Financial Justification


Financial justification is a business case that asks whether or not an investment is justified—in financial terms. Financial justification, in other words, is a business case analysis that helps decision makers decide whether or not to go forward with a proposed action. 

The results of a financial justification business case address questions like these: 

· Does the proposed investment represent the best use of funds? 

· Can we use the proposed new investment to improve our financial position? 

· Will the proposed investment "pay for itself"?  How quickly?
 It is distinguished from other business case approaches only by the special emphasis on financial decision criteria. Otherwise, a strong financial justification has the same characteristics as other kinds of business cases—a clearly communicated cost model and a good benefits rationale.

Just which criteria determine justification in any one case depend heavily on the organization's business objectives and the current business situation. A profit-making company with aggressive sales growth goals will probably focus on different criteria than a non-profit or government organization driven by the need to deliver high quality services. A company with cash flow problems or a net loss on the income statement will have different financial priorities than a company that is in excellent financial health. A crucial early step in designing the financial justification business case, therefore, is to determine specifically which financial criteria are important to decision makers in the present situation. Depending on their needs and priorities, financial justification may be decided by any one or several criteria like the following:

· Projected net cash flow 

· Net present value (NPV) of the projected cash flow (discounted cash flow analysis) 

· Internal rate of return (IRR) 

· Return on investment (ROI) for the proposed action 

· Payback period 

· Total cost 

· Total capital costs 

· Total operating expenses 

· Cost per transaction (or cost per person, cost per seat, cost per ... etc.)
	Payback Period
	
	

	     This financial metric

	answers the question:
	
	
	
	
	
	
	

	"When does the action
	 
	 
	 
	 
	 
	 
	Incremental cash flow in $

	pay for itself?"  That is,
	
	Year 1
	Year 2
	Year 3
	Year 4
	Year 5
	Total

	"When do the cumulative
	Total incremental inflows 
	233 
	268 
	229 
	214 
	215 
	1,159 

	inflows equal the 
	Total incremental outflows 
	(339)
	(301)
	(115)
	21 
	61 
	(673)

	cumulative outflows?"
	Net incremental cash flow 
	
(106)


	(33)
	114 
	235 
	276 
	486 

	     Payback period is a
	
	
	
	
	
	
	

	measure of time, usually
	Cell is named: "Yr1CumCF"
	
	

	given in decimal years, such
	
	
	
	
	
	
	

	as "Payback = 4.2 yrs." (or
	Cumulative Incremental Cash Flow 
	(106)
	(139)
	(25)
	210 
	486 
	

	decimal months, or weeks).
	
	
	
	
	
	
	

	     Other things being equal,
	Payback Period: 
	3.1 
	Years
	
	
	
	

	the investment or action with
	
	
	
	
	
	
	

	the shorter payback is the
	
	Formula for the Payback Cell:  =
	IF(Yr1CumCF>0,"N/A",
	
	

	better option.
	
	
	IF(Yr2CumCF>0,1+ABS(Yr1CumCF)/Yr2NetCF,

	     Payback is sometimes 
	
	
	IF(Yr3CumCF>0,2+ABS(Yr2CumCF)/Yr3NetCF,

	viewed as a measure of risk:
	
	
	IF(Yr4CumCF>0,3+ABS(Yr3CumCF)/Yr4NetCF,

	the longer the payback, the
	
	
	IF(Yr5CumCF>0,4+ABS(Yr4CumCF)/Yr5NetCF,”N/A”)))))

	higher the risk.
	 
	 
	 
	 
	 
	 
	 

	
	
	
	
	
	
	
	


Return on Investment: What is ROI analysis?
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expected gains to Investment costs.



Return on Investment (ROI) analysis is one of several approaches to building a financial business case. The term means that decision makers evaluate the investment by comparing the magnitude and timing of expected gains to the investment costs. 
Decision makers will also look for ways to improve ROI by reducing costs, increasing gains, or accelerating gains.
In the last few decades, this approach has been applied to asset purchase decisions (computer systems or a fleet of vehicles, for example), "go/no-go" decisions for programs of all kinds (including marketing programs, recruiting programs, and training programs), and to more traditional investment decisions (such as the management of stock portfolios or the use of venture capital).

	Return on Investment (ROI)
	
	
	
	

	     This financial metric
	
	

	answers the question:
	
	
	
	
	
	
	
	
	
	

	"How do the expected returns
	 
	 
	 
	 
	 
	 
	 
	Incremental cash flow in $
	 

	from an investment compare
	
	
	
	Year 1
	Year 2
	Year 3
	Year 4
	Year 5
	Total
	 

	to the costs? ROI asks for
	
	
	Total incremental inflows 
	233 
	268 
	229 
	214 
	215 
	1,159 
	 

	a statement in relative terms,
	
	
	Total incremental outflows 
	(339)
	(301)
	(115)
	21 
	61 
	(673)
	 

	a ratio or percentage
	
	
	
	
	
	
	
	
	
	 

	(e.g., ROI = 75%). 
	
	Simple ROI, 3 years: 
	-3.3%
	
	
	
	
	
	
	 

	     Other things being equal,
	
	=IF(SUM(H13:J13)<>0,(SUM(H12:J12)+SUM(H13:J13))/(-1*(SUM(H13:J13))),"N/A")

	the investment with the higher
	
	
	
	
	
	
	
	
	 

	ROI is the better option.
	
