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 ABSTRACT  

 THE RESPONSIBILITY FOR SPENDING THE INVESTMENT RESOURCES IMPOSES TO INVESTORS, 

DESIGNERS, CREDITORS, BANKS AND PUBLIC ORGANIZATIONS TO FOLLOW THE PERFORMANCE OF 

THE INVESTMENT OBJECTIVES THUS ANY INVESTED GOOD, ANY MATERIAL AND HUMAN EFFORT TO 

CONTRIBUTE TO THE INCREASE OF WEALTH AND SATISFYING THEIR INTERESTS. 

MANY OF THE BENEFITS ASSOCIATED TO THE INVESTMENTS IN ADVANCED TECHNOLOGIES WERE 

HIDDEN BY THE TRADITIONAL TECHNIQUES OF MANAGERIAL ACCOUNTING. THE APPEARANCE OF 

CERTAIN METHODS SUCH AS ABC OR THROUGHOUT ACCOUNTING MAKES THESE BENEFITS MUCH 

MORE VISIBLE THUS JUSTIFYING THE ORIENTATION TOWARDS INVESTMENTS IN ADVANCED 

PRODUCTION TECHNOLOGIES. 
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 Introduction 

Kaplan and Atkinson consider that not only the economic content of the technique based 

on the update is overcome, but rather the way are applied these techniques represent a problem. 

The two identify a series of errors made by managers in the analysis of investments: they request 

recovery terms on short periods elected arbitrarily; they use excessively high update rates; mistakes 

in the adjustments made to take in calculation the level; the erroneous analysis of new investment 

opportunities; preference for investments at lower levels of the company than the global ones; they 

do not take into consideration all the cost elements associated to an investment; the benefits 

generated by the investments other than the cash-flows generated by its exploitation are ignored. 

The reasons for requesting short-term recovery periods (2 or 3 years) might be: managers' 

mistrust in their estimates or the need to maintain a high level of liquidity in the company, thereby 

ensuring self-financing and avoiding the increase of the risk. 
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Kaplan and Atkinson (1998) appreciate that such explanations are ad hoc and none derives 

from the logic of the analysis based on updated values. Moreover, this logic allows precisely the 

comparison of future cash-flows with current cash flows and provides indications if a project 

remains profitable even with a long recovery period. 

Most managers use update rates in project analysis, update rates higher than 20% or 25%. 

Due to the internal mechanisms of updating techniques, such rates will make the obatined treasury 

outflows to value very little today and to be relevant in the analysis of an investment project. Such 

a situation would be equivalent to the short-term orientation that has been the subject of criticism. 

The logic of the upgrade starts from the opportunities lost by an investor together with the 

decision to invest in a particular project. Consequently, the update rate should reflect the 

opportunity cost of the capital for these investors: what they would have earned from investments 

with a risk comparable to that of the chosen investment. 

Some authors believe that for equity-funded businesses, this capital cost may be given by 

the nominal rate of profit, assessed between 12% and 13%, or the real rate which is between 8% 

or 9%, to which will be added the inflation expected over the period project. Other authors, like 

Grubb, hold much lower rates. 

In conclusion, the update rate to be used is far below 10% or 25%. The calculation of the 

capital leverage on account of the information reflected in the financial statements often leads to a 

higher value than the 20% rate. This calculation (profit/ equity) is often affected by the accounting 

politics (depreciation politics, the decision to capitalize or to account for certain investment 

expenses)2. 

The techniques based on update 

Managers use the update rate to take into account the risk. Thus, the update rate loses its 

true meaning (to make compatible values at different times) and becomes a “brutal” (unrefined) 

mechanism to make adjustments to risk. The unrefined attribute originates from the way risk 

affects an investment project. The basic idea is that the risk affects the primary stages of a project. 

The use of update to take into account the risk is based on the opposite idea that the highest risk 

levels are in the final stages of the project, which would explain the use of geometric capitalization 

in the update techniques. 

                                                           
2 A. Iancu, I. Ignat, I.  Pohoată, N. Clipa,  Gh.Luţar, Treaty of economy, Expert Publishing House, Bucharest, 2011 
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Managers often estimate future cash flows by reference to the current price of the raw 

materials, services, energy or wages, and update these estimates at nominal rates including the 

effects of inflation. Consequently, there are two solutions: either the continued use of the nominal 

rates in conjunction with the estimation of the cash-flows according to future prices, or the use of 

a real rate for the estimates in the current prices. 

