
INTRODUCTION

Several main techniques for capital budgeting that had been discussed in Chapter 
6 required an estimated cash flow in its calculations. Without the estimated cash 
flow, we cannot apply these techniques. Therefore, it is important for us to 
understand that a wrongly estimated capital budgeting cash flow will produce an 
inaccurate decision that may result in a decrease in the owners' wealth instead of 
increasing the owners' wealth.  

This chapter will discuss the estimation for cash flow of capital budgeting by 
looking at three types of cash flow during the time it occurs. You will then find 
that this separation is appropriate due to the uniqueness of the cash flows 
involved at that time. Subsequently, we will analyse the items that must be taken 
into account in estimating each type of these cash flow. Finally, we will apply 
what we had learned in the decision making of capital budgeting. 
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OBJECTIVES
At the end of this chapter, you should be able to: 
1. identify the guidelines in estimation of cash flow; 
2. identify the three types of cash flow for capital budgeting; and 
3. ascertain the method in decision making for a capital budgeting project. 
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GUIDELINES IN ESTIMATING CASH FLOW 
FOR CAPITAL BUDGETING 

To make more accurate decisions on capital budgeting, the finance manager 
needs to consider several important guidelines. Generally, cash flow of capital 
budgeting must fulfil the following characteristics:  

(a)  It is an Additional Cash Flow 
 Cash flow for capital budget only involve the cash flow components that 

changes as a result of the evaluated project. Suppose that Project A will 
cause the cash sale revenue of the firm to increase from RM1 million to 
RM1.5 million. In the estimation of cash flow for capital budget of Project A, 
we will only take into account the inflow of RM0.5 million and not the 
entire RM1.5 million. This is because we should only consider the effect of 
the project. In this example, the concept of additional is quite obvious. 
However, in some situations, we may be confused if we are not careful. The 
guidelines to decide whether the cash flow is an additional cash flow or not, 
compare the cash flow if the investment in the related project is made with 
the cash flow without that project.  

(b) IIt Takes into Account the Effects of Taxation 
 Another important characteristic for cash flow of capital budget is that it must 

take into account the cash flow after tax. It is obvious that tax imposed on 
earnings is an expense that must be paid. Therefore, it should be taken into 
account at the beginning of the calculation. This characteristic is emphasis as 
we always disregard the effect of taxation although it influences the total cash 
inflow and outflow of a project.  Imagine if the taxation rate of 30% is imposed 
and we expect to receive as much as RM1 million. We have to realise that in 
reality, we are not enjoying RM1 million but only RM700,000. 

(c) IIt Does Not Take into Account the Effect of Financing
 Investment in capital assets involves a sum of financing, whether from 

external sources or internal sources. Each of these sources would surely 
involve cost. In estimating cash flow of capital budget, these costs are not 
taken into account. Suppose our investment involves financing from the 
bank, where the interest charged is RM30,000 per year. In estimating the 
cash flow of capital budget, we do not take into account this cost. This is 

7.1

State several guidelines that assist in estimating the cash flow for 
capital budgeting. 
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because, as observed in the topic on cost of capital, the effect of this 
financing had been taken into account when the cost of capital is used to 
discount the cash flow. If it is taken into account in the calculation of cash 
flow, the effect of this financing is taken into account twice. This method 
can also differentiate the investment decisions from the financing decisions.  

Several other guidelines that can assist in the estimation for cash flow of capital 
budget are: 

(a) DDisregard Sunk Cost 
 Sunk cost is the cost that has been spent that does not influence the decision 

on  accepting/rejecting a project. An example of sunk cost is the cost of 
building a research laboratory that had been completed before the project of 
producing a new product was considered. Based on the concept of 
additional cash flow, sunk cost should not be taken into account in the 
calculation for cash flow of capital budget, especially the initial cash flow. 

(b) DDo Not Disregard Opportunity Cost 
 Opportunity cost can be defined as the cash flow that could had been 

obtained if the project under consideration was not implemented. For 
example, the rental income from the factory that had been stopped because 
of that project. Based on the concept of additional cash flow, this cost 
should be taken into account as cash outflow due to the decrease in the 
firmÊs cash flow as a result of executing the project. 

(c) DDo Not Disregard Side Effect
 Side effect is the effect of accepting the project on the other sections of the 

firm. For example, the effect of a project in producing a new product on the 
production level of the other products. The effect might be cash outflow or 
cash inflow, depending on whether its effect is positive or negative. We 
need to take into account the side effects as it is in accordance with the 
concept of additional cash flow. The failure to identify the side effects can 
cause the project that is expected to be profitable, to be actually unprofitable 
and resulting in negative effects to the firmÊs value. 

