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ABSTRACT

Capital budgeting involves planning and confrolling long-ferm and short-term investments in fixed assets. It requires
investing cash now with the expectation of recovering it over more than a year. Evaluating these decisions means
assessing the investment and its future cash flows, which come from added revenues, cost savings, or cost reductions.
Most numbers used in these analyses are estimates. Capital investment decisions are crucial for organizations' strategic
goals. This study explores the capifal budgeting practices of MSMEs in Malawi by surveying ten manufacturing
companies. Results show that 70.3% of these MSMEs use capifal budgeting for short- and medium-term investments,
offen employing forecasting analyses, and some use cost-benefit analysis and executive decision-making. Most MISMEs
struggle with capital budgeting due fo limited knowledge, time constraints, and dataissues. While 50.9% understandthe
"Decision Rule" in capital budgeting, 40% cite lack of knowledge as their biggest challenge, followed by time,
manpower, and data availability. Capital budgeting in Malawian MSMEs is developing as they adapt fo globalization's
opportunities and challenges. It is therefore suggested that the Malawian government, non-governmental
organizations, and business development providers should offer training in capital budgeting and proper business
record-keeping to Malawian Micro, Small, and Medium Enterprises.
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INTRODUCTION that budgetary planning and control are the most visible
Background of the Study uses of accounting information in the management
control process. By setting standards of performance and

Capital budgeting is crucial for businesses of all sizes,

especially for Micro, Small, and Medium Enterprises providing feedback through variance reports,

(MSMEs) in emerging markets like Malawi. It involves ~ 9ccountants supply much of the fundamental

evaluating and selecting long-tferm investments that information required for overall planning and control. The

dlign with strategic goals, essential for growth and capital budget, which refers to investment activities,

competitiveness. Effective budgeting is central fo belongs to the area of financial management. Baker and

successful business management. Aggarwal (1993) states English (2011) explain that a capital budget consists of all

projects and investments planned for implementation in

P . ) .
S This pper hos objectives reloed 10 OGS the upcoming period. Therefore, before spending money

Publications
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Capital budgeting is the process of planning and
controlling strategic (long-term) and tactical (short-term)
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expenditures for expanding or contracting investment in
operating (fixed) assets (Stern & Chew, 1992). The main
task in capital budgeting is to relate the benefits 1o the
costs in a reasonable manner, consistent with the value-
maximizing objectives of the business. Capital budgeting
decisions are crucial as they involve extended estimation
and prediction of future conditions, requiring a high level
of intellectual ability and economic analysis (Aggarwal,
1993). Forinvestment appraisal purposes, cash flow refers
to the incremental cash receipts minus the incremental
cash expenditures solely attributable 1o the investment in
question. Capital budgeting involves making long-term
planning decisions for capital investments. Investment
decisions are based on three main questions:

e Howtoinvest?
e  Wheretoinvest?
e Whethertoinvestornot?

Capital budgeting decisions are long-term in nature and
typically involve two factors, risk and the time value of
money. There are generally three types of investment
decisions:

o Expansion of Existing Business: This involves expanding
existing operations rather than establishing
completely new units. The new units are dependent
onthe existing brand name.

o Establishment of New Business: This involves starting a
new business enfirely, distinct from existing
operations.

e Replacement and Modernization: This involves the

renovation or renewal of buildings or machines.
Capital budgeting is key for long-term profitability.
Managers assess investment options using Modern
techniques (like Profitability Index, Internal Rate of Return,
and Net Present Value) and Traditional methods (non-
discounted cash flows). On the other hand, the Traditional
techniques include the Payback Period and the
Accounting Rate of Return (Fox et al., 1990). A study
integrating uncertainty into capital budgeting theory has
significantly enriched the field. Capital budgeting
involves a seven-step process for making investment
decisions:

e |dentifying the Investment Proposals.: The number and
types of investment opportunities available should be
identified.

e Screening the Proposals: This involves scrutinizing
each proposal in conjunction with the available
resources of the business.

e FEvaluating the Proposals: This step involves using
statistical technigques to calculate and ascertain the
risk and return of the project proposals.

e Selection of Proposals: Choose the best proposal or
combination of proposals based onrisk and return.,

o Implementing the Selected Proposal: This involves
the implementation and execution of the proposal.
Responsibilities must be assigned to ensure the
project is completed within the allocated time to
minimize costs.

e Review: This step involves providing feedback and
reviewing the performance of the investment project.

e Final Approval: This involves making the final decision
regarding the investment. Continue with the
investment ifitis profitable, or discontinue if itis nof.

According to data, there are 758,118 MSME owners in
Malawi, managing approximately 1 million (987,480)
businesses and employing a total of 1.1 million people
(excluding the business owners themselves). As such, the
sector contributes significantly to job creation, with a total
of 1.8 milion people working in the sector. This
contfribution helps alleviate poverty, as survivalist
businesses play a crucial role in preventing deeper
poverty and thus reduce individual and household
vulnerability. The turnover of the MSME sector in 2019 is
estimated to be atleast 326 billion Malawi Kwacha.

1. Literature Review

Gondwe (2015) describes the determinants of the flow of
formal credit to Small and Medium Enterprises (SMEs). This
thesis investigates how social capital and domestic
savings affect SMEs' access to formal creditin developing
countries, with a focus on Malawi. It examines how the
domestic banking sector can mitigate information
asymmetry and improve loan availability by considering
non-traditional factors. Using probit models for cross-
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secfional data and vector autoregressive models for
time-series data, the research finds that social capital
and domestic savings significantly influence credit
access and economic growth. The study recommends
incorporating social capital into credit assessments and
improving information flow between lenders and
borrowers to enhance credit availability and domestic
savings.

Mission-Phiri (2017) investigates the limitations that rural
characteristics impose on the operations of rural-based
MSMEs in Malawi. This study examines how rural
characteristics impact the operations of MSMEs in
Malawi, focusing on infrastructure (such as roads,
telecommunication, and electricity), financing,
education standards, popular business types, cultural
beliefs, and gender practices. Using a quantitafive
approach with a self-completed questionnaire, data
were collected from MSMEs across seven districts. The
research analyzes these rural factors to identify the
challenges faced by MSMEs. Findings from both the
literature and the field survey indicate that these
constraints hinder MSME operations and growth. Unless
rural conditions improve, MSMEs in Malawi will continue to
face significant limitations.

Lanyo (2019) explains the factors influencing micro and
small enterprises in the adoption and use of policy
inferventions in a study on SMEs in the Cape Coast
municipality. Policy interventions are crucial for the growth
of Ghana's SMEs, but effective, evidence-based
evaluation is needed. This paper assesses the adoption
andimpact of various support institutions on SMEs in Cape
Coast. It found that while SMEs are generally aware of and
benefit from business development services, access to
financial aid remains a significant barrier. The study, which
involved 33 randomly selected SMEs, highlights the lack of
a dedicated SME policy and suggests that the
government should develop a comprehensive SME
policy and improve access to credit for indigenous
businesses.

2. Objectives of the Study

e TJTo examine the present practices of capital

budgeting tools used and practiced by MSMEs in
Malawi.

e Evaluate the interacting effect of uncertainty
between capital budgeting practices and
performance.

o To explore the prevailing difficulties in applying
capital budgeting tools in Malawian MSME
companies.

o To offer suggestions to the challenges MSMEs
encounter when using capital budgeting in
investment decisions.

