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FOREWORD

This Research Study, Capital Budgeting Practices Including the Impact of
Inflation, has been developed to assist financial managers in industry and their
external advisers to improve capital budgeting techniques. It gives particular
consideration to the impact of inflation on capital budgeting and aims to make
managers aware of the theories underlying the various methods. Although the
Study was not written with a view to updating capital budgeting theory, it will
assist theorists who are trying to relate their work to practice.

The Study is based on the results of interviews with managers from 25 of the
largest Canadian companies. The capital budgeting practices of these..
companies are compared to theory and to the findings of other relevant studies
including several in the United States and the United Kingdom. The author
shows that a wide gap exists between theory and practice. He indicates the areas
where practice appears deficient and where theoretical models cannot readily be
applied in practice.

The author’s terms of reference were to:

1. Survey and describe capital budgeting practices used by a selection of large
corporations in Canada.

2. Evaluate these practices in light of theoretical literature and thus provide a
bridge between theory and practice.

3. Describe the relationship between individual project analysis and the total
capital budgeting system.

4. Provide guidance for the implementation of capital budgeting methods.
5. Investigate how capital budgeting procedures are affected by inflation.

6. Provide guidance for the implementation of a quantitative method which ‘
will consider inflation in capital budget analyses.



Although the practices reported in this Study are those of companies with the
resources to attract highly trained managers and to use modern management
techniques, the methods described can be employed by most companies.

To assist readers in working their way through the Study, the author has
included:

® Highlights, Summaries and Conclusions providing a preliminary insight into
the subject.

® Appendices providing detailed explanations to technical material and further
support for certain theoretical aspects.

The Research Department greatly appreciates the enthusiasm that Dr. John
M. Boersema, Associate Professor, School of Business, The University of
Western Ontario, London, brought to his research. Dr. Boersema received
valuable support from the members of the Advisory Group whose role was to
provide the author with input and comment from diverse perspectives. He has
asked that special recognition should be given and appreciation expressed to
K. J. Caplan, CA, CICA Research Manager, for his assistance and detailed
review of a number of drafts.

Toronto John H. Denman, CA
November 1977 Research Studies Director

Advisory Group

R. H. Anderson, CA G. E. B. Donald, FCA
University of Regina Ernst & Emnst
Regina Toronto

Dr. G. Moller, FCA, RIA
Burlington, Ontario
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PREFACE

In his Foreword, John Denman outlined the objectives and scope of this Study.
Chapter 1 provides a further introduction to what is to follow so that no
expansion is required here. Some description of the origin of this Study may,
however, be useful.

My first formal study of the inflation problem was my PhD dissertation at the
University of Pennsylvania on the topic, Accounting for Inflation: The
Techniques Revisited. After its completion in 1973, I began a series of articles
all related to the area of accounting for inflation — reporting results of operations
on an inflation-adjusted basis. All the while, however, I was intrigued with the
problems that inflation creates for management decision making. I was struck
with the contrast that, on the one hand, I was busily researching the financial
reporting problems created by inflation but that, on the other hand, I was
teaching management accounting with only passing references to the effects of
inflation. In teaching management decision making, the emphasis is on future
data, and inflation’s distortion of past data can, therefore, frequently be
disregarded. Nevertheless, I still found myself wondering whether a more
systematic consideration of inflation is not required also in management
accounting.

The idea to actively consider the effects of inflation upon capital budgeting
was triggered in the latter part of 1974 by two items. First, I came across a
notice in Accountancy in which The Institute of Chartered Accountants in
England and Wales invited companies to take part in an information exchange
on the subject. During a visit to England in the summer of 1975, I discussed this
project with C.A. Westwick of the ICAEW, who arranged for me to receive
copies of the questions that had been developed as part of this information
exchange. Some of these questions were used in my own interview guide and I
gratefully acknowledge the assistance of the English Institute in this regard.

Second, my interest in the topic was strengthened by a paper that I received
from Kenneth P. Gee of the University of Lancaster. This unpublished paper,
which he had presented for the British Accounting and Finance Association,
provided me with a theoretical foundation for my topic. His survey paper and
the PhD dissertation of Peter Knutson form the underlying theory for the
practical method developed in this Study.






























































































































































































































































































































































































































































































































































































































































































