After we have identified several of the important guidelines in estimating cash 
flow of capital budget, the next step is to identify the types of cash flow according 
to the time it occurs. There are three types of cash flow based on the time it 
occurs, which are: 

 Initial Outlay (IO) 
 Operating Cash Flow (OCF); and 
 Terminal Cash Flow (TCF). 
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Figure 7.1 shows the three cash flows based on time line. 

Figure 7.1: Time line showing the types of cash flow for capital budget  

 INITIAL OUTLAY 

Initial outlay (IO) of a capital budget project refers to the total of cash outflow 
that is expected to occur at the beginning of an investment to enable an asset or 
project to operate smoothly. As shown in Figure 7.1, IO is the cash flow at time 0. 
The acronym IO is often used to represent initial outlay. 

Among the main items that are involved in the estimation of IO are: 

 Cost of purchasing, installing and transporting that are involved for the 
new assets; 

 Changes to the net working capital of the firm due to the investment made; 
and 

 Sale revenue after tax for the old assets that must be sold if the project is 
accepted.

The calculation of IO depends on: 

 Whether or not it involves all items stated above; and 

 The taxation system being enforced. 

 Cost of purchasing, installing and transporting the new assets 

7.2

What do you understand by initial outlay? 
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 As discussed in section 7.1, we must be careful not to include the sunk cost, 
for example the cost of setting up the laboratory that was made before the 
decision for the capital budget was made. To simplify, only the cost that 
must be spent to enable the project to be operational will be taken into 
account. 

(b) CChanges to Net Working Capital
 Net working capital (NWC) is equivalent to the current assets deducted by 

current liabilities. A capital budget project can have effect on the level of NWC 
held by the firm. For example, the opening of a new factory is expected to 
increase the level of account payable by RM500,000 (due to the increase of 
purchases for raw materials and other on credit), the level of account receivable 
by RM800,000 (due to the increase in credit sales), the level of inventory by 
RM400,000 and also the level of short-term loans by RM100,000. 

These increases that are not balanced between the current assets and current 
liabilities will cause the level of net working capital to change, whether to 
increase or decrease. In summary, the changes in NWC are represented by the 
following equation: 

NWC = ’ Current Assets  ’ Current Liabilities (7.1) 

In the above example, the changes in the level of net working capital are 
calculated as follows: 

Account receivable     800,000 
 Inventory      400,000 
 Short term loans   100,000 
Account payable   500,000 

 NWC        600,000 

The level of net working capital had been found to increase by RM600,000. The 
level of NWC will decrease if ’ NWC has a negative value. Observe that the 
negative symbol is used for the increase in current liabilities and its the same 
when there is a decrease in the current assets. 

As the increase in net working capital involves a sum of cash that is tied to the 
firm, it is assumed as the cash outflow while the decrease in net working capital 
involves the release of cash and is considered as cash inflow. 

The change in NWC is one of the important items in the estimation of IO as this 
change usually occurs when the project is started. 
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(c) RRevenue from Sale of Old Assets, After Tax 
 For replacement projects where the new assets were bought to replace old 

assets, the revenue from the sale of old assets must be taken into account as 
one of the cash inflow in the calculation of IO as this replacement usually 
occurs in the beginning of the project. 

In some taxation systems, capital gain, which is the profit obtained from selling 
the capital assets, will be taxed. Meanwhile the losses that occurred from the sale 
of capital assets will be tax savings. Therefore, we must take into account the 
effect of taxation in the calculation of IO via the calculations of the revenue from 
sales, after tax.

It must be noted that: 

 Tax is imposed on the components of capital gains only and not the entire 
revenue from the sale of the assets; and  

 Capital gain is the surplus of selling from asset book value. 

The following equations will help us to understand and calculate the sales 
revenue of the old assets after tax: 

(a)  Sales revenue after =  Selling price  Increase in Tax
(b)  Increase in tax  =  Tax rate (capital gain) 
(c)  Capital    =  Selling price  Book value 
(d)  Book value  =  Original price  Accumulated depreciation 
     = Annual depreciation x Surplus lifetime 

(e)  Annual depreciation =  
Original cost 

Lifetime

The calculation of depreciation above assumes that the asset is depreciated 
according to the straight line method. 

Now we will look at how the sales revenue of the assets after tax and the changes 
in net working capital are calculated via examples 7.1 and 7.2. 