Few companies are fully funded by the issue of shares. Most companies decide to fund 

their investment projects by resorting to long-term indebtedness. Since the interest paid is 

deductible, then if the nominal interest rate is 1%, the cost of the borrowed capital after tax will be 

r (l-t)% where t is the corporation tax rate. 

The incorporation of the cost of borrowing into the cost of capital can be made by 

calculating a weighted average of the cost of equity and the cost of borrowing. Many authors 

sustain the calculation of the weighted average cost of capital based on the weights that equity and 

long-term debt hold in total equity3. 

On the contrary, other authors consider that the weights should be determined according to 

the market value of the company and the market value of the securities, respectively of the debt. 

They also recognize the accounting values of weights, especially when market values or off-

balance sheet liabilities, are difficult to estimate. 

In the case of companies that resort to long-term indebtedness, an error is committed by 

managers. A portion of the interest expense is deducted in the estimation of future cash-flows. 

There are analysts who consider this stage an error by virtue of the idea that payable interest is 

already incorporated in the update rate. In conclusion, deducting interest on the estimated receipts, 

and then updating that amount would require interest to be counted twice, making the investment 

project less attractive. 

There is a general tendency to use high upgrade rates for the project assessment. One of 

the supposed reasons was the incorporation in the upgrade rate of a rate that would allow risk to 

be taken into account. Neal and Pike claim that from the risk point of view, an investment project 

can be analyzed in the following three hypotheses4: 

 As a stand-alone project (stand-alone risk); 

                                                           
3 C.E. Văduva, Investments, Academica Brâncuşi Publishing House, Tg-Jiu, 2012 

4 P. Darreau, M. Menon, P. Rous, Microeconomics, Armand Colin Publishing House, Paris, 1990 
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 As part of a business (corporate risk); 

 As part of a business whose shares are part of an investment portfolio (market risk). 

In a study by Pike and Ho, the authors conclude that all three hypostases are taken in 

account, the first two in overwhelming proportions. 

The modern theory of the investment portfolio separates the total risk assumed by the 

shareholders in two categories: 

 Specific risk: risk specific to a particular company due to factors such as information 

about new contracts or research/ development activity, discoveries, etc.; 

 Systematic risk: risk due to factors affecting the earnings of all companies; 

The modern theory of the portfolio argues that specific risk is of little importance, as it can 

be diversified by performing investments, having an opposite risk. As long as investors manage to 

hold diversified portfolios, the market will pay their investment only to take the risk generated by 

the economic conditions. The price of the securities would thus be expected to fluctuate directly 

in proportion to the market. But there are titles whose course is more volatile than the market trend. 

Consistent with the modern theory of the portfolio, Kaplan and Atkinson (1998) consider 

that only the systematic risk (the risk that cannot be diversified) can be taken into consideration in 

the actuarial calculation. However, in analyzing an investment project, managers must also analyze 

the project-specific risk. This can be done through a portfolio of alternative scenarios or sensitivity 

analyzes that show how much an indicator changes due to the variation of an investment input 

component. 

The decision to invest in new technological capacities involves comparing alternatives. 

Comparisons are made with the existing situation in the case of investments in the new 

technologies. However, most of the time, it is started from the erroneous premise that if the 

investment is not made, the cash-flows will remain at the same level. This judgment is erroneous 

precisely because of the nature and consequences that investments have in the new technological 

capabilities and rely on the idea that the cash-flow surplus generated by the new investment is not 

enough to cover the initial investment in the new technology. 

Reality is different. When a new and productive technology process is available, it is very 

hard to believe that none of the competing companies will react in the sense of its implementation. 

In such situations, the market equilibrium breaks and usually the first competitor introducing the 

new investment wins important parts of the customer and, implicitly, additional cash-flows. A 
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company in the position of the one rejecting the investment will have difficulty in keeping the 

cash-flows at the current level. 

The way capital investment amounts are allocated to a hierarchical level of a company can 

also lead to certain errors in the implementation of the new technologies. Thus, some investments 

that do not exceed a certain threshold require only the line manager's approval, while the 

investments superior to the threshold require higher hierarchical decisions. This manner of 

approving investment projects may generate temptations for certain line manager to propose 

projects whose initial cost is immediately below the maximum threshold, thus avoiding the 

decision at a higher level. Over time, a company's segments may evolve due to small-scale 

investments that reduce workmanship costs, direct materials, or generate revenue increases by 

reactivating unused production capacities. Overall, the segment could become inefficient due to 

keeping a production flow different from the optimal pattern. Moreover, the segment may become 

obsolete as the technology included in its equipment is not upgraded. 

