planning cell, (iv) Aftor tho projact is apsrsvad, tha gone
corned division head ang projoct manitor plocas tho Cresly Timu
achedule is drownod for cemplution or Projent ang areiugh monltor
uneuruﬂ‘timaly complutien, (v) Yncu appreved Oparoting divisiens intant,

contereet, tversau, and compluty Within the Pipaneial sanciticn.
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CONTROL

Control is the last but most import: ¢ phasc of cazpital expondi-
turs planning and centrel. It provides fcadbmck to tho company in that
it indicatus whather tha‘inuestmunt Srogramnegs wieve earried ouﬁ as
plannad, Our survey indicatad thot socntrol of capital axponditura was
widely practised through the use of rogulor prolsct roports. The 46 par
cant companies mada quarterly ruporting, 31 poer cont monthly, 8 por cont
half-ycarly and B‘ﬁur cent on a continucus basis. Most of tha companiasg
(78-86 pur cent) reported that wvaluztion roports included information
~on oxpandituro to date, stage of physicsl complotion and approvad and
ravisod total coste A fow companiaes also providad additional infore
mation, such as oxpected dote of cempletion, cqhmitmant mads and arans
whare actions were needoed, in the raports. Tha 69 pur cent companios
menticnod that they tcok odeguate zeticns =ftur tho raanpnraisal of
projocts. Tho asctions includeds (i) ravisicn of tha nims and siza of
tha projeet, (ii} ra-:esigning and pawscheduling, (iii) Fimsncial
ruyision to provide for cost uscalaticn ctc. A fow companiag also
cpingsd that thay would cancol tho projects if it bacamo unaconomicnl{ﬁ
Onc uxcaption was a private limited company which sbatad thﬁt it did

nut normolly coneal tho onegoing projocts,

Tha practice ﬁf thae concentrated control sooms tc be 2 notabla
footure of gapital oxpenditure planning and control of Incion companics,
This was alsp rofloctaed in téu reaponraisal (post«audits) of invostmont
proposals.  Tho pouwr of poviow was vusbad wikh tha teo executivaes of

tho zempaniess  ln 20 per cant cosss, this powsr was rotzinod by boses/
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chairman/managing diractor/prosident, whils in ramaining caosaes by
exacutiva vicempresident/ganeral managors/ .. visional heads/ Financiol

Tt
centrollors,

Mosf of companiags raported that in reeppreising invostmont
proposals, they considered comparison ba2twean actual and furecast
capital costs, savings and rate of roturn. Companiss pointad
but a number of advantages of roapproisals: (i) it improves ovierall
profitability by positioning tho product as per original plans
and  Joturmining product mix and volumess (ii) it helpss to pine
point orrors in ostimations/planning which cen be aveidad in
future; {iii) exporience gainod from rospuraisel halps in guide-
ing future uvaluation of projoctsi (iv) it generates cost conscicus-

nuoss among tha project team,

STRATEGIC LINKAGE

The theory of capital expenditure c.eisions has becoms cuite
sophisticated. However, practitisners zra not convincaed that it can
help them in improving the guality of dacisinq—making. 1t has made
tham mora confusod and disillusionasd in thu Fécu of incraasing
complexity of operativns and environmant. For oxampla, Hastio 172:7

arguass

"Wo havo arrod too long by oxaggosrating tha "improvemont

in docision=making™ that might rosult from tho adeption of
DCF or othor refined svaluation tochniguos. What is necdod
aro approximato answors to the procisc problams roathor than
progciso answors to the opproxlmate problums. Thore is
little voluc in roulfining on analyels thnt dooes not considor
the most opproprieta altornotive and dons not utilisoe
soung assumpticns. Manoonoment sboold soand its tima
ANgrevents khe G nléhizqﬂﬂgpﬁumptauna Land _nesewring that qld’
the strotogic guestions haye bocn askud, rothar than ime
plomonting and uUsitg mérs rdflﬁdd Bualuseinm bachAilUsSs,