3. Problem Statement

Despite the fact that many finance officials favor
Discounted Cash Flow (DCF) technigues when evaluating
an investment or project, the capital budgeting
techniques of Net Present Value (NPV) and Internal Rate of
Return (IRR), which fall under DCF, have gained very little
traction among SMEs in Malawi (Graham & Harvey, 2002).
This research seeks to understand why DCF is not
commonly used. The paper targets SMEs to observe how
they are applying various methods of capital budgeting
in theirinvestment decisions. Thus, it highlights the need to
articulate the dimensions of applying capital budgeting
techniques when evaluating project investments.

4.Research Questions

To study the research problem, a major research question
has been formulated o guide this paper towards solving
the issue mentioned above:

e How do SMEs apply methods in their capital
budgeting decisions?

e Are SMEs in Malawi practicing capital budgeting
tools?

¢ Howdo SME managersimplement capital budgeting
in project appraisal?

¢ How do SME managers apply methods in their capital

budgeting decisions? What is the applicability of DCF
and non-DCF methods in capital budgeting?

5. Methodology

The study will employ both quantitative and qualitative
approaches to data analysis. Specifically, the data will be
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analyzed using summative content analysis and the
Statistical Package for the Social Sciences (SPSS). The
analysis will be more quantitative than qualitative.,

5.1Research Approach

This study aimed to expand knowledge through data
collection using a descriptive research methodology.
Descriptive research captures the current behavior of a
sample population without controlling variables. Best and
Kahn (2003) noted that it relates to an attempt fo
determine, describe, or identify what is. Descriptive
research is “aimed at casting light on current issues or
problems through a process of data collection that
enables researchers 1o describe the situation more
completely than was possible without employing this
method.” In essence, descriptive studies describe the
characteristics and/or behavior of the sample
population. The purpose of descriptive research is to
determine and report the way things are, as well asto help
establish the current status of the study population
(Mugenda & Mugenda, 2003). Evans et al. (2014) discuss
descriptive research as a method for accurately
portraying the characteristics of individuals, situations, or
groups. It helps uncover new insights, describe current
states, measure frequencies, and categorize
information. In a nutshell, the three primary purposes of
descriptive studies are describing, explaining, and
validating the findings (Lancaster, 20095).

5.2 Research Design

This descriptive study will use an online survey to gather
data. A standardized questionnaire will be sent to a
specific group to collect consistent and unbiased
information on various topics. This method is more natural
and less time-consuming than fraditional one-to-one
interactions and is also less expensive (Evans et al., 2014).
The data will be collected and stored in a database and
laterevaluated.

5.3 Population of the Study

The individuals of interest for this study are Malawian SMEs,
entrepreneurs, workers, and managers of SME
companies. It should be noted that the group will consist
entirely of SMEs based in Lilongwe City, Malawi. The

population of Lilongwe City is 989,318 (NSO population
census 2018), with a population projection of 1,162,544
by 2023. According to the SMEDI MSMEs database,
Lilongwe City has over 1,000 MSMEs operating in various
secftors.

5.4Sample Size

Asample is a proportion or subset of a larger group called
a population. A total of 100 MSME respondents were
selected from the MSME population. It should also be
noted that this group consisted entirely of respondents
with a deep understanding of business in Malawi. This
group provided valuable information for assessing the
phenomena.

Cochran's formula was used to estimate the sample size

(Barrow, 2006). 5
L2 (d=p)p

2
e

Where;

n = sample size

p = estimate of percentage

e = desired level of sampling error

z = the desired degree of confidence

The study desired a 95 per cent level and a 10 per cent
precision level. P was set to be 0.5 because variation in
the population of the study area was not known at the
time of the survey. A variance of 0.5 was conservative,
leading to the largest possible variance for proportion.
The sample size was given as follows

n = (1.96)2(0.5)(0.5)/(0.1)2

n=296
From the calculation, it was shown that the required
sample size is 96 MSMEs. Considering non- response error,

the sample was increased by 10% hence the sample size
wasinflatedto 106 respondents.

5.5 Sample Technique

The recruitment process will be tailored to ensure that all
participants in the population have an equal chance of
being selected. Sampling is a method used to select
members of the populationto be included in the study. Itis
generally agreed that “because many populations of
interest are too large to work with directly, techniques of
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statistical sampling have been devised to obtain samples
from larger populations” (Proctor, 2006). Because the
target population is large, researchers study a sample to
draw conclusions. They used a simple random sampling
method to select respondents. This standard method has
a distinct advantage: it ensures that every unit in the
population has an equal chance of being selected (Lee,
1985).

5.6 Data Collection Method

Data collection is crucial in research and often relies on
available resources. With technology advancements,
online self-complete questionnaires are commonly used.
They help focus respondents on key items and ensure
uniformity in recording responses. Evans et al. (2014)
argue that not all respondents may have an email
address or be on the internet, and some may be wary of
divulging information online. However, online
questionnaires are cost-effective, can be self-
administered, and have a very low probability of data
errors. They further point out that data collection and
analysis are structured and easy to manage, which results
in a higher survey response rate compared to other
research methods.

5.7 Data Source

Information collected, analyzed, and presented in this
study came from two sources. 100 respondents from SME
organizations (primary data): Primary data consists of first-
hand information that is updated, precise, and reliable
when the appropriate methods of data collection are
applied (Cooper & Schindler, 2003; Evans et al., 2014).
For this study, online self-completed questionnaires will be
used. The questionnaires will consist of both closed-
ended and open-ended questions. For the closed-
ended questions, options will be provided for respondents
to select their opinions on issues of interest. The
questionnaires will cover relevant topics, including
respondent bio-data and issues related to youth
employmentinthe context of e-commerce.

Desk-based research on the application of capital
budgeting techniques among SMEs (secondary dataqj):
Secondary data is derived from published reviews and

expert opinions (Cooper & Schindler, 2003). This data,
obtained from desk-based research on capital
budgeting, includes information from published literature,
expert opinions, books, journals, periodicals, and the
Internet. Additionally, electronic records from
government websites provided valuable information for
this study.

5.8 Data Analysis and Interpretation

Data gathered are reported using descriptive statistics.
This method has the potential to evaluate the differences
in data for statistical significance and to examine the
values provided by the study. The analysis included
descriptive stafistics, frequencies, percentages, bar
charts, and pie charts. The human mind cannot extract
the full import of a large mass of raw data; therefore,
descriptive stafistics are crucial in reducing the data to a
manageable form (Best & Kahn, 2003). Using Microsoft
Excel 2019 and SPSS, the data were coded, reviewed,
and tabulated.

5.9 Ethical Consideration

Before administering the online questionnaires, informed
consent was obtained, and the study was approved by
the school department. It is for academic purposes only,
with no financial benefit. Participants were given full
information about the study, had time to ask questions,
and their paricipation was voluntary. Confidentiality was
ensured, with no personalidentifiers recorded.

6. Significance of the Study

The survival and vitality of a company are determined by
its ability to regenerate itself through the allocation of
capital into productive use (Arnold & Hatzopoulos, 2000).
Allocating resources among investment projects is vital for
fop management, impacting long-term performance.
Effective capital budgeting is essential for managing
strategic change and ensuring corporate success by
deciding the timing, amount, and direction of
investments. Nonetheless, current investment markets are
evolving within an increasingly volatile and intertwined
global network, making investments strongly exposed to
uncertainties (Clark et al., 1984). These uncertainties
could lead to the failure of a good investment decision.
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Thus, integrating uncertainty with capital budgeting
techniques is both overarching and often complex
(Ghahremani et al., 2012). Over the last two decades,
corporate practices regarding capital budgeting have
not been static and have diverged from theoretical
models (Arnold & Hatzopoulos, 2000; Cobb et al., 1995).
Empirical evidence reveals that sophisticated capital
budgeting relies on diverse tools like Monte Carlo
simulations and real options reasoning. This complexity
often makes theoretical models less applicable in global
business contexts, highlighting a gap between theory and
practice. Additionally, capital budgeting practices differ
widely across countries and companies. This scenario
highlights seminal studies indicafing that capital
budgeting practices are influenced by a 'country effect'
(e.g., Graham & Harvey, 2002; Hermes et al., 2007).