Example 7.1 

Project A involves the replacement of an old grinding machine with a new 
grinding machine. The old grinding machine was bought at the price of 
RM250,000 three years ago and has a lifetime of 5 years. What is the sales revenue 
of the asset after tax if this old machine can be sold at the price of RM120,000 now 
and the marginal tax rate is 30%? 



 CHAPTER 7    CASH FLOW OF CAPITAL BUDGETING 254

Solution: 

Step 1: Obtain the book value of the old machine 
Book Value of old machine = Original price  Accumulated depreciation 
    = RM250,000  RM150,000* 
    = RM100,000 

* Assumption: 

 Asset is depreciated in a straight line. 

 Annual depreciation is equivalent to RM50,000 per year that is 
(RM250,000)

5

 Accumulated depreciation is RM150,000 (RM50,000 x 3 years) 
(RM250,000)

5
 The following calculation can also be used to obtain the book value of the old 

machine:

Book value of old machine = Annual depreciation   Surplus lifetime 
    = RM50,000 per year  2 years 
    = RM100,000 

Step 2: Obtain the capital gain for the old machine 
Capital gain  = Selling price  Book value 
   = RM120,000  RM100,000 
   = RM20,000 

Step 3: Obtain the effect of taxation 
   = RM20,000 x 0.3 
   = RM6,000 

Step 4: Calculate the sale revenue after tax for the old machine 
   = Selling price  Increase in tax 
   = RM120,000  RM6,000 
   = RM114,000 

Observe that in cases of capital losses, we will obtain a tax saving, where to 
calculate the assetÊs sales revenue after tax, we must add the tax saving to the 
selling price of the asset. 

In summary, the formula for sales revenue of asset after tax is as follows: 

Sales revenue after tax = Selling price  Increase in Tax  
 = Selling price  [Tax rate (Selling price  Book value)] 
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Example 7.2 shows the application of the item that we studied in calculating 10. 

Example 7.2 

Teguh Company plans to purchase a new cement mixing machine, replacing the 
old machine. The old machine was purchased 6 years ago at the price of 
RM200,000 and was depreciated using the straight line method to the scrap value 
equivalent to zero, throughout its lifetime of 10 years. 

If the company plans to replace this old machine, it can be sold at the price of 
RM120,000. The price of the new machine is RM300,000 while the transportation 
cost is RM20,000 and the installation cost is RM10,000. To withstand this new 
level of productivity, the raw materials inventory must be increased by RM20,000 
and the account payable will increased by RM10,000. The marginal tax rate of the 
company is 30%. Based on this information, calculate the initial outlay. 

Solution: 

* Changes in NWC = Inventory  ’ Account payable 
 = RM20,000  RM10,000 
 = RM10,000 (outflow) 

** Sale revenue after = Selling price  Increase in Tax 
     tax for old machine  
 =  RM120,000  RM12,000 *** 
 = RM108,000 (inflow) 

*** Increase in Tax = Tax rate (Selling price  Book value) 
 = 0.3 [RM120,000  Unexpired lifetime    
  (annual depreciation)] 
 = 0.3 [RM120,000  4 (RM20,000)] 
 = 0.3 (RM40,000) 
 = RM12,000 

Initial outlay = (300,000 + 20,000 + 10,000  108,000) 
 = RM232,000 

Observe in Example 7.2, the sales revenue of the old machine after tax 
had been deducted in the process of obtaining the initial outlay. Why? 
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OPERATING CASH FLOW 

The operating cash flow for a capital budgeting project refers to the additional 
cash inflow that is expected to occur in the beginning of the first year until the 
end of the project lifetime, due to the investment made in the said project. As 
shown in Figure 7.1, OCF is the cash flow from time 1 to n. The acronym OCF is 
often used to represent operating cash flow.  

Among the items that must be taken into account in the estimation of OCF are as 
follows:

 Change in sales revenue; 
 Change in cash operating costs; and 
 Change in taxation. 