Ztﬂphaulﬁ addad/
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Rocuntly, 2 lot of emphesis has boon placed con the viow that a2 businass
firm foeing complux and changing environmment will benafit immonsoly
in torms of improvad quality of docisionemuking if copital budgating

decisions arc taken in the context of its overall strategy. 173, 11;7

This approach providas docision maker with a gentral theme or a big
plcture to keep in mind at all times as a guideline for offoctively
alloceting corporate financiel rosources, As is arguad by a chicf

financial officar ZTQJT

"Allocating resourcus to investments without a sound
concupt of divisional and corporate strotugy is o lot
like throwing darts in a dork room®,

In fact, a close linkage botwacn capital uxpunditurus, ot lanst mejor

onus, and stratogic positiening oxists. The uxistanc: of this closo
i
1

linkaga has lad some rasuecrchors to concludas that the set of probloms
compaonivs rofar to a8 copitcl budgeting is a tosk for genoral managa=
mant rathar than finangial analysts.[fai7 Soms rocant ampirical works
amply support proctitioneps' congorn for strotugic cungidaerstion in tho
capital uxpanditura structure pleonning and cnntrcl|£"4;7 If is thoro-
fore a myopic point of viow to ignoru stratqgicydimunsicns or to

assuma thaé thay ara seporcble from the problom of efficiont rosource

allocations addrussod by thoe capital budgating thacry,

With tho abovo backgreund in mind, we aimod in this survay to
find ocut the opinion of Ingdinan oxornutiyes on the iwpophtanoce of strategic
considorations in the investmunt ducisicn~moking. As roferred in an
varlivr saction, the 75 per cont componies conaidered strotugy ng on

amgogpkant Pzober in dnvesbmunt wvalwabicne To cuesucy-in bthe auricua-—
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ness attached to strategy, companies ware askad‘to state their corporata
x i Y

strategy and cits instances where projécts were accepted or rujactad for
strategic considoerations. Six companias d_.lnud their corporate strata-

éy as guoted bolows

{i) To rumain market lcader by highust quality and
romunurativu prices.

(ii) To have modurato growth for saving texas and to
sot up plants for forward and bzckward integration,

(iii) Our strotegy is to grow, diversify and oxpand in
rolatod fields of tachneology onlye. Any project
whioh is within the strategy and sotisfiss profite=
bility yardsticks is accaptaod.

{iv) Strotugy involues analysis of company's prusent
position, naturo of its rulataupshlp with the anvi=
ronmontal forecas, company's business philosophy
ond cvaluation of company's strong and wgak points.

. N i

(v) Te tako up now projocts for oxpansion in the ficlds
which are clesur to prosent projucts/technology.

(vi) To stay in industrisl intermediate and copital
goods linc, and in the procsss to ochiave thrao-
rold profits in real torms over Seysar pariode

Four of thesa companios also gave ine ances of invostmont
doecisions which woeru primarily govorned by tho stratogic considarations.

Thosc instancas wera os discusscd balow?

(i) Tho company which dafinad its strotegy as to romain
market leador undartook thae production of a naw rango
of product, whlch was not very profit-bla, for cumpatl-
tivu ruosone,

{(ii) Thu company, which szid to grow in palatod fialde
of tochnology, found rucovory of mathyl chloridg
firm offlusmte mseeoptablo sinco 1T coma wikhin
its strbtad atrotugys
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(iii) Tho company which would like to romain closor to its
present technology, rujocted a profitable preject of
daop sea fishing ane ship building yhile accapted
a marginally profitable projoct of . aint systems
8inca it was very close to its currcnt hoat
transfer technology.