7. Limitations of the Study

Every research study is subject to limitations, as it is
impossible to control all variables. These research
limitations impose restrictions on the assumptions and
application of a research endeavor (Best & Kahn, 2003).
The collection of primary data was achieved through
administering well-structured online questionnaires. This
data collection technique was time-consuming due to
the nature of the respondents; the time required for
collecting, validating, and analyzing the large amounts
of data might not have been adequate (Seitz & Ellison,
2005). The study examines capital budgeting practices,
omitting economic aspects and implementation details.
Data from finance executives in manufacturing
companies reveal gaps between actual and perceived
practices. However, with good planning, managing these
gapsremains feasible.

8. Malawi Country Profile

Malawi is a low-income country with relatively moderate
levels of development, ranking 166 out of 184 countriesin
2019 with a population of about 19 million, a small
improvement from its 2016 position of 170 out of 188
(UNDP Human Development Index) (National Statistical
Office, 2018). Covering an area of 118,500 square
kilometers, it is one of the most densely populated

countries in the region, with a density of 186 people per
square kilometer in 2018, compared to a sub-Saharan
average of 44.31. The country has a population of
approximately 18 million people, of whom 50.7 percent
live below the poverty line and 70.9 percent survive on
less than USD 1.90 a day. It has a relatively high Gini
coefficient, which increased from 39.9in 2004 t0 46.12in
2018, indicating significant levels of inequality. Malawi is
bordered to the north and northeast by the Republic of
Tanzania, to the east, south, and southwest by the People's
Republic of Mozambigque; and to the west by the Republic
of Zambia.

To spur economic growth, reduce poverty, and create
decent jobs, the Government of Malawi sees the private
sector as crucial. Thisis reflected in key policies like Malawi
Vision 2063 and the National Industrial Policy. However,
challenges such as limited access to finance,
infrastructure issues, regulatory hurdles, and capacity
constraints hinder the sector's progress. The recently
launched Financial Sector Development Strategy |l
(2017-2022) recognizes that inclusive finance is crucial for
increasing agricultural productivity and production,
starting or expanding micro and small enterprises,
creating employment, raising household income, and
ensuring smooth consumption. The National Strategy for
Financial Inclusion (2016-2020) emphasizes targeted
finance for MSMEs and farmers among its priority areas.

8.1 MSMEs Landscape
8.1.1 MSMEs Malawi Definition

MSMEs, defined by a combination of employment and
furnover as outlined in the Malawi Micro, Small and
Medium Enterprises Policy (2019), are shown in Table 1.
The Directorate responsible for MSMEs uses only the
employment criteria when defining MSMEs, as turnover
figures are rendered meaningless due tfo inflation
changes during the period.

8.1.2Business Size

Businesses within the MSME sector are classified using the
criteria outlined in the Malawi Micro, Small and Medium
Enterprises Policy (2019). Most micro-enterprises fall under
the informal sector, while small enterprises are primarily
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Type Employment Annual Turnover (MK)
Micro 1-4 Up to 120 000
Small 5-20 120 001 to 4 million
Medium 21 -100 Above 4 million to 10 million
Large Above 100 Above 10 million

Source: MSME policy, 2015
Table 1. MSME Definition (Malawi)

formalized activities engaging 5 to 20 people or with a
capital investment of K20 million and a turnover of up to
K50 million. Medium enterprises employ 21 to 100 staff
or have a capital investment of K250 million and a
turnover of up to K500 million. This report classifies
businesses based on employee numbers and annual
turnover, following the Malawi MSME Policy (2019), which
excludes asset value to avoid valuation bias. Three
categories were created for micro-enterprises. The first
category includes micro-enterprises employing 0 to 5
workers or with a turnover of less than MK5 million. The
second category, small enterprises, consists of
businesses employing 5 o 20 workers or with a turnover
of up to K50 million. The third category, medium
enterprises, includes those employing 21 to 100 workers
orwith aturnover of up to K500 million.

More than two-thirds of Malawian MSMEs are micro-
enterprises, 23 percent are small enterprises, and only 3
percent are medium enterprises. Overall, micro and
small enterprises account for 97 percent of the MSME
sector. Analysis of the findings indicates that as a business
grows in size, the participation of women in those
businesses declines. For instance, female business
owners make up the majority of micro-enterprise owners
(84 percent, compared to 64 percent male). However,
only 15 percent of females own small enterprises,
compared to 30 percent of males, and only 1 percent of
medium-sized enterprises are owned by females,
compared to 6 percent of males. The same pattern is
observed in the business life cycle, a higher proportion of
females operate in the start-up phase (61 percent), which
dropsto 49 percentinthe growth phase and 41 percentin
the established phase. Fewer female-owned enterprises
are recorded in the mature phase, with only 35 percent.
The fact that most MSMEs are either micro or small
enterprises implies limited employment potential for the

sector in Malawi. Analysis of business size by owner
education shows that the size of an MSME correlates with
the education level of its owner.

8.1.3 MISMEE Sector Contribution to GDP

MSMEs are vital for economic growth and industrial
development, They boost employment, drive investment,
enhance local skils and technology, encourage
entrepreneurship, increase exports, and build industrial
bases. A competitive and innovative MSME sector holds
fremendous promise, particularly for developing
countries like Malawi, in terms of:

e Opftimalemployment of domestic resources.

e Higherincome growth.

* More effective integration through regional frade and
investment.

e Greater equity in access, distribution, and
development.

t is strongly contended that the sector contributes
significantly to the Malawian GDP. According to the 2019
Annual Economic Report by the MFEPD, the estimated
GDP for that year was about USD 8.2 billion (as of June
2019). To highlight the contribution of the sector, the
survey estimated the total turnover generated by MSMEs
at USD 15.8 billion. The total expenses for the sector are
calculated at USD 8.9 billion, resulting in a profit of USD 6.8
billion. This can be loosely interpreted as the value added
to the economy by the MSME sector. It is important o note
that of the USD 6.8 billion profit, about USD 3.6 billion (53
percent)is likely already included in the total GDP figure of
USD 8.2 billion. This is because 11 percent of MSMEs are
formal enterprises (only 125,000 businesses), and it can
be assumed that their contribution is already captured in
the total GDP figure. Therefore, the unseen, or grey sector
(informail), contributes USD 3.2 billion (47 percent of the
MSME sector). This is generated by 89 percent of MSMEs (1
million enterprises). This estimate underscores the need to
understand informal enterprises to accurately capture
their contribution to national output.

Given these estimates, the potential of the informal MSME

economy is about 40 percent of the current GDP output.
Understanding the drivers and barriers to formalization,

66 i-manager’s Journal on Economics & Commerce, Vol. 4  No. 2 e August 2024




RESEARCH PAPERS

particularly of informal businesses, is identified as an
important consideration for policymakers. Due to their
high number and fragmented nature, informal
enterprises are likely o be micro (78 percent), rural (82
percent), or in their start-up and growth phases (61
percent). Targeted interventions are needed to formalize
these enterprises, considering the low business survival
rate associated with them.