A capital budgeting project can cause changes to any one of the items above or all 
of them at once. A development project, for example, has a higher possibility of 
involving the changes to all the items above, while a manufacturing automation 
project has a higher possibility of only involving a reduction in the cash operation 
cost and taxation. The increase in revenue is a cash inflow while the increase in 
cost and taxation are cash outflow. Generally, OCF can be stated in the following 
equation:

 OCF n = ’ S n   ’ E n   ’ T n (7.2) 

Where:

S n = Increase in the sales revenue for year n

E n = Increase in the cash expenditure for year n 

T n = Increase in taxation for year n 

7.3

The purchase price of a new machine is RM35,000, the delivery cost is 
RM3,000 and the installation cost is RM3,000. The lifetime of this 
machine is 5 years. The old machine was bought at the price of 
RM15,000 and can be sold at RM 17,000. This machine has a book value 
of RM10,000. As a result of using the new machine, inventory had 
increased by RM5,000. The taxation rate imposed is 30%. What is the 
initial investment for this replacement project?

EXERCISE 7.1
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As E n only involve cash expenditure, the changes in depreciation, which is a 
type of non-cash expenditure, is not taken into account in its calculation. 
However, as a tax deduction item, the change in depreciation will influenced the 
changes to tax (Assume that this depreciation is equal with capital allowance). 
Therefore, it is important to the calculation of OCF. Suppose, the investment in 
project A causes an increase in the annual depreciation by RM50,000. Even 
though this RM50,000 does not involve cash flow, it can save the tax by RM50,000 
x rate of tax. This savings must be taken into account in the calculation of OCF for 
this project. 

There are several formulas to calculate OCF. By using formula 7.2, we can expend 
that formula as follows: 

OCFm  = Sn En Tn
 = Sn   ’ En  t (’ Sn  ’ En Dn)
 = ( Sn En) (1+t) + t( Dn) (7.3a) 
 = ( Sn En Dn) (1  t) + Dn  (7.3b) 
 = NIn + Dn   (7.3c) 
Where:

Sn = Increase in the sales revenue for year n 
Dn = Increase in depreciation for year n  
En = Increase in cash expenditure for year n 
Tn = Increase in taxation for year n 
NIn = Increase in net income for year n 

t = Tax rate 

Dn is calculated as follows: 
Dn = New depreciation  Old depreciation 

The equation 7.3b states that the cash flow for year n is equivalent with the 
increase in net income (NI) added with the increase in depreciation. This can be 
explained quite easily; because the calculation of net income (NI) involves the 
deduction of depreciation (D), a cost non-cash cost, therefore to calculate OCF, 
this depreciation is added back. You will see how these equations are used via 
Example 7.3. 

Example 7.3 

We return to the project that is being considered by Teguh Company in Example 
7.2. To estimate the operating cash flow of this project, we need to obtain the 
information for the effect of this project on the level of sales, operating 
expenditure and also the depreciation expenses. 
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The following are the information that has been obtained: 

 The new machine will be used for 4 years and is depreciated via straight 
line to the scrap value of zero. 

 At the end of year four, this machine is expected to be sold at the price of 
RM70,000. With this replacement, the company expects to increase the sales 
revenue by RM50,000 per year. 

 At the same time, the cash expenditure will reduce by RM5,000 per year. 

Based on the information above and the information provided in Example 7.2, 
calculate the OCF for this project. 

Solution: 

Step 1: Collect all the related information. 

S = RM50,000 
E = RM5,000 

Step 2:  Calculate the changes in depreciation 

Depreciation of old machine = RM50,000 

Depreciation of new machine = RM300,000 + RM20,000 + RM10,000 
     4 
 = RM82,500 

D = RM82,500  RM50,000 
 = RM32,500 

Step 3: Calculate the OCF 

OCF = ( Sn En - Dn) (1-t) + Dn
 = [RM50,000  ( RM5,000)  RM32,500] (1  0.3) + RM32,500 
 = (RM50,000 + RM5,000  RM32,500) (0.7) + RM32,500 
 = RM48,250 
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TERMINAL CASH FLOW 

Terminal cash flow for a capital budgeting project refers to the total cash flow 
related to the termination of that project. As shown in Figure 7.1, it is referred to 
as TCF. The acronym of 'TCF' is normally used to represent terminal cash flow. 

What are the items involved at the time a project is terminated? One of it is the 
disposal price for the assets used. The followings are among the several 
important items that form the TCF: 

(a) SSales Revenue After Tax of New Assets 
 As discussed above, we expect that the assets which had been used can be 

sold and this will produce cash flow to the firm. The effect of taxation must 
be taken into account in estimating cash inflow as a result of selling that 
asset. Supposing, an asset in the project can be sold at the price of 
RM100,000. The scrap value is equivalent to zero. The sales revenue after 
tax can be calculated as follows: 

Sales revenue after tax = Selling price  Increase in Tax 
  = Selling price  (Tax rate x Capital gain) 
  = RM100,000  0.3 (RM100,000) 
  = RM70,000 

Observe that for asset with its scrap value of zero, the following formula 
can be used: 

 Sales revenue after tax = Selling price (1  Marginal tax rate) 

7.4

        

1.  The purchase price of a new machine is RM35,000, the delivery cost is 
RM3,000 and the installation cost is RM3,000. The lifetime of this 
machine is 5 years. The old machine was bought at the price of 
RM15,000 and can be sold at the price of RM17,000. This machine has 
a book value of RM10,000. 