(iv) The company , which stotad to stay in indusirial
intermediate and capital goods line, rejectoed the
profitable projact of manufacturing mepeds since it
Wwas a consumer durable and accepted a marginral
project of cold formed structured purlins,

"Two more companies, which did not dafine thoir torporate stretaegy,
also citad oxamplos of invostment decisions guidad hy strategic congi-
durations., On: of the companiues implied that it losked for projacts
in high twchnology, priority sactor, and thnt explairzd tho dndertaking
of a number of projucts by it in the past. This gompeny avan sold one
of its profitablo non=priority sector division ts g sister conrcern to
maintain its high~toch, priority soctor profile, Anothor company

reported to reject a project to manufacture razor blades hocause it

fuzred increcased threat gf competition,

The implications of these imstance should be tlearly undsrstood,
In countries of today's complexity, and specially in developing
countries like India, which have 'mixed! economic system, companies

derive raison d'8tre of their existence by satisfyinn multiplicy of

ohjectives. The strategic management has amergad as a systemciic
&ppreach in proparly pngitioning'companiaa in the complax onuipson-—
ment by balancing multiple eBjectivess In proctice. tharurora,
comprvhendivae capital expendituno PLIARRIRG and ganbral aystsm' will not

simply forus oM profatabiliby, as maintained by the medszr financa
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theory; but also on growth, competition, balance of productss risk
diversification, and man;gerial capability. A company may undertake
an unprofitable or marginally profitable pruject to avoid compatitive
threat in Drda; to protect its market share or to maintain its leader-
ship. 0n the other hand, another company may reject a profitable
project if it threatens to increase competition. Yet another company
may like to chopsa only those projects/products which fit its current
technological capabilities, Similarly, a nigh profitable project may
be rejected if management lacks managsrial capability and organizational
skills ta manage ite. There are umpteen examplas in the developing
countries like India where unprofitable ventures are not divested (a
negative investment decision), even by the privates sector companies,
‘bacause of their desirability From the point of view of consumers and
enmployses in particular and society in gsneral. Such comsiderations
are not at all less important than profitability since tha ultimata
logitimation and survival of companiss {and c:rt-inly that of manage-
mont ; hingas on them, 0Opse must zppreciate tha dynamics of complox
forces influincing resource allocation in proctico; it is not simply

‘the use of tho most refined DCF techniques.

COMPARI SONS AND CONCLUSI GiS

Un the basis of earlier surveys and casa studias.in India, U.S.A.
énd U.Ke znd our own interaction with business axocut ives, wa considerad
the capital expenditure planning and control systam to have five
distinet phaoses: (i) orgination, {ii) dovolopments (iii) avaluaticn,
(iv) suthorientinn, amd (v) esmtesl, Yzt anether aspach of roacurce
nlloention boeoming ouvidemt frem assink intor-digcaplinery rasuarchea

is the close linkage botwssen tha oopital budgating ang tht asrparats
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stratogy. We thareforo purgnrted,tn.Find out tha policy and proctice
of  companias.in India in regord to the various phasas of ths copital
oxponditure planning and control, and to escertain corporate pxccutives'
opinion on the linkage botwasn the capital budgsting and the corpurate

strztegy.

Before we present our conclusions and contrast them with studies
in U.S.A., and UeKe, wo would like to stote that to moke sure that we
nave covered all aspects of a comprehensive capital oxpenditure plann=
ing and conﬁrol,.the survey companies wera asked an open-endcd question
as to comment on any espect of the capital oxponditurc planning and

contrel which thoy considored relevant, Their responses -re

summar isad balow:

"Apart from profitability of the project, other
fantures lika its (preoject's) criticazl utility in the
procuction of the main product, strat2gic importance
of capturing the naw product first, adopting to the
shanging market environments have a dafinits bacr-
ing on inyastmont decisions”,

{High tech compcny, employess 1,880, .ales #5.1,045 million
g p : ’
tangible fixed assots fs,27 millicn) '

"Tachnological developments play critical r-la in
guiding investmant decisions. Govarnmeént policies
and tho concessions also hava a bwaring on thesa®,

(High toch company, employsas 8,500, salcs fis.3,560 million}

vInvestments in production equipment is given top
priority amang the oxisting products end the now
projact., Capital inuestment for oxpansion in oxiste
ing lines where market potontial is proved is givan
firet pricrity, Capital investment in n@w projccis
ig givan the next prioribys Capitat investipoent Tor
buildinga, Furhitune, cang, office agQuipmants atc.
is dond on tie baola of ovallabidaty of funds and
immadiate nuwsds”i

{High push sompony , omployods 1,800; seles fae U3 milliong
tangible Fixed assat f5, 78 million) .
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.