8.1.4 Opportunities for Malawi's MSME Sector

Trade liberalization has brought chain stores into Malawi,
increasing demand for local supplies like eggs, chicken,
vegetables, meats, and fruits. However, local MSMEs
struggle with quality and reliability, leading stores to import
from South Africa. Improving quality and organization
could help Malawian MSMEs seize these opportunities.
MSMEs in Malawi operate in a more supportive
environment now than they did 20 years ago (Modigliani
& Miller, 1958). The improvement comes from policies
and innovations supporting MSMEs. The Ministry of Industry
and Trade, alongside other stakeholders, is refining
strategies to boost the sector. The Small and Medium
Enterprises Development Institute (SMEDI) provides
fraining and support similar to India's EDI. NGOs also aid
with training and credit. Recently, TEVETA, under the
Ministry of Labour, has begun training artisans and
established Community Technical Colleges for skills
developmentintrades like tailoring and plumbing.

8.1.5 Challenges Facing Malawi's MSMEs

Globally, there is increasing recognition of the important
role played by Micro, Small, and Medium Enterprises
(MSMEs) in a country's economic development. While
various opportunities are presented to people within the
MSME sector, numerous challenges have been identified
as obstacles to progress and inhibitors of small business
development. The following highlights some of the
challenges facing smallbusiness owners:

e Failuretouse capital budgeting techniques.

e Lack of skills in export marketing and export
procedures.

e Lack of credit facilities in general and export credit in
particular; most credit requires collateral, which limits,

if not prevents, accessto finance.
e Lackofinformation on export markets.

e Lack of appropriate technology to produce quality
goods and achieve high productivity.

e Very small size of individual MSMEs, which limits their
ability to meet export orders and demands.

e lack of information on export markets as it relates to
consumerreqguirements.

The most notable challenge currently facing MSMEs is
their inability to effectively network. Networking is a form of
social capital that facilitates the flow of information
among network members. Networking activities are
classified into global, localized, innovative, and solidarity
networks (Barrow, 2006). Innovative networks enable
members 1o acquire market and technical information,
and with synergy, they may be able to increase
productivity and meet market requirements (Barrow,
2006; Smith, 2005).

MSMEs in South Asia, especially India, drive economic
growth, contributing significantly to GDP and employment.
However, they struggle with limited access to various types
of capital, hindering their growth and survival in @
competitive market. They heavily depend on financial
institutions such as lanks, credit corporations, and
development banks for the supply of finance to meet their
daily financial needs (Venkateswarlu & Ravindra, 2012).
Solidarity networks enable members, particularly smalll
enterprises, to share information that reduces business
uncertainty (Barrow, 2006; Collis & Hussey, 2003). MSME
associations that provide media opportunities for
networking are lacking in Malawi. They are often dependent
on financial donations fo remain active; without these
donations, they become dormant (Onuorah, 2019).
9.The Nature of Capital Budgeting
'‘Capital' refers o any financial resources or assets owned
by a business that are useful for furthering development
and generating income. However, in different contexts,
the term can have avariety of othermeanings.
e Capital can refer to funds raised to support a
particular business or project.
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e Capital can also represent the accumulated wealth
of a business, as represented by its assets less
liabilities.

e Capital can also mean stock or ownership in a
company.

e Capital expenditures and revenue expenditures are
very important ferms used in capital budgeting. While
capital expenditure refers to any expenditure that
benefits a future period, revenue expenditure is
infended to benefitthe current period.

9.1 Concept of Capital Budgeting

Capital budgeting is the process of making planning
decisions and analyzing opportunities for long-term
investments in assets 1o produce benefits for more than
one year (Peterson & Fabozzi, 2002). The decisions made
during the development and evaluation of capital
budgeting determine the future growth and productivity
of the company and help to achieve the greatest
profitability. Capital budgeting is a crucial tool for
financial managers. They need to evaluate investments
based on cash flows and rates of return to determine their
worth and make informed choices between options. To
do this, a sound procedure to evaluate, compare, and
select projects is needed. This procedure is called capital
budgeting (Freeman & Hobbes, 1991). Capital
budgeting involves evaluating significant expenses or
investments, like building a new plant or funding a long-
term project.

9.1.1LongTermInvestment

Purchasing inventories is not considered a capital
budgeting decision because the life cycle of inventories,
accounts receivable, and cash is less than a year. In
contrast, decisions to start a new production line or
purchase new machinery are capital budgeting
decisions because theirlife cycles extend beyond ayear.

9.1.2 Bulk Amount of Investment

Purchasing a calculator does not come under capital
budgeting decision because the amount is not so
material even if the life cycle is of more than a year
(Armitage, 2005). Capital budgeting is crucial because it
affects a firm's operations for years. Poor decisions can

significantly impact future performance, while fiming is
key. Projects often take years to implement, so poor fiming
can be costly if competitors gain an advantage or if
investments are made too early, leading o unnecessary
expenses.

9.2 Capital Budgeting Process

Capital budgeting do have a process which need to be
followed when making project investment decisions.
Figure 1 shows the Capital Budgeting Process.

9.3 Theory of Capital Budgefing
9.3.1 Financial Management Theory

Financial management theory is related to maximizing
the market value of a firm for its owners, specifically, the
maximization of shareholders' wealth (Cooper et al.,
2002; Dayananda et al., 2002; Peterson & Fabozzi, 2002).

Identifying the Investment proposals

Screening the Proposals

.

Evaluating the proposals

-

Selection of proposals

-

Implement the selected proposal

-

Review

-

Final Approval

Figure 1. Capital Budgeting Process
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Financial management primarily concerns investment,
financing, and dividend decisions, as well as the
interactions between them. Thus, firms face three major
decisions: what to invest in (the investment or capital
budgeting decisions), how to finance these assets (the
financing decision), and how to reward shareholders (the
dividend decision) (Freeman & Hobbes, 1991).

These decisions are directly related to the primary
objective of a firm: maximizing the wealth of its owners
(Pandey, 1994; Hermes et al., 2007). Financial
management is therefore about managing the finances
of a firm to achieve financial objectives that enable the
firm to survive financially. The management of a firm's
finances includes both the generation and better
utilization of finance. The relationship between a fim's
overall goals and the types of decisions made can be
shownin Figure 2.

The primary objective of financial management is to
maximize the value of the firm. Decision-makers need to
learn how to identify investments and financing
arrangements that positively impact the firm's value.
Among the types of decisions that must be made, long-
ferm investment decision-making is of vital importance
and critical to the survival and long-term success of firms.
A good investment decision can yield a major return on

investment for the firm and is essential for running a
business and competing in the market. This process is
known as capital budgetfing. Capital investment
decisions, also known as capital budgeting, are crucial
for a firm's long-term success and growth. They involve
choosing the best investment opportunities, primarily in
fixed assets like land, plant, and equipment. These
decisions are vital as they influence a firm's survival and
future prosperity, with companies investing billions
annually in such projects.

9.3.2 Real Option Theory (ROT)

Real options research began as a critique of fraditional
investment and budgeting methods. It highlights the
flexibility companies have in making investment
decisions, such as choosing to invest, delay, expand, or
reduce their projects. Real Options Theory (ROT) evaluates
investments by factoring in uncertainty and
management's flexibility to adapt. It includes operational
flexibility (like revising decisions or expanding projects)
and strafegic option value (related to future investments
and phased implementations). Many researchers argue
that real options analysis offers advantages over Net
Present Value (NPV) since NPV does not capture the value
of managerial flexibility (e.g., Sterm & Chew, 1992; Pandey,
1994). For example, management could choose to

-

Figure 2. The Relationship between a Firm's Overall Goals and Types of Decision in Finance Theory
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delay, expand, abandon, temporarily close, or alter
operations during the project'slife.

