FUNDAMENTALS OF CAPITAL BUDGETING
Capital budgeting entails evaluating various projects to ascertain their viability. There is need to come up with a capital budget list for potential projects. The Net Present Value method is used to determine the projects to accept or reject. Projects with a positive NPV are accepted whereas projects with a negative NPV are rejected.
To determine incremental earnings associated with a project we take into account the increase in revenues, costs, depreciation and the associated marginal tax rate for the project. We don’t consider financing cost when computing the unlevered income (Goel, 2015). The incremental earnings are then used to calculate the incremental free cash flows by eliminating non-cash expenditures like depreciation, subtracting capital expenditures made and adding decline in net working capital.Net working capital is total sum of cash, inventory and debtors less the amount owed to creditors.
Sensitivity analysis is utilised to show how NPV changes when underlying variables like initial outlay changes. Break even analysis is used to show the level of change in parameter that will result to a negative NPV for the project. Scenario takes into how simultaneous change in parameters of the project affect the NPV.
Some of the real options in capital budgeting include: abandonment option; real option; option to delay commitment to the project and option to expand. These options are used to make a project more valuable.
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