"One of thy most importent considerctions in any
investment evaluation should be the labour deploy-

mant on tha now ecquipmants, Two things nood to be
considereds (i) The manning from the very baginning
should ba kept at the minimum. Theo . oro, ocquipmuant
salagtion from this anglo is vary importont, As fFar as
possibla thuro should be no rzcruitmont, Alsc, right
from tho beginning, afforts must be made to have high
outputs, If thara is 2 slack in the beginning it will
bocoma vary difficult to changa tha pattern lcoter,

(ii) Thoerc must be an ovoerall deploymant and utili-
sation plan for labour, at luost for tho next 5 years.
Tho capital expendituras plan also must be in line

with the long=term menpower plan. Ad=hoc investments
may craate a problem cn thz labour front',

(High/medium toch company, employues 705, salas Rs,204

millien, tangiblc fixed asscts Rs.30 million)

It should bo realised that some of tho above stotamoents ere
typicsl of devoloping cconomies. Company executives' conecern about
tochnological changes, govarnment Pfoiicy changss, or labour deploymant
and productivity are real, cemplex issuaes raqyiring ménagers' special
attantion in allocating resourcss in dduulnping countries like India,.
These statements reinforce need for é strategic framoawork for problen
solving under éompluxities and the relevence of Stratagic
considargtiuns in tha investmont planninge. It is also impliad
that rasourcc a2llocation is not.simply choosing most profitable
(in tﬁrms of NPY, IRR or any other measurz,; now projicts and discord-
ing marginally profitable on~going prnjzcts/divisions. Companies
ray have to allocata resources to not-vory=-atbtractive axisting
divisions if it is rogquirod for baloncing the miltiple objactives

and the long-turm cverall vitaliby of tha Firme.

Our survay shows that tha dofinition and clossificotion of
cgapital cxpanditure in Indiao la guidad a let by tha accounblng convan—

tiens amd tax roculationms, Lapgo axpenditugss om ihamg sugh as RED,
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advertisement, or employses' training, which tend to craesta valueshlae
intangible assets, are not ganerally included in the definition of
capital expenditure. Mest of these expenditures can be expansad

inrtha year in which they wsre incurred for tex purposses, lLarge number -
of companies, following the accounting convantion, prapare assat-wise
c;assificaﬁion uf‘capital expanditures which is hardly of any use in

the decision-making. We recommand that companiaes should include all
oxpenditures that create long-torm assets {intangible or tangibls)

with futurs savings potential, and subject them to the capital budget-
ing procedures. Also, capital expenditures should be classified acﬁnrdw
ing to the nature of investments so that required planning and control

efforts are put by the appropriate level of management.

Origination or identification of investment opportunities is
the first and most important phass of the capital expsnditure planning
and control. A vary large number of project ideas in India are g:ne=
ratad at tho plant level, Thus the investment idea g=nzration is a
bottomeup proceas in India, An serlier IndZan study in 1969=70, on
the otha; hand, had concluded thaet the capital budgesting is a top-—down
procass. Rockley's survey indicates that both bottom-up as wall as
top~down processcs for origination of proposals exist in UeKe [15]
Indian practico in our survay, howavar, coincides with that in U.S.A.
Petty and Scott's study shows that project initiation is a bottom-up
process in U.S.A., with about 82 per cont of investment proposals com=
ing from divisional manegement gnd plant pesrsonnal 175242 A nota of

caution may ba soundod, howevere Thae small rumbey of idoas gonoratod

at tha top mey rewresent a high poresntzgqe of inuncemont vslun, 90
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what looks to be ontirely hottom=up process, may.nmt,bt atualtly so,
Although a large number of ideas originate -+ the plant level in India,
'yat the authority to progress and approve investment ﬁropnsals aﬁd to -
spend money for approved expenditures is rigidly concentrated in the
hands of a few top management officials, This phénnmenon also prevails
in U.K. and to a large extent in U.S.A. Indian practice of‘highly
centralisad control of capital expenditure euthorisation has remained
unchanged since 1969-~70 when Porwal had gonducted the first survay.
Thué, élthnugh the practice of idea origination apparently gives an
impression of a bottom-up process, yst expenditure authorisation is a
top~down process. ldeally, the process of capital expanditure planning
and control should have both the elements. Operating (routine, and