Lalli (2005) argued that most capital investment projects
include options (e.g., the option to expand, modify, or
abandon) that have infrinsic value. Although this method
has not been widely applied in practice, it is mostly
applicable in specific industries or situations (Hermes et
al., 2007).

Discounted Cash Flow (DCF) techniques are used
concurrently with real options to determine the true NPV.
Many scholars have found that only a few firms have
employed real options (Bierman & Smidt, 2007; Drury,
2012; Graham & Harvey, 2002). It is evident that
sophisticated capital budgeting has seen widespread
use overthe last two decades. While early studies focused
on capital budgeting decision rules, recent research has
shiffed to examining the use of advanced capital
budgeting practices (e.g.. Modigliani & Miller, 1958). The
application of sophisticated capital budgeting is more
complex and requires firms to invest cost, time, and effort
(Modigliani & Miller, 1958). If's crucial to align capital
budgeting practices with their net benefits and costs.
Theoretically, sophisticated methods justify their cost
when there is uncertainty, as the potential gains from
successful investments often outweigh the costs.
Although this method has not been widely applied in

practice, it is primarily relevant in specific industries or
situations (Hermes et al., 2007).

DCF technigues are used concurrently with real options to
determine the frue NPV. Many research scholars have
found that only a few firms have employed real options
(Bierman & Smidt, 2007; Drury, 2012; Graham & Harvey,
2002). Itis clear that sophisticated capital budgeting has
not been widely adopted over the last two decades. Early
studies focused on capital budgeting decision rules, while
more recent research has examined the use of
sophisticated capital budgeting practices (e.g..
Modigliani & Miller, 1958). The application of
sophisticated capital budgeting is more complex and
requires firms to invest cost, time, and effort (Modigliani &
Miller, 1958). Therefore, it is important to evaluate the
appropriate level of sophisticated capital budgeting
practices relative to the net benefits versus costs. Theory
suggests that if uncertainty exists, the use of sophisticated
capital budgeting practices is valuable, as the costs are
likely to be offset by the gains from successful investments.

9.4 Capital Budgeting Techniques and Tools

Numerous methods for measuring the economic value of
an investment are available. These methods for
appraising capital expenditure proposals can be
classified into two broad categories. Figure 3 shows the
capital budgeting techniques and tools.

Figure 3. Capital Budgeting Techniques and Tools
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9.4.1 Discounting Cash Flows (DCF)

Under discounting technique, following methods are
used in capital budgeting.

9.4.1.1 NetPresentValue

Net Present Value (NPV) calculates the difference
between the present value of inflows and outflows. A
positive NPV means the project meets the required return
and is acceptable, while a negative NPV suggests
rejection. Among mutually exclusive projects with positive
NPVs, the one with the highest NPV is preferred. NPV is
valued for accounting for the time value of money and
beingrelatively simple to calculate.

NPV uses DCF which takes time factor into consideration
and DCEF is calculated using this formula; 1/ (1 + 1) ~n:
where risrate of return and nistime period.

The net present value method requires that all cash flows
associated with new investment proposals be discounted
at a predetermined weighted average cost of capital.
NPVis calculated as,

NPV = PV of Cash inflows — PV of cash outflows
9.4.1.2 Decision Rule

Decision rule for a project under NPV is to accept the
project if the NPV is positive and reject it if the NPV is
negative. If two or more mutually exclusive projects all
have positive NPVs, then the project with the highest NPV
should be selected.

9.4.1.3 Internal Rate of Return

IRR is the discount rate commonly used in capital
budgeting that makes the net present value of all cash
flows from a particular project equal to zero. Generally
speaking, the higher a project's internal rate of return, the
more desirable it is to undertake the project. Therefore, IRR
can be used to rank several prospective projects a firm is
considering. Assuming all other factors are equal among
the various projects, the project with the highest IRR is likely
to be considered the best and undertaken first.

The Internal Rate of Return (IRR) is typically the rate of return
that a project earns. It is defined as the discount rate that
equates the aggregate present value of the net cash
inflows (CFAT) with the aggregate present value of the

outflows of the project. In other words, it is the rate that
makes the NPV (Net Present Value) of the project zero
(Buckley, 1996). The project willbbe accepted onlyif the IRR
exceeds the cost of capital (k). Symbolically, IRR is
determined according to the following equation:

IRR = Lesser Rate + (Positive NPV x Differenceinrates) -+
(PVof inflow —PV of Inflow (at lesser rate—at higherrate)

Stepsin Calculating IRR

To calculate IRR we should have a positive and negative
NPV

e Take adiscountrate and calculate NPV.

e IfNPVis positive, then take a higher discount rate and
vice versa.

e Usetheformulabelowto calculate IRR.

IRR = Lesser Rate + (Positive NPV x Difference in rates) =+
(PVof inflow—PV of Inflow (at lesser rate—at higherrate)

9.4.1.4 DecisionRule

The IRR decision rule states that a project will be accepted
only if the IRR exceeds the cost of capital (k). All other
investment opportunities should be rejected. Thus, to be
acceptable, a project must generate a return at least
equal to the return available elsewhere in the capital
market (Buckley, 1996).

9.4.1.5 Profitability Index

The Profitability Index (Pl) is a time-adjusted capital
budgeting technique similar 1o the Net Present Value
(NPV) approach. The PI measures the present value of
returns per rupee invested, while the NPV approach is
based on the difference between the present value of
future cashinflows and the present value of cash outlays.

The Profitability Index can be defined as a ratio obtained
by dividing the present value of future cash inflows by the
present value of cash outlays. It is an index designed to
identify the relationship between the costs and benefits of
aproposed project, calculated as follows:

Pl = PV of cashinflows + PV of cash outflows
9.4.1.6DecisionRule

If the Pl value exceeds one, the proposal is worth
accepting. When profitability indeed equals one, the
firm is indifferent to the projects. When the profitability

i-manager’s Journal on Economics & Commerce, Vol. 4 « No. 2 e August 2024 71




RESEARCH PAPERS

index is greater, equal to, or less than one, the net
present value is greater, equal or less than zero
respectively. In other words, NPV will be positive when the
profitability index is greater than one, and will be
negative when the profitability index is less than one.
Thus, the NPV and profitability index approaches give
the same results regarding the investments proposals
(Armitage, 2005).

9.4.2 Non-Discounting Cash Flow Techniques or
Traditional Methods

Under non discounting technique, following methods are
usedin capitalbudgeting;

9.4.2.1 Payback Period (PBP)

The payback period is a fraditional method of capital
budgeting. It is the simplest and perhaps the most widely
employed quantitative method for appraising capital
expenditure decisions. This method answers the question:
How many years will it take for the cash benefits to recover
the original cost of an investment? The payback period is
calculated as follows:

When the cash inflows are equal;

e Payback Period = Investment + Cash inflows per
annum

Whenthe cashinflows are not equal;

e Payback Period = Investment — 1st year Cash inflows,
then the balance divides by the cash inflow in the
concerned year. Therefore, PB = (Balance amount x
12) = Cashinflowin concerned year

The Advantages of the Payback Period

e Decision-makers understand information presented
tfothem.

e Cadlculations are straightforward and likely to be error-
free.

e Since data is in itself unreliable (estimates of future
cash flows) sophisticated analysis may not be
justified.

