CNIC Methodology 
Methodology

The objective, of an investment analysis or capital budgeting, is to select the investment that will maximize the value of the firm.  To assist in the decision making process, four generally accepted financial techniques/methods are used.  They are, Payback/Break-even (BE), Return on Investment (ROI), Internal Rate of Return (IRR), and Net Present Value (NPV).

The basis in determining the investment decision values above is the construction of a cash flow (CF) schedule for the given period of the analysis.  The CF schedule for the given period consists of the difference, of comparable systems or solution, between the potential Cost Avoidance or Savings (S) from the investment and the Cost of the Investment (C) itself.

   CFn = Sn – Cn   


(Eq. 1)

The Cost Avoidance or Savings component may consist of a number of variables that may be realized annually and one-time only for not having to purchase a comparable system/solution based on the purchase of a comparable Cisco system/solution implementation.  

Sn = ( (S,i,a,n + S,i,o,n )   

(Eq. 2)

Some of the annual Savings for a given variable and period (S,i,a,n ) may involve “soft benefits” obtained arbitrarily from assumptions and or with limited empirical data.  Caution and conservative “estimates” should be used in assigning potential savings in these areas.

S,i,a,n = ( (S,i,soft,n + S,i,hard,n ) 
(Eq. 3)

The Investment Cost is simply cost of the Cisco system/solution based on a comparable competitive system/solution investment.  As in savings, the Cost component may consist of a number of variables that may be realized annually and one-time only, depending on its financing terms and operational cost.

Cn = ( (C,i,a,n + C,i,o,n )   

(Eq. 4)

Once a cash flow schedule is developed, the investment decision values (BE, ROI, IRR, NPV) may be obtained and the investment evaluated for its worthiness.

The above provides a general overview of the basis of how the investment decision values are derived using traditional capital budgeting techniques based on a cash flow schedule.   

Definitions/Terms

Breakeven (Payback) period (BE)

The period required to recover the initial investment of the project.  The BE method of evaluating an investment does not consider all cash flows and does not discount the cash flow (CFn).  This method may not be appropriate in evaluating an investment over an extended period of time.

Return on Investment (ROI)

ROI is defined as the average expected cash flow (CFn) over the period of the project divided by the initial investment outlay.  ROI provides a satisfactory method of evaluating an investment over a short period of time.  ROI does not take into account the time value of money and therefore does not capture a customer’s opportunity costs. 

Internal Rate of Return (IRR)

Interest rate that equates the Present Value of the expected future cash flow (CFn) to the initial investment outlay, where NPV =0.  An IRR value above the cost of capital (k) provides a satisfactory investment, with a proposed project having a greater IRR value being more attractive.    

Net Present Value (NPV)

Defined as the present value (PV) of the expected future cash flow (CFn) of an investment, discounted at the cost of capital (k), less the cost of the investment.  NPV equals the increase in shareholders' wealth.  This is the Value, discounted at k for n periods, or the monies/profit received from the investment of a project for the given period.  

NPV provides a superior method of evaluating an investment compared to the other methods above (ROI, IRR, and BE).  Unlike the other methods, NPV takes all cash flows (CFn) into account, discounts cash flow (CFn) at the weighted average cost of capital (WACC). Moreover, NPV reduces the “noises or spikes” characterized by a multi-stage deployment of a project.  

Additional Financial Terms

Period (n)

The period for a cash flow schedule is the time covered in computing the cash flow stream (schedule), in this financial model the period is equivalent to a year.  

Cash Flow (CF)

In general terms, cash flow is defined as cash receipts (inflow) minus disbursements (outflow) for a given period.  In this case, it is defined as the Total Cost Savings less (minus) Total Cost of Technology Acquisition/Operation.

Present Value (PV)

Defined as the value of an amount to be paid or received later, discounted at some interest or discount rate.  For this  case, it is defined as the Cash Flow at some period (CFn) discounted at the weighted average cost of capital (WACC).

Cost of Capital (k or WACC)

This is the opportunity cost of funds for the project, what rate of return a firm would expect by using the investment capital for an alternative use.  This value varies depending on how a firm calculates (k).  In general, k is usually (2-4)% above the prevailing interest rates (market- opportunity cost).  

Cost  ( C)

Cost component driver in cash flow.

Savings (S)

Savings / Cost Avoidance driver in cash flow.

Variable (i)

This variable (i) is to designate a distinct sub component of the main cost drivers.  This can be assigned to a number of different entities or variable. 

Variable (a)

This variable (a) assigns an annual characteristic to the designated variable or sub component.

Variable (o)

This variable (a) assigns a one-time characteristic to the designated variable or sub component.

Variable (soft)

Soft benefits or variables that are not readily quantifiable.

Variable (hard)

Hard benefits or variables that are readily quantifiable.
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