Although small-scale investment projects satisfy the requirements of the investment project 

analysis indicators, the segment affected by these investments will never benefit from a completely 

redesigned and re-equipped structure that will enable it to produce in the context of the latest 

manufacturing technologies. Additionally, the company as a whole could suffer due to the small-

scale projects favoring by the line managers. 

A possible alternative to avoid such situations is to assess the technological lifetime of a 

line, segment and impose a policy that during this time there will be little investment to improve 

the production process. At the end of their technological lifetime, the equipment of the segment 

will be replaced by new equipment incorporating the current technologies5. 

First of all, none of the two strategies (small investment versus major investment) is 

theoretically superior. The superiority of one of these is context-dependent and is determined by 

how the cumulative net present value of small-scale investments exceeds or not that resulting from 

the deferral of these investments (which allows interest to be earned from unincorporated funds) 

and replacement of equipment at the end of the technological period. 

Once again, it is highlighted here that the logic based on updating and using present values 

is not erroneous, but rather the impossibility of applying it to all relevant aspects. 

                                                           
5 I. Băbăiţă, A. Duţă,  Introduction in microeconomics, Vest Publishing House of Timişoara, 2010 
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Many authors draw attention to the correct estimation of the costs of an investment, 

especially investments involving advanced technologies. In addition to the traditional costs, these 

investments involve a number of other costs that are often not subject to capital investment 

budgeting. Some of these cost elements are discussed below. 

First, the investments in advanced manufacturing technologies involve a large amount of 

hardware costs. At the same time, however, the significant costs of equipment programming 

(software) are assumed by these companies. Companies less familiar with the digital processing 

technologies will tend to ignore this category of expenses as belonging to the investment. An 

essential role is played by the financial accounting that classifies such costs generally as expenses. 

In addition, many companies budget capital investments separately from the exploitation activities. 

As the programming expenses are not affected by the investment budget, they will have to be borne 

from the operating costs. As managers often tend to improve short-term performance and stay 

within the budget limits, they will try to limit software investments so that machines are not going 

to be used at their normal capacity. 

Secondly, the investments in advanced technologies almost always require an approach to 

a sustained policy of assuming the expenses of employee training. “Spending money on the 

implementation of new technologies without adequate investment in training the employees only 

makes us produce waste more quickly. As in the previous case, the financial accounting requires 

that these costs are recorded at expenses, preventing companies from recognizing them as 

investments6. 

Thirdly, many of the investments in flexible production technologies require 

complementary investments to create new product manufacturing capabilities. This is due to the 

fact that the flexible production technologies allow not only to produce a standard mix of products 

but also to customize their own products and services. The exploitation of such a possibility 

implies, however, the transformation of the company's sales forces. Traditionally, the sales force 

of a company is limited to negotiating and preserving the contracts for the existing products. In 

the context of the new technologies, the increase of the sales force of a company would entail 

discovering new markets, understanding and anticipating customer’s needs. Thus, if an enterprise 

                                                           
6 C.E. Văduva, OP.Cit. p. 72 
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does not resort to additional investments in the development of the sales force, the investments in 

new technology could reach its technological lifetime without being properly exploited. 

In conclusion, many cost elements are not attached to an investment project, although these 

expense categories make a project profitable most of the time. 

Many of the benefits of investments in the advanced technologies remain hidden as long 

as traditional management accounting techniques are used. For example, cost calculation methods 

based on their distribution on products using as base the number of direct workmanship hours or 

the number of machine hours would not reveal too large differences between the traditional 

manufacturing and the one based on advanced technologies such as flexible manufacturing 

systems (FMS), computer aided design (CAD) and, as a conclusion, the expenses used for 

implementing these systems would seem unjustified. The reality is, however, that traditional cost 

calculation techniques fail to highlight the benefits generated by these investments. 

The introduction of the ABC method, with its focus on value-generating activities, reveals 

many aspects that were overlooked in the traditional techniques7: 

 Time used inefficiently to prepare machines for the production of another product; 

 Costs associated with the material movement from one machine to another; 

 Costs associated with the inspections after each launch in production; 

 Costs generated by production programming, materials and tools preparation to launch 

production. 

In the context of the new investments, all of these costs, which were traditionally the subject 

of allocation, accumulating at the cost of products, disappear, actually turning into gains. 

Many of the benefits associated to the investments in advanced technologies were hidden 

by the traditional techniques of managerial accounting. The appearance of certain methods such 

as ABC or Throughout Accounting makes these benefits much more visible thus justifying the 

orientation towards investments in advanced production technologies. 
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