The Disadvantages of the Payback Period

e Doesnottake into account the time value of money

o Cashflows outside the payback period are ignored.

9.4.2.2 Decision Rule

The shorter the payback period, the more attractive the
investment is. The reasons are as follows: The earlier the
investment is recovered, the sooner the cash funds can
be used for other purposes. Additionally, the risk of loss
from obsolescence and changing economic conditions
is lower with a shorter payback period.

9.4.2.3 Accounting Rate of Return (ARR)

Accounting rate of return represents the ratio between
average annual profits after taxes to the average
investment of the project. The accounting rate of refurn
method of evaluating a proposed capital expenditure is
also known as average rate of return method. It is based
upon accounting information rather than on cash flow.
ARRis calculated as;

ARR = Average Return + Average Investment

Where: Average Return = Tofal Return =+ Number of Years
(Project Life) and Average Investment= Investment -+ 2

9.4.2.4 Decision Rule

According to the ARR, as part of the accept-reject criteriq,
the actual ARR will be compared with a predetermined
minimum required rate of return or cutoff rate. A project
will qualify for acceptance if the actual ARR is higher than
the minimum desired ARR.

10. Data Analysis
10.1 Demographic Characteristics of Respondents

Around 120 guestionnaires were distributed in the entire
survey spread over 10 days, from 19 Mayto 12" May 2024,
out of which in all 110 were returned representing @
response rate of 91.67%. The results are presented in the
table below:

10.1.1 Respondents of Demographics Information

As shown in Table 2, the main demographic information

of respondents from MSMEs is summarized below:

e The study was balanced gender wise with 50.9%
male and 49.1% female.

o The majority of the respondents (45.5%) surveyed
were above 36 yearsold.

e Of the respondents surveyed, 50% were
postgraduates with 45.4% undergraduates.
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Group Frequency Valid Percentage
GENDER
Male 56 50.9
Female 54 49.1
AGE
18 - 23 12 10.9
24 - 29 22 20.0
30-35 26 23.6
36 and above 50 45.5
LEVEL OF EDUCATION
Junior Certificate of Education 1 0.9
Malawi School Certificate of Education 4 3.6
Undergraduate 50 45.4
Postgraduate 55 50.0
No formal Education 0 0

Table 2. Respondents Demographic Information

10.2 Malawian MSMEs Applying and Using Capital
Budgeting Techniques

The first objective of the study was to examine the present
practices of capital budgeting tools used and practiced
by MSMEs in Malawi. To this end, the following questions
were put forth to the respondents.

10.2.1 Company Establishment

As shown in Figure 4, 35.5% of the respondents reported
that they have been in existence for 5 years or more.
33.6% have been in existence for more than 1 year,
20.9% for less than 1 year, and 10% for exactly 1 year.
Figure 5 shows whether the company is classified as a
Micro, Small, or Medium enterprise according to the
MSMEs Malawi definition.

10.2.2 People Employed

Akin to current viewpoints, Figure 5 shows that 57.8% of the
respondents are under the Micro category. 27.5% under
the Small category and 10.1% and 4.6% under the

When was the company established

1 year

5 years and more

More than 1 year

Less than 1 year

Figure 4. Timeline Showing the Establishment Year of the Company

How many people have you employed

5-20

Above 100

21-100

Count of How many People have you employed in your

0 20 40 60 8C
Figure 5. Total Number of Employed Individuals

medium and large categories respectively. This is
according to the Malawi MSMEs definition as provided by
Ministry of Industry and Trade.

10.2.3 Capital Buadgeting Practices

This question tried to know if the MSMEs do apply and use
capital budgeting techniques and tools. Figure 6 shows
that 70.3% of the respondents said they do use capital
budgeting techniques in their investment decisions while
29.7% said no.

10.2.4 Capital Budgeting Tools and Techniques

This question was very much important in that, it wanted
to unearth the tools and techniques of capital
budgeting that Malawian MSMEs frequently use.
Maijority of the respondents (31.4%) said they use any of
the above tools of capital budgeting. Be it NPV and IRR
or Pl and PBP for example. However, 29.1% said they use
NPV in making their investment decision, followed by
156.1% for payback period, 11.6% Profitability Index, 7%
Infernal Rate of Return and 5.8% Accounting Rate of

Practice Capital budgeting in your company
80

60
40

20

No Yes

Figure 6. Capital Budgeting Practice
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Return respectively. Figure 7 shows that tools and
techniques used for capital budgeting.

10.2.5 Capital Budgeting Decision Making

Figure 8 shows that 34.5% of the respondents said capital
budgeting decisions are done by the Finance Manager
with the least being 11.8% saying they are made by the
Chief Finance Officer.

10.2.6 Budgeting System

System of budgeting practices plays an important role in
questioning, visualizing, analyzing, and measuring
implemented strategies. It also helps to manager in
overall managerial activities by providing information
and helping in planning, controlling, and decision
making. Figure 9 shows that 52.3% Traditional budgeting,
20.7% Project budgeting and 10.8% Zero Based
Budgeting.

10.2.7 Size of Capital Budgeting

Figure 10 shows that 49.1% of respondents said their
capital budgeting size is less than 5 million Malawi
Kwacha, while 30.9% said it is between 5 and 10 million

Capital budgeting Tools and Techniques

Any two of the above

Payback period

Net Present Value
(NPV)

Internal Rate of
Return (IRR)

Profitability Index
()]

Accounting Rate of
Return (ARR)

0 10 20 3C
Count of If Yes, what tools and techniques do practice in capital budgeting?

Figure 7. Tools and Techniques Used for Capital Budgeting

Who does capital budgeting decisions
40

30

20

Private Finance Chief Finance Officer
Consultant

Nobody Finance Manager

Figure 8. The Capital Budgeting Decisions in the Firm

Malawi Kwacha., However, only 10.9% and 9.1%
responded that their capital budgeting is around 10 - 20
million Malawi Kwacha and more than 20 million Malawi
Kwacha.

10.2.8 Source of Investment Funding

Figure 11 shows that 54.9% of the respondents uses their
own savings as source of funding, with 24.8% the
combination of bankloan and own savings. 8% from issue
of shares, 2.7% from family and friends and 8.8% from
bankloan.

10.2.9 Capital Budgeting Purposes
There are typically three types of investment decisions,

e Expansion of existing business, here we don't establish
completely new units rather the units are dependent
on existing brand name

e Establishment of new business, this is establishment of
new business altogether

e Replacement and Modernization, it involves
renovation or renewal of buildings ormachines.

System of Budgeting
No ldea Zero based budgeting

Comprehensive budgeting Other.

Program or Project Budgeting

Traditional Budgeting

Figure 9. System of Budgeting

Size of capital budgeting

Less than 5 million
Kwacha

10 - 20 million
Kwacha

More than 20 million
Kwacha

5-10 million Kwacha

0 20 40 60

Count of Size of capital budget in Malawi Kwacha

Figure 10. Size of Capital Budgeting
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Source of Funding

Family and Friends Bank Loan

Issue of shares

Bark Loan and Own Savings

Own savings

Figure 11. Sources of Funding

Figure 12 shows that 61.3% of the respondents said they
do investment decision to expand existing lbusiness with
replacement and modernisation the least at 6.3%.
However, 11.7% responded that they do capital
budgeting to establish new business.

10.3 Evaluate the Interacting Effect of Uncertainty
Between Capital Budgeting Practices and Performance

Capital budgeting decisions are based on future cash
flow benefits, which rely on various assumptions and
forecasts. Actual returns often differ from estimates,
introducing risk. Firms adjust their required rate of refun
based on the project's risk, adding for above-average risk
and subtracting for below-average risk. Properly assessing
riskis crucialto avoid incorrectinvestment decisions.