_ administrative capital budgeting decisions should Be procsessed and
approved at the lower and middle management level ;hile strategic
capital budgeting decisions should be processed and controlled at the

senior/top management lavel,

Developmunt of cash flows for various altzrpnatives is the next
phase of the capital expenditure planning and controls It is surpris~
ing to find that business executives lack clarity in estimating cash
flows, Our survey snows that half of the companies do not consider
additional working capital in estimating investment projsct‘é cash
flows. A number of companies also mix up financial flows. Although
survey companies claim to estimata cash flows on incremental basis, yet
half of them do not treat not procecds from the sale of existing
assotas in computing projactts initial cost. Such cbncaptual'canfuginn

aluo pravalla in the mind of axscutivaa of ths daveloped ceountriess In
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UdKey half of the companiss werc found to treat depreciation as 2 cash
Fluur[fﬁﬁJZ In India, as in U.K., most companics chnosa.an arbitraory
pdrind for forecosting cash flows, Majority of the companius have a
fForocasting periﬁd of 5 or 10 yoars. This way so bacouse companias in
India largely depand on the govarnmorit=controlled financial institutions
fof financing their projucts, and thaose institutions_requiru 1C=yzar
Fu;ecasts.of tha project's cash flows. It is rocommended that cash floys
should be correetly determined as this information is of vital import=-
ancy in managing the profitability and liquidity of = firm, Care should
bo taken-in troating depreciation, working cepital, intorest cost and
salvage value, nat of tax, of acsets. Ferecasting of cash flows

is tho most difficult, ﬁt the sama éimu, most crucial part of the devoe
lopmant phase, As far as possible, expectad cconoiic liFa'oF thu project
should be dotorminad and cash flows should bu Forocostad ovar that

pariod,

As ragards thec use of avaluation critoris, Indian proctico almost
rusomblos that of companies in U.S.A. and U.<. In‘India, B par cent
of survoy companics usa payback with othar mothsds whila only 79 par
cant usus NPV or IRR with othor meothods., It is intarusting to note thet
duspita its alluged thuoratical short-comings, IRR is more pgpular
thon NPV = 64 per cont companius use IRR with other mithods whila only
26 per cont componics use NPV  with othor methods. It is significant
to note that nono of thu compeonias uses DOF tuehniqus witheut wsing
paybacks In U.5.4., o pogosnt otudy by Schnll, Sundem ~nd Gai jsbosk
shows that whorose 86 pap gonk wf thae Pirme used cithor tho iheosmal

rats of raturn or not prosont value modelay enly 1¢ poer cent ussd sunh
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discounting tochniquas without also using the payback period or

avurage rato of raturn mothods ZTHQﬁ?. The tundeney to use naive
tachniquas as Supplumsntary tools hag also uwan reportod by Patﬁy,
Scott and Bimjzrﬁin7'and Patty and Scotx 1712;7 Howavir,, firms in
UsSeAs have como incrcaSingly to dopund on DCF tachmicuas, partje
cularly IRR. Thu surua}‘of British compani.s aolse shows that businass
managers use hoth DCF technigque and return On capital, sometimes in
cnﬁbihation and sometimes solaly, in their investmant evaluation; the
uss of ﬁayback is widespread. 175547 One significant difference bet=
ween Indian and 1J.5.4, practice in regard tg svaluation criteria is
that payback still seems tpo bhe g "primapy" method_énd IRR or WPY ag
"sacondary" metinod in Indig rathar than the opPOsite as in U.S,.A,
Indian managure fual that payback is the method of communication, and it
bost protects tha recovery of capital - g Scarce commedity in tha davgw
loping ﬁuuntrios. Companias should roalise tiat NPY or IRR is a