	Simple ROI, 4 years: 
	28.6%
	 Formula for ROI cell G18:
	
	
	
	 

	
	
	=IF(SUM(H13:K13)<>0,(SUM(H12:K12)+SUM(H13:K13))/(-1*(SUM(H13:K13))),"N/A")

	Cautions in Using ROI
	
	
	
	
	
	
	
	
	
	 

	●   ROI assumes that the 
	
	Simple ROI, 5 years: 
	72.2%
	 Formula for ROI cell G21:
	
	
	
	 

	returns in view were brought
	
	=IF(SUM(H13:L13)<>0,(SUM(H12:L12)+SUM(H13:L13))/(-1*(SUM(H13:L13))),"N/A")

	by the costs in view. In a
	
	
	
	
	
	
	
	
	
	 

	complex business setting,
	
	
	
	
	The "IF" logic prevents division by 0.
	
	 

	this assumption may be 
	
	
	
	
	
	
	
	
	
	 

	difficult to support.
	
	 
	 
	 
	 
	 
	 
	 
	 
	 


	Internal Rate of Return (IRR)
	
	 
	 Cell entries can be changed to see how they affect results.
	
	
	

	     IRR (like NPV) is a 
	
	 
	 Cell contains derived results and is locked, but can be copied and pasted into other spreadsheets

	financial metric that reflects 
	
	
	
	
	
	
	
	
	
	
	

	the time value of money. 
	
	 
	 
	 
	 
	 
	 
	 
	 
	 
	
 



	The meaning of IRR is less
	
	 
	
	
	
	Enter an initial guess for the IRR (0% - 100%) :
	10.0%
	
	This cell is named "guess"

	obvious to most people, but 
	
	 
	
	
	
	
	 
	
	
	
	

	IRR is nevertheless often 
	
	 
	
	
	
	
	
	
	
	
	Incremental cash flow in $

	used as a cenrtal decision
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	Year 2
	Year 3
	Year 4
	Year 5
	Total

	criterion among financial
	
	 
	
	
	
	(106)
	(33)
	114 
	235 
	276 
	486 

	specialists.
	
	 
	
	
	
	
	
	
	
	
	

	      As the word "Return" 
	
	 
	
	
	Internal Rate of Return (IRR) 
	67.5%
	
	
	
	
	

	implies, the IRR view of the
	
	 
	
	
	
	

	
	
	
	
	

	cash flow stream is
	
	 
	
	
	
	
	Formula for the IRR cell:
	
	

	essentially an investment
	
	 
	
	
	
	
	=IRR(H15:L15,guess)
	
	

	view: money will be paid out 
	
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	and compared to returns.
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	

	Defining  and Using IRR
	
	
	
	
	
	
	
	
	
	
	

	Three IRR definitions all really say the same thing:
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	

	1.  "The IRR for an investment is the discount rate for which the total present value of future cash flows equals the cost of the investment."

	2.  "The IRR for an investment is the discount rate that produces a 0 NPV for the projected cash flow stream."
	
	

	3.  "IRR answers this question:  How high do interest rates have to climb (the discount rate for NPV calculations) in order for the PV 

	of gains to just cover the PV of costs?
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	


	Net Present Value (NPV)
	
	 
	 Cell entries can be changed to see how they affect results.
	
	
	

	     The NPV represents total
	
	 
	 Cell contains derived results and is locked, but can be copied and pasted into other spreadsheets

	cash flow across the analysis
	
	
	
	
	
	
	
	
	
	

	period, adjusted to reflect the 
	 
	 
	 
	 
	 
	 
	 
	 
	 
	 

	time value of money. Other
	
	 
	
	
	
	Enter an interest rate for discounting (0 - 100%)
	10.0%
	
          This cell is named "interest"


	
	
	

	things being equal, the action 
	 
	
	
	
	
	 
	
	
	
	

	or investment with the larger
	
	 
	
	
	
	
	
	
	
	
	Incremental cash flow in $

	NPV is the better option.
	
	 
	
	
	
	Year 1
	Year 2
	Year 3
	Year 4
	Year 5
	Total

	     NPV uses the Present
	
	 
	
	
	
	(106)
	(33)
	114 
	235 
	276 
	486 

	 Value concept, the idea that 
	 
	
	
	
	
	
	
	
	
	

	money you have now is worth
	 
	Discounting at Year End:
	
	
	
	
	
	NPV

	more than an identical amount
	 
	
	
	Discounted Cash Flow Stream
	(96)
	(27)
	86 
	161 
	171 
	294 

	received in the future. Why? 
	
	 
	
	
	
	
	

	
	
	
	

	     Money you have now could
	 
	
	
	
	
	

	(in principle) be invested now 
	 
	
	
	
	
	
	=J16/(1+interest)^2
	
	

	and gain return between now 
	 
	Discounting at Mid-Year
	
	
	
	
	
	NPV

	and the future time. Further-
	
	 
	
	
	Discounted Cash Flow Stream
	(101)
	(29)
	90 
	168 
	180 
	308 

	more, future money may be
	
	 
	
	
	
	
	

	
	
	
	

	be less certain, and it cannot
	
	 
	
	
	
	
	
	Formula for Year 2 discounting, mid-year:

	be invested until inflation has 
	 
	 
	 
	 
	 
	 
	=J16/(1+interest)^1.5
	 
	 

	taken some of its value.
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	