10.3.1 Knowledge about Risk and Uncerfainty
Figure 13 shows that 93.6% of the respondents have

knowledge about the subject matter as opposed to 6.4%
who said they don't.

10.3.2 Risk Adjustment Methods While Evaluating Capital
Budgeting

Figure 14 shows the risk adjustment tools while practicing
capital budgeting. 23.3% said they don't know, 17.5%

Why Capital Budgeting

Replacement and Modernisation =

Establishment of new business

Allthe abore

Expansion of existing business

Figure 12. Capital Budgeting Purposes

Knowledge about risk and uncertainity

Figure 13. Knowledge about Risk and Uncertainty

said they use both sensitivity analysis and Expected Net
present value, 15.8% said they use all the above
methods, 7.5% said they use both risk adjusted, Standard
deviation and Decision Tree Analysis. While 2.5% said
Certainty equivalent method and finally 0.8% said any
two of the methods.

10.3.3 Methods of Investment Plan Analysis

Investment plan helps to get maximum refurn from
perspective investment for the Malawian MSMEs.
Systematic plan is necessary for capital fund
management of the organisation. On the basis of
management perception different method of
investment planning can be used. Figure 15 shows that
46.4% uses cost benefit analysis, followed by 31.3% of
forecasting analysis, 14.3% Executive decisionsand 7.1%
said they don't know.

10.3.4 Basis for Budgeting

Management accounting in manufacturing firms
supports strategic planning, decision-making, and

financial control. It involves using various tools to aid

Methods of risk adjustment while evaluating capital investment?

Certainty Equivalent - I
i Sensitivity Analysis

Standard Deviation y

All the above Any bwo or All the

Risk adjusted discount

Decision Tree Analysis

Dant Know

Expected Net Present

Figure 14. Risk Adjustment Methods Used
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Methods of Investment Planning Analysis

Don'tknow

Executive Decision X
Forecasting analysis

Cost benefit analysis

Figure 15. Methods of Investment Analysis

planning, controlling, and decision processes across
different business units and industries.

Figure 16 exhibits the practice of management
accounting tools from the respondents. 27.7% percent of
respondents used cash flow analysis. Similarly, 19.6% cost
benefit analysis, 12.5% any two of the management
tools, 9.8% Master budget, 6.3% flexible budgeting. All
these combinations were practiced by 20 percent of the
manufacturing companies. The least being 0.9% ratio
analysis.

10.4 To Explore the Prevailing Difficultfies in Applying
Capital Budgeting Tools in Malawian MSMEs
Companies

Capital budgeting is investment decision-making as to
whether a projectis worth undertaking. Capital budgeting
is basically concerned with the justification of capital
expenditures. Although, capital budgeting is an
important decision making tool for investment project,

Basis for Budgeting
Master Budget

Any two of the above

Activity based

Flexible budgeting
(_.',O_ST_BEDE‘T\' analysis =

Zero bgse_tl budg_etmg
No ldea
Ratio analysis Cash flow analysis

Standard Costing:

Figure 16. Basis for Budgeting

some companies were not practicing it fill now. The
guestions under this section unearthed some of the
difficulties Malawian MSMEs come across when
practicing capital budgeting.

10.4.1 Challenges in Capital Budgeting

Figure 17 shows that 68.2% of the respondents said they
do face challenges in capital budgeting against 31.8%
who said no.

10.4.2 Challenges Faced with Capital Budgeting

Table 3 shows that 75 of 110 respondents indicated that
they do encounter challenges with capital budgeting
representing a 68.2%. Table 3 shows that 40% of
respondents indicated they lack knowledge in capital
budgeting, 26.7% reported facing all four challenges
listed, and 8% cited a lack of manpower. However, the
least was 4% on both data not available and others
respectively.

10.4.3 Understanding Decision Rules of Capital
Budgeting Techniques

Decision rule is the important in capital budgeting as the
right decisions made will be ideal for the company in as
far as investment decisions are concerned. Decision rule
fora projectunder NPV isto accept the project if the NPVis
positive and reject if it is negative. In the event, if two or
more mutually exclusive projects all have positive net
present values, then the project with the highest NPV is
selected. Similarly, with payback period, the shorter the
payback period, the more attractive is the investment.

The reasons are that the earlier the investment is

recovered, the sooner the cash can be used for other
Facing challenges when applying capital budgeting

Figure 17. Challenges in Capital Budgeting
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Reason Frequency Valid Percentage
Lack of Knowledge 30 40.0
All the above 20 26.7
Time consuming 13 17.3
Lack of Manpower 6 8.0
Data not available 3 4.0
Other.... 3 4.0
Total 75 100

Table 3. Capital Budgeting Difficulties

purposes. The risk of loss fromm obsolescence and
changed economic conditions are less in a shorter
payback period. Figure 18 shows that 50.9% understand
the decisionrule and 49.1% has no knowledge about it.
11.Findings

The maijority of Malawian MSMEs (49.1% with less than one
million Kwacha and 30.9% with between 5 — 10 million
Kwacha) have been practicing cash budgeting for short-
and medium-term investment projects. They also
practice traditional and program budgeting. Based on
the above analysis, examinations, and information, the
following key findings have been drawn:

e 57.8% of the respondents are Micro enterprises, and
27.5% are Smallenterprises.

e 70.3% of the respondents said that they practice
capital budgeting in their organizations, while 29.7%
saidthey do not.

o 46.4% use cost-benefit analysis for investment
planning. Similarly, 31.3% prepare budgets based on
forecasting.

o 23.3% are unsure, 17.5% use both sensitivity analysis

and expected net present value, 15.8% use all of the
Capital budgeting decision Rule

Yes

Figure 18. Decision Rule of Capital Budgeting

mentioned methods, 7.5% use a combination of risk-
adjusted analysis, standard deviation, and decision
free analysis, 2.5% use the certainty equivalent
method, and 0.8% use any two of the methods.

o 34.5% of the respondents said capital budgeting
decisions are made by Finance Managers in their
company.

o 54.9% of MSMEs use their own savings to fund their
investments, while 24.7% use a combination of bank
loans and own savings (Capital Structure). None of the
companies use debentures as a source of funding.

e 61.3% of MSMEs do capital budgeting when
expanding their existing business, 11.7% for
establishing new business, and 6.3% for replacement
and modermnization.

o The maijority of the respondents (31.4%) practice at
least two capital budgeting techniques, 29.1% use
net present value, and 15.1% use the payback
period.

o Most MSMEs (40%) lack knowledge in capital
budgeting. Additionally, 26.7% face all the listed
challenges (lack of knowledge, time consumption,
lack of manpower, and unavailability of data), 17.3%
cite fime consumption as the challenge, 8% cite lack
of manpower, and 4% cite data unavailability.

e 50.9% understand the decision rule, while 49.1% do
not.

e Most MSMEs practice more than one management
accounting fool, such as master budgets, cash flow
analysis, ratio analysis, and break-even analysis.

e For some MSMEs, risk consideration is always vital
when deciding on aninvestment opportunity.