Complotuy moasure pf profitability pathop than pavhack,

Thé four most importont contributor: of'inuastmgnt risk in
India ara: sulling pricu, product dumand, technolagical changss and
eovarnment policias, Indie is no mopg Sullar's market as compatition
is intansi?ying in & larga numbor of progucts; honeg Uncertzinkty of
#alling pricu and pProduct dumand ape being reclised now o8 important
foctors of invistmant risk, Uncortain govormmont policiss, of course,
are a egontinuous sourca of investmint riek ip duvaloping countriva,
Sensitivity Malysis and eonsupvaiivg forocoste apg tuo uQually
important and widaly usod mothpds of handling invostmant risk in Ingig,

Zach of thasg tuchniques is usogd by &4 pur cont compenias with othop
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mithods whilo 84 per cont cDmpaniJs.usa Qithar sunsitiuity aralysis

OT cons>rvative forecasts with nthar mcthods. Shurster payback and
;ncraasod discount ratus org uscd by a Fow ‘omponiss, Inm U,S, Aoy study
by Sciiall, Sundem and Geijsbeok revaeals that riskeadijustag discount

rate is used by 90 p Ur cent companics while cnly 0 por cant componias
gach usa payback and sansitivity aﬁ:iysis Z_1QJ7. A rera racent study

in U.S.A. alsg confirms thosu rosults ZTHQ;7. In Roeklay's survay of

tha British Companias, only ons firm out of tho 69 usud sensitivity
anaiysis lf71§J7. Tho contrasts in th. practices of risk avaluation in
‘Indic and in UeSeAs and U.K. ops sharp and significant, Given the come
plex nature of pisk fectors in doveloping countrios 3y risk aualuatlun
gonnot be handled through i sinnlo numbar, such as NPY ga leulation

basad on consarvativu foracasts or riske=adjustad dlSCUUht rata, Managers
must know impact on tho projoct profitability of trg full ranga of
critical variablos, Hastio, an American businassman strongly advocatas
tho use of sonsitivity analysis for rigk analysis, and casts doubt on

the survay rosults in U.5.8., Ha zf-ﬁJT stotes thot "thorg appaars to beg
more corporations using sensitivity snalys: than Surveys indicato,

In soma cascs firms may not Know that what thay ora undartaking is callad

“SUnSitiUity an_alysiS".. ecessas

Tho cost of capital and the minimum rate of ruoturpn soncapts
assumo great importoncza whon DOF evzluation tuchniguas ara usode Tho
Tusults af oyyp study revacl that 64 pur cant companiss 8pucify thy mifi-=
mm rate of ratupn, Tha 29 por cone Fizmg dufina minimum a2t of retupn
AN burma of ths wsightug AV4rGgd cost of sspitg) (wm’ZG).mmm Btkizs
defina it cithor ma Borgewing ratu, op Spltifig gust of soumna usgd &g

Tinanes proluct, or it ie Hotogminud by MANLgomamt,  Thy hoais fop
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computing WACC was thoorotically unsound in 211 rascs. Thuse rasults-
corroborate with thue author's garlicr study zfiﬂlj7. Rocont studias

in Q.S.A. indicatoe that a littls less then SO pur cant comsenios use
weightod averagu ccst of capitalzf32_7. InU.Key only 14 per cont

firms ara rcocund to attompt any calculstion of thu cost of cepital jr112J7;
Lika in India, both in U.5.A. and U.Ke, compcnivs hovo tunduney to

uGuata the minimum roto with intarost rate or cost of spacific sourca

of financa, The phunomenon of dopanding on munsgament Jjudgument for thu
assussmunt of tho cost of capital is also pravalant in both davulopad

(ege, UeS.A. 2nd U.Ke) and duviloping (u.ge, India) countrios,

It is a significant finding of th. prosont s tudy that Indian
companios, by and larga, do not have to rojoct profitablu invastment
opportunitios for lack of funds, d.cpitu the copital markuts-not baing
80 well duveloped, This may be duo te the existence of tho govornmonte
cwnad financial institutions which era alweys ready to financo profitg-
ble projscts, Tho carlior study by Porwal clso indicates that capital
rceticning is not a problum for Indizn companius 1734;7. Indion
companies do not usa any mathamatical tachniquo to ollocate rasource
"undur capital shortage which may sometimee arise on account of inter=
nally imposad rostrictions or managumont's roluctence to rzisa capital
from cutside. Prioritios for alloceting ruscurces cre goturminod by