    The usage of this new machine will reduce the wages cost by 
RM9,000, Employees' benefit by RM1,000 per year, the defect cost 
reduced from RM8,000 to RM3,000. However, the maintenance cost 
had increased by RM4,000 per year. The depreciation of the old 
machine is RM2,000 per year. Assume that the taxation rate is 30%, 
how much is the annual additional cash flow after tax? 

EXERCISE 7.2 
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(b) OOther Expenditure Related with Project Termination   
 The termination of a project involves a clean-up cost, moving cost or 

refurbishment cost. All this involve cash flow at that time. These 
expenditures are calculated as expenditures that is tax deductible. 
Therefore, we must obtain these expenditures after its taxes by using the 
following equation: 

 Expenditure after tax =  Expenditure (1  Marginal tax rate) 

 Suppose a project is expected to involve expenditure of RM250,000 for 
clean-up works. If the tax rate is 30%, the clean-up expenditure after tax is 
RM175,000, which is 0.7  RM250,000. 

(c) RRegaining the Original Level of Net Working Capital 
 Normally, the changes to the level of working capital are maintained 

throughout the lifetime of the project to provide for the requirement in the 
operations of that project. Therefore, the increase only occurs in the 
beginning of the project, which has been taken into account in the 
calculations of IO. When the project is terminated, the company will return 
to its original position before the project was implemented. The level of net 
working capital is also expected to return to the original level. If at the 
beginning of the project, the level of net working capital had increased, then 
at the time of the project termination, this level of net working capital will 
decreased to return to its original position. The same when reversed, if the 
level of this net working capital had decreased in the beginning of the 
project, then this net working capital will increased at the time of the project 
termination  to return to its original position. Regaining the net working 
capital level involves a cash flow, whether in or out depends on whether 
this level had increases or decreases. 

Suppose in the beginning of the project, the level of net working capital had 
increased to RM200,000. You need to take into account the regaining of this level 
that will involve a cash inflow of RM200,000 in estimating the terminal cash flow. 
This is because the level of net working capital is expected to decrease by 
RM200,000. 

Look at example 7.4 to understand the terminal cash flow more clearly. 

Example 7.4 

Use the example of Teguh Company (Example 7.2) that is evaluating the 
replacement of an old grinding machine with a new grinding machine. To assist 
this company in making a decision whether or not this replacement should be 
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made, we need to calculate the TCF of this project. No other information will be 
given besides those that had already been included in Examples 7.2 and 7.3. 

Based on that information: 

TCF is: 

Sales revenue after tax of new machine [RM 120,000 (1-0.3)] RM84,000 
Other termination expenditures      (0) 
Regaining the level of net working capital (decrease)  RM10,000 
TCF         RM94,000 

 APPLICATION OF CASH FLOW FOR 
CAPITAL BUDGETING IN DECISION 
MAKING

After the three types of cash flow budgeting had been estimated, we can now use 
the capital budget techniques that were discussed in Chapter 6. Look at Example 
7.5 to understand how cash flow budgeting can be used to determine the capital 
budget.

Example 7.5 

We want to make a decision on whether the project of replacing a grinding 
machine that is being considered by Teguh Company in Examples 7.2, 7.3 and 7.4 
should be accepted or not. State your decision based on the PBP and NPV 
techniques if the cost of capital used is 12% and the targeted PBP is 3 years. 

Solution: 

Estimation for cash flow of capital budgeting can be obtained as follows: 

 IO = RM232,000 
 OCF = RM48,250 
 TCF = RM94,000 

7.5

Explain the differences that exist between the concept of initial outlay, 
operating cash flow and terminal cash flow. 
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(a) PPBP Technique 
 The following cash flow schedule is used: 

Time Cash Flow  Cumulative Cash Flow 
0
1
2
3
4

-232,000 
48,250 
48,250 
48,250 

142,250 

48,250 
96,500 

144,750 

The cumulative cash flow for year three, which is at the targeted PBP is 
RM144,750. As this total is less than the initial cash outlay, which is 
RM232,000, it can be summarised that the PBP of this project is higher than 
the targeted PBP. Based on the PBP technique, this project should be 
rejected.