12. Discussion

The main purpose of this study was to determine the
various practices of capital budgeting within Malawian
MSMEs. This study investigated the different factors that
can influence capital budgeting practices in MSMEs. The
industrial sector plays an important role in the economic
development of the country, with MSMEs being a vital
component of this sector. MSMEs conftribute
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approximately 40% to the GDP. The outfput value, value
added, and fixed capital investments are allincreasing in
MSMEs. Capital budgeting decisions involve using cash
now and expecting to recover the investment over a
period longer than a year. Evaluating such decisions
requires determining the investment and its resulting cash
flows. The company's circumstances, including available
funds and investment opportunities, should be
considered before selecting a capital budgeting
technique for general use. Capital investments must earn
returns on both working capital and plant investments.
Investments that reduce inventories are especially
desirable due to their high payoff. Capital budgeting
decisions involve many estimates, so managers perform
sensitivity analysis to identify areas where they might face
problems.

Capital budgeting involves assessing investment options
using techniques that account for the time value of
money, with Net Present Value (NPV) and Internal Rate of
Return (IRR) being the most common methods. Traditional
methods like the payback period and accounting rate of
return are less effective because they don't factor in time
value. While these methods can serve as initial screening
tools, they don't consider financing sources. Decision-
making involves handling uncertainty and risk, with
probability and statistics aiding in these scenarios.
Certainty involves only one possible outcome, while
uncertainty and risk involve multiple potential outcomes
with varying probabilities. The study explored the use of
major capital budgeting tools, PBP, NPV, P, IRR, and ARR
among Malawian MSMEs to see if they benefit from them.
Using surveys with over 100 MSMEs, the research aimed to
identify current practices and potential cost-saving
applications in manufacturing. Data collected via
questionnaires were analyzed with SPSS to test and
supportthe research hypotheses.

Conclusion

Based on the major findings of the study, some
conclusions have been drawn about the capital
budgeting tools practiced by MSMEs. Most of the MSMEs
use tools like PBP (Payback Period) and NPV (Net Present
Value). The tools that are not well practiced are ARR

(Accounting Rate of Retun) and IRR (Infernal Rate of
Return). It can also be concluded that the major
difficulties in applying capital budgeting are time
consumption, unavailability of data, and lack of
knowledge. Although universities and the government
have put greater effort into promoting capital budgeting
practices for investment projects, some companies still
lack these practices. One respondent argues that in
private limited companies, most major decisions are
taken by the executive body, meaning that theoretical
concepts of capital budgeting are not fully implemented
in practice.

This might reflect the actual situation of capital budgeting
practices. Capital budgeting in MSMEs is still evolving and
will continue to do so in the future. So far, they are trying to
adopt tools and techniques to address future
opportunities and challenges arising from globalization.

Suggestions
The following are the recommendations;

e Key stakeholders in MSME development should
support and train these enterprises in simplified
capital budgeting techniques, as the majority
indicated that alack of capital budgeting knowledge
and time constraints are significant challenges in
capitalbudgeting.

e SMEDI and TEVET should also enhance their MSME
fraining curriculums to incorporate capital
budgeting.

o There is a need for the government to develop
policies that create a conducive environment for
MSMEs to operate and use capital budgeting
techniques with ease.
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Appendix 1: Questionnaire

Instruction: Please answer the following questions with atick markin the given space as required by the questions

SECTION I: RESPONDENT PROFILE

1. Gender

Male

Female

Prefernotto say

Age

18-23

24-29

30-35

36 and above

Level of Education

Junior Certificate of Education (JCE)
Malawi School Certificate of EQucation (MSCE)

Undergraduate

Q0T Q ® oo T Q™o o0

Postgraduate

SECTIONII: TO EXAMINE THE PRESENT PRACTICES OF CAPITAL BUDGETING TOOLS USED AND PRACTICED BY MSMES IN MALAWI

When was your company established?
Lessthan 1 year

1 year

More than 1 year

Syearsand more

Yes
No

0o 0 o0 O T Qo &

Ownership of the Company

Is your company registered with Office of The Registrar General?
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® 2 00 Q0 00 Q0 ®Qa 0 0T Q NQO0 T Q

—
o

Sole Trader

Partnership

Limited Company

Unlimited Company

How many people have you employed in your company?
1-4

5-20

21-100

Above 100

Do you practice Capital Budgeting at your company?
Yes

No

If Yes, what tools and techniques do practice in capital budgeting?

Net Present Value (NPV)

Internal Rate of Return (IRR)
Payback Period

Profitability Index (Pl)
Accounting Rate of Return (ARR)

Anytwo of the above

. Who does the capital budgeting calculations in your company?

Chief Finance Officer
Finance Manager
Private Finance Consultant

Nobody

. What system of budgeting do you practice in your company?

Traditional Budgeting
Program or project budgeting
Comprehensive budgeting
Zero based budgeting
Other....

. Whatis yourcompany's planning horizon for capital budgets?

1 yearahead

2yearsahead
3years ahead
4years ahead

5years ahead and more
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13. Size of capital budgetin Malawi Kwacha

a. Lessthandmillion Kwacha

b. 5-10millionkwacha

c. 10-20millionkwacha

d. Morethan 20 millionkwacha

14. Specify the purpose of your company's capital budgeting
a. Expansion of existing business

b. Establishment of new business

Replacement and Modernization

d. Allthe above

15. Whatisthe sources of fundin your company?
Own savings
Shareissue

Issuing debentures

Bank Loan

® a0 T o

Friends and Family

SECTION lll: EVALUATE THE INTERACTING EFFECT OF UNCERTAINTY BETWEEN CAPITAL BUDGETING PRACTICES AND
PERFORMANCE

16. Doyouhave anidea of risk and uncertainty?

a. Yes

b. No

17. Which methods your company follows risk adjustment while evaluating capital investment?
Sensitivity Analysis

Standard Deviation

Expected Net Present Value

Risk adjusted discount rate

® o 0 U 0

Certainty Equivalent value

o

Decision Tree Analysis

18. How do you planyourinvestment in your company?

a. Forecasting analysis
b. CostBenefitanalysis
c. Financialanalysis
d. Executive Decisions
e. Ofhers....

19. Whatisthe basis forbbudgeting in your company?

a. Basedonpastbudget estimates
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b. Basedon pastactual expenses (Historical)
Zero based Budgeting
Activity Based Budgeting

20. Which of the following management accounting tools do you practice in your company?

a. MasterBudget

b. CostBenefit Analysis
c. Cash Flow Analysis

d. Zerobasedbudgeting
e. Flexible budgeting

"

Standard costing
g. Ratioanalysis
h. Activity based budgeting

SECTION V. TO EXPLORE THE PREVAILING DIFFICULTIES IN APPLYING CAPITAL BUDGETING TOOLS IN MALAWIAN MSME
COMPANIES.

21. Doyou have any challengesin applying capital budgeting techniques in your company?
Yes
No
22. IfYes, which of the following difficulties your company face inimplementing capital budgeting?
a. LackofKnowledge
b. Lackofmanpower
c. Datanotavailable
d. Timeconsuming
e. Ofthers.....
23. Doyou fully understand the decision rule of various capital budgeting tools?
a. Yes
b. No
SECTIONVI: GENERAL
Instruction: Please tick the following factors in order of importance while making decisions regarding capital budgeting.

(Strongly agree = 5, Agree = 4, Unsure =3, Disagree =2, Strongly disagree = 1)
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Investment decisions is very important for Success.

When deciding on an investment opportunity, risk consideration is always vital.

Rationality and adequate discount rate helps in handling the risk.

Non-discounting techniques (Payback period and ARR) are as useful as the discounting techniques of capital budgeting.

NPV method is the best criterion of making investment decisions.

Entrepreneurship has a great influence in capital budgeting decision in the context of Malawi.

Any Suggestions orcomments?
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