management basud on nead For ond profitability of projucts,

Qualitotive factors and Judgumant play very import-nt rela in
the invustmont planning in India, Thras most important factors aret
urguncy, strotuegy and onvironmant, QOualitstiva factors lika umploygas!
morale and safety, investor and customer image or lagal matters are con=

sidered in U.S.A. [147, e would argue thst uhot business pospls call
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Jjudgament is not antirely basad on intuition or gut-fael but mostly it

is an informed judgomant basad on axpaericnes,

It hardly noods emphasis o say that con£rol thraugh reappraisal
or post~audit is a Nicussary aspuct of ths capitsl budgating systém. It
is cnmmon.practica in India to rcappraisas approved projucts.  Howuwvar,
llka in U.K. 273547 the powor to reviow rzappraisals is eoncontrated
at tho tnp. Indian cumpanics Sua a number of advantages of runppralsal
particular in terms of 1mprov~munt in future invastment decisicne=making,
What is not clusar from the Survay is tho understaonding of tachnigque used
or to be used for reappraisal {post-sudit), and tho extent to which out-
come of reappraisal is actually oxploited,

The Findiné of great significancé is tha admittance by the 79 per
cant companiss that strategy is of utmést importancs in tho capital
axpenditure plonning and con trole Tho 43 por cand ﬁumpanies citad
axamples whurg strategic considerations played primary role in tha
inunstment dacisions, It should bo appreciatud thst in a daveloping
country likg India, the businuss comploxiti.s ars mdeh more tham in
tha duveloped countriss, and thapafora, thare is imminant naod for g
stratggie approach, whichg in the lzst, dicade hins <margad as a sygtye
matic and glebal approach to tha problam of guiding a cempany in its
structural interrelotion with the environment through ita axtornal and
internal posturu. Onz should not Qst tha imprassion that DOF tichniquaos
will ba dlSCurddd or decmphasisad if the Stratugic fraomewerk is ysod for
allucating regources, What is boing strussad is that the atrato ic
Framownrk pravidas a highor Toval Seraoning cnd an int.grating
perspactivoe ty tho ihole aystem of eafital axgendibure planning smd
cohtrals Once strotogle questions have hoen AnNBWLI™AT, #Rs inveskmank

droposals moy be subjocted Ly BOFE avaluation.
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The modal for a comprahensivo capital uxponditure planning and
centrol, which cmMirgas from our Survay of 1. .di=n cempanias and -exparicncas
in othor countrias, may “ba summarisud 2s Frllpws: Corpornto strategy
provides tha fucal point Ffor tha F1rm & longwrun, strotgic planning,

The capitgl budgéting systum, particularly ror‘largs, strotugic projacts,
is daturmined in contaxt of the sﬁr:tugic nlanning, and thus, it is a
top~down progess, Corporato strotagy and stratugic planning play tha
mosﬁ crucial role at tho identification ane 2valuation phasas of tho
capital axpenditurs planning and control, Opereting and administrativg
capital budguting dacisiong can bu dacided at lowsr/middle level of
Managemsnt within the opvopall str:tegic Framcwofk and thoe guidelincs
from top managonont. Thy capital Uudgbtlng system at lower/middle laval
will largaly bg a bottom=up prucuss. It may be notad Ehat’ environmant,
txternal and 1nternal provides a context to thg company to ostahlish

and ruu10w its missiong, concorns and multiple nb1ect1uas, which, in
turn, shapa its corpurctu stratogy, Figure 1 provides g schematic

viow of thg capital uxpsnditura planning and control modal,



FIGURE

13 THE CAPITA

43

L EXPENDITURE PLANNING AND_"

NTROL _MODEL.

