Investment Analysis Techniques

Review questions

1.
Compare and contrast the Net present value (NPV) and the Internal Rate of Return (IRR) criteria for project evaluation, highlighting on the following:

(a) The merits and demerits of each

(b) The potential conflicts that may arise when one uses them to evaluate and rank investment projects and describe the circumstances under which such conflicts occur.

2.
Citing relevant empirical evidence, comment on the applicability of the capital budgeting techniques (investment criteria) in both developed and developing economies.
3.
(a)
Why is capital budgeting important to firms?  With relevant examples, identify and describe at least three classes of investment decisions.


(b)
Describe the three main activities/steps that are involved in the evaluation of an investment.


(c)
What are incremental cash flows? Briefly explain effects of sunk costs, allocation overheads, and opportunity costs, on the calculation of incremental cash flows.

4.
(a)
The investment analysis techniques can be classified into two main categories; discounted and non-discounted techniques.  Under each category, identify at least two techniques; describe how each works, its merits, and demerits.


(b)
Your company is considering the following investment projects and has asked for your advice on their suitability.

	Projects
	Year 0
	Year 1
	Year 2
	Year 3

	A
	-10,000,000
	10,000,000
	
	

	B
	-10,000,000
	7,500,000
	7,500,000
	

	C
	-10,000,000
	2,000,000
	4,000,000
	12,000,000

	D
	-10,000,000
	10,000,000
	3,000,000
	3,000,000


(i) Rank the projects according to each of the following methods: Payback; ARR; IRR; and NPV; assuming discount rate of 10%. Repeat the ranking assuming discount rate of 30%.

(ii) Assuming the projects are independent, which one should be accepted? If the projects are mutually exclusive, which project is the best?

5.
(a)
Why is inflation an important factor to consider in evaluating investment projects in a developing country like Tanzania?


(b)
Suppose a firm is considering a project that would require an initial cash outlay of 10,000,000/= and expected to generate 3,000,000/= each year for the next 4 years. The firm assumes that prices and costs increase at the same rate and that the required rate of return expressed in nominal terms is 14%. The firm also practices a policy whereby cash flows are stated at the prices of period zero. The inflation rate is expected to be 7%.

(i) How would you go about considering the effects that inflation will have on the acceptability of the project?

(ii) Compute the project’s NPV and state whether the project is worth undertaking. What have you learned as far as treating inflation in investment analysis is concerned?


(c)
The table below presents information on investment opportunities available to a firm including each project’s calculated NPV and profitability index (PI).  Assume that this firm has a 10% cost of capital and a capital constrained at 50m/= in year zero.  Study the information presented and comment on the acceptability of these investment projects.

	
	Cash flows (‘000)
	
	

	Project
	Year 0
	Year 1
	Year 2
	Year 3
	NPV @10%
	PI

	A
	-50,000
	30,000
	25,000
	15,000
	12.94
	1.26

	B
	-25,000
	10,000
	20,000
	10,000
	8.12
	1.32

	C
	-25,000
	10,000
	15,000
	15,000
	7.75
	1.31


A Comprehensive capital budgeting problem
Millenium Health Facility (MHF) Ltd runs a health foods store and is now contemplating installation of an exercise facility. To get the project underway, the company will rent additional space in the same building adjacent to its store.  The equipment required for the facility will cost 50 million shillings.  Shipping and installation charges for the equipment are expected to total 5 million shillings.  This equipment will be depreciated on a straight line basis over its 5 year economic life to an estimated salvage value of zero. In order to open the exercise facility, MHF estimates that it will have to add about 7 million shillings initially to its working capital in the form of additional inventories of exercise supplies, cash, and accounts receivables for its exercise customers (less accounts payables).

During the first year of operation MHF expects its total revenue (from health foods and exercise services) to increase by 50 million shillings above the level that would have prevailed without the exercise facility.  These incremental revenues are expected to grow to 60 million shillings in year 2, to 75 million shillings in years 3, decline to 60 million shillings in year 4 and again to 45 million shillings in year 5.

The company’s incremental operating costs associated with the exercise facility including the rental of the facility are expected to total 25 million shillings during the first year and increase at a rate of 6 percent per year in each of the five years of the life of the project.

Depreciation will be 11 million shillings per annum. MHF has marginal tax rate of 30 percent and taxes are paid in the year in which they accrue.  MHF expects it will have to add about 5 million per year to its working capital in years 1, 2, and 3.

(a) Calculate MHF’s total net investment required to have the exercise facility in place.

(b) Estimate the annual net cash flows for MHF from the proposed project

(c) MHF has a policy of using pay back period in evaluating its projects.  Using this technique, is the project worth undertaking?

(d)
Evaluate the appropriateness of MHF’s policy stating the pros and cons of using the technique as an investment appraisal, relative to your objective as financial manager, i.e. to maximise shareholder’s value.