(b) NNPV Technique 
 Based on the issues that we had learned in Unit 3 Chapter 6, the following 

equation can be used to obtain the NPV for this project: 

2 n
01 2 n

12%,4 12%,4

CF CF CFNPV =  ...  I
1+K 1+K 1+K

=  RM48,250 PVIFA RM94,000 PVIF RM232,000

=  RM48,250 3.037 RM94,000 0.636 RM232,000

=  RM206,319 RM232,000

= RM25,680.75

The NPV value of this project is RM25,680.75. The negative NPV value will 
decrease the value of the firm. Therefore, this project should be rejected. 
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1. Koska Clothing Company intends to replace its old weaving machine 
which had been fully depreciated. Two models are being considered: 

Item Model 190-4 Model 360-6 
Price RM 190,000 RM 360,000 
Lifetime 4 years 6 years 
Additional cash flow after tax (per 
year) 

RM 87,000 RM 120,000 

 The cost of capital for Koska is 14% while the marginal tax rate is 20%. 
Which model should be chosen based on the information above? 

2. Matasashita Company, which is a main manufacturing company of 
electrical components, is considering to replacing its current machine 
with a more sophisticated machine. The following are information on 
the old machine and new machine. 

Old Machine New Machine 
Cost RM 100,000 RM 135,000 
Selling price RM 85,000 - 
Lifetime 5 years 5 years 
Usage period 2 years - 
Sales revenue per year RM 18,000 RM 34,000 
Installation cost  - RM 5,000 
Decrease in yearly wages - RM 1,200 
Increase in yearly maintenance 
expenses

- RM 4,000 

Additional information: 
 Depreciation using the straight line method 
 Corporate tax is 20% 
 Cost of capital is 10% 

(i) You are required to calculate: 
(a) Book value of old machine 
(b) Tax from the sale of the old asset 
(c) Initial investment 
(d) Net operating cash inflow 
(e) Net present value (NPV) 

(ii) Should the company replace the old machine with the new 
machine?

EXERCISE 7.3 
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Estimating the cash flow for capital budgeting is one of the most important 
process and the most complicated in decision making on capital budgeting. The 
concept of additional cash flow after tax is used to ascertain the cash flow of 
capital budgeting. 

Among the important issues that can be used as a guide in estimating the cash 
flow for capital budgeting are the sunk cost, opportunity cost and side effects. 
Capital budgeting projects normally involve changes to the level of net working 
capital (NWC). These changes must be taken into account in the calculation of 
cash flow for capital budgeting as an imbalance increase between the current 
asset and current liability will cause the level of net working capital to change. 
Increase in NWC must be taken into account in the calculation of initial cash 
outlay and in the calculation of terminal cash flow. 

3. By using the information given below, compute the initial cash 
outlay.

Purchase price of new machine RM 8,000 
Delivery expenses 2,000 
Market value of old machine 2,000 
Book value of old machine 1,000 
Decrease in inventory if new machine is 
installed 

1,000 

Increase in account receivable if new machine is 
installed 

500 

Tax rate 34% 

4. You are considering whether or not to replace the current meter 
with a new meter. The old meter can be sold at the price of RM500. 
It involves a cost of RM300 per year to operate. The new meter costs 
RM4,000 and has a lifetime of 10 years. It also involves a cost of 
RM140 per year to operate. If the cost of capital is 12% with taxation 
disregarded, should the old machine be replaced? 

5. 'Depreciation is not important in the calculation of cash flow for 
capital budgeting'. Is this statement true or false? Provide 
explanations. 
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Cash flow for capital budgeting can be classified into three, which is the initial 
outlay (IO), operating cash flow (OCF) and terminal cash flow (TCF). 

Among the main items that are involved in the estimation of initial outlay are the 
purchasing cost, installation and transportation cost involved by the new assets, 
changes to the net working capital level of the firm and sales revenue after tax of 
the old assets that must be sold if the project is accepted. 

Among the main items that must be taken into account in the estimation of 
operating cash flow are the changes to sales revenue, changes to cash operating 
cost and changes in taxation. Operating cash flow can be seen as an increase in 
the net income added with the increase in depreciation. 

Among several important items that form the terminal cash flow is the sales 
revenue after tax of the new asset, other expenses related to the termination of the 
project and regaining the original level of net working capital. 