EXTERNAL

1 top 15510NS
L_ﬁANAGEMENT

o

‘“mﬁ‘_;,,rf”’j::/'

ENVIRORNMENT

|

PR

M -0y A ?
DBBEGTIUE;\Lbﬁ%_EDRPGﬂATE STRATEGY

™,

STRRTEFlE

TNTERNAL
{%ECHNULUGY
c | THREATS CMPETITION
: 'DQPURTUNITIES' ARKETS
OV ERNMENT
POLLCIES

STRENGTHS
WEAKMESSES

. MARKET SCOPE
PLANwI“{}mm%%CGMPETENCE
: —

a,

|

-
L

e At

GROWT
IMAGE
L
f[ [GRIGINATION
'DEV ELOPMENT
CAPITAL BUDRETING £y ALUATI ON
5YSTEM ;lNJ\JURIJATIDN
. |coNTROL
3| STRATEGIC E
N/

OP ERATING &

e ¢
| MIODLE MANAGEMENT

-

S |

\Luwaﬂ MANAGEMENT

ADMINISTRATIV E

|
|

i



Te

Ze

3

st

HLAoRENGES

ok Y e -2

Ackurman, Rews "Influaonce of Intagration and Divursity on tho
inuvestment Proguss®ts Administrative Sciancu Quartorly (Saptocmber

Bowsr, JaL. Managing the Ruscurce Alloeation Process. Homowood,
I11.¢ Richard De Irwin, 1972.

Dorkinderon, FeGeJe, and fRoy L. Crume 'Capital Budgeting as an

Opon System® in Dorkindaron and Grum {ed.), Readings in Stratoay

. for Corgorata,lnuqstmoqg.'Ma.: pitman Publishing Inc., 1987.

be

S

6o

Te
e

Fe

10,

11

124

13

14,

e

1€,

Donaldson, Ge Managing Corporate Woaolths The Operaticn of o
comprehensive Financial Goal Jystame Now York: Praoager Publishors,
19844

‘Gopdon, L.A:, D.Miller, and H.Mintzberg, Nopmativo Modsls n

a

'Manogarial Dacision=Mekinge Maw Yorks National fsspciatien of

Accountants, 1975.

‘ ¢

Hall, WeK. "Changing Purspoctives on tho Cepital Investmont Procoss”s
Long-rangs Plsnning 12 ( Fobruary 1979), pp«37-40.

Hostiu, K,Le "Una Busin;ssman's Visw of Capital Budguting™.
Fingncial Mcnsqumunt 3 (Wintar 1974,y ppe3o=id.

Hoynos, WeW.s and M.8.501lomon, 2re MA Misploced Emphesis in Capitel

Budguting”. Quarterly Roviow of Economigs and Businass (January-
Fobruary 1964), pp.95-106.

King, Pe "Is tha £mphosis of Copital Budgsting Thaory Misplacad?"
Journal of Businuss Finance and foorunting (9.zing 1975), ppe6&9=82,

Panduys .M. P Financing Decisions: A S._voy of Managumant Undar=
standing". Economic and Political Waoklye AIX, H0.B (Fobruary 1984),
DPe2B=31,

. Financig} Policy and strotagic Management. Working
Papur 85-1, Kansass Kansas Stote University, 1985.

Fotty, Ily JoWe, cnd DJFeScott, Jr. "Capital Budgsting Practicas in
Largo Y.5e Firmss: A Rotrossuckive Analysis and U-dato's in Derkine
derun and Crum (ud.). Fondings in Strotegy for sprizorpate Inuvastmant,
Ma.t Pitman Publishing Inc.s 1981 .

Patty, Jilles DeFadootty Ires onc M.M.Bird. "Thu Capitsl Cxpundi bira
Docisicn-fiaking Procass of Lerge Corporcticns?. Engincering
Economist {(Spring 1975} ppe159-72.

Porwal, L.Se Capital Budgoeting in India, NOW Ds1ni Sultan Chand and
Soney 1976,

Roekloy, L.€ Tnyastmank fof pgeiitezility. Londons Bualnees Basks
Limited, 1573,

Sohnll, Lelss fekaSundam, 2nU W.R. Guljab.cks Jre “Supysy sRO Analys
sys af Capital Budgoting Mukheds", Jouznal of Lino0cd {Mareh 1979},
pr.281-87,



