


Financial Management
Capital Investment Exercises SOLUTIONS

1) You have been asked to evaluate two projects based on the following information:

a) Provide an analysis of each project using the following tools:
b) Select one project for investment; explain your decision.
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PROJECT A

NPV

18.00%

0 1 2 3 4 5

Investment (20,000) $       

Cash flows 8,000 $           8,000 $        8,000 $           1,000 $           1,000 $          

Disposal - $              

Total (20,000) $        8,000 $           8,000 $        8,000 $           1,000 $           1,000 $          

1+ yield 1.180                1.180              1.180            1.180              1.180              1.180             

Years -                    1                      2                    3                      4                      5                     

PV (20,000) $        6,780 $           5,745 $        4,869 $           516 $              437 $             

NPV (1,653) $          

IRR

NPV negative

IRR less than 18.00%

Payback Period

0 1 2 3 4 5

Cumulative cash flows - $                 8,000 $           8,000 $        8,000 $           1,000 $           1,000 $          

Investment balance (20,000) $        (12,000) $       (4,000) $       4,000 $           5,000 $           6,000 $          

Year of recovery 3

Year before recovery 2

Shortfall end of year before recovery 4,000 $          

Total cash flow year of recovery 8,000 $          

Time required, final year, percentage 50%

Time required, final year, months 6.0                  

Payback period 2 years 6.0                   months

Accounting Rate of Return

0 1 2 3 4 5

Cash flow 8,000 $           8,000 $        8,000 $           1,000 $           1,000 $          

Depreciation 4,000 $           4,000 $        4,000 $           4,000 $           4,000 $          

Income 4,000 $           4,000 $        4,000 $           (3,000) $         (3,000) $        

Total income 6,000 $          

Average annual income 1,200 $          

Initial investment 20,000 $       

Accounting rate of return 6.0%

Years

Years

Years
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PROJECT B

NPV

18.00%

0 1 2 3 4 5

Investment (20,000) $       

Cash flows 2,000 $           2,000 $        2,000 $           2,000 $           2,000 $          

Disposal 60,000 $       

Total (20,000) $        2,000 $           2,000 $        2,000 $           2,000 $           62,000 $       

1+ yield 1.180                1.180              1.180            1.180              1.180              1.180             

Years -                    1                      2                    3                      4                      5                     

PV (20,000) $        1,695 $           1,436 $        1,217 $           1,032 $           27,101 $       

NPV 12,481 $         

IRR

NPV positive

IRR greater than 18.00%

Payback Period

0 1 2 3 4 5

Cumulative cash flows - $                 2,000 $           2,000 $        2,000 $           2,000 $           62,000 $       

Investment balance (20,000) $        (18,000) $       (16,000) $    (14,000) $       (12,000) $       50,000 $       

Year of recovery 5

Year before recovery 4

Shortfall end of year before recovery 12,000 $       

Total cash flow year of recovery 62,000 $       

Time required, final year, percentage 19%

Time required, final year, months 2.3                  

Payback period 4 years 2.3                   months

Accounting Rate of Return

0 1 2 3 4 5

Cash flow 2,000 $           2,000 $        2,000 $           2,000 $           2,000 $          

Depreciation 4,000 $           4,000 $        4,000 $           4,000 $           4,000 $          

Income (2,000) $         (2,000) $       (2,000) $         (2,000) $         (2,000) $        

Total income (10,000) $      

Average annual income (2,000) $        

Initial investment 20,000 $       

Accounting rate of return -10.0%

Years

Years

Years
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Summary

NPV (1,653) $   12,481 $  

IRR

less than

18.00%

greater than

18.00%

Payback Period 2                         years 4                         years

6.0                     months 2.3                     months

Accounting Rate of Return 6.0% -10.0%

Overall evaluation

PROJECT A PROJECT B

PROJECT B


