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LO 3:Be able to make financial decision's 
based on financial information

MANAGING FINANCIAL

RESOURCES AND DECISIONS



 Understand the sources of finance available to business.

 Understand the implications of finance as a resource within a business

 Be able to make financial decision's based on financial information

 Be  able to evaluate the financial performance of a business.

THE BASIC SYLLABUS



At the end of the class students should be 
able to:



AC 3.3: Assess the viability of a project 
using investment appraisal techniques 

LEARNING OBJECTIVE



OVERVIEW
With any decision it is vital to understand what is 

trying to be achieved in the first place as this will 
influence the method to be used.

The most common objective in investment 
appraisal is to maximise shareholder value. This is 
because most decisions are made by companies 
where the directors have a duty to act in the 
interests of their shareholders.



 Payback period is the time in which the initial cash outflow of an 
investment is expected to be recovered from the cash inflows generated 
by the investment. It is one of the simplest investment appraisal 
techniques.

 The formula to calculate payback period of a project depends on 
whether the cash flow per period from the project is even or uneven. In 
case they are even, the formula to calculate payback period is:

 Payback Period = Initial Investment

 Cash Inflow per Period

PAYBACK PERIOD



 Advantages and Disadvantages of PB:

 Advantages

 - Measure of risk and liquidity

 - Useful for evaluating small projects

 Disadvantages

 - Ignores the time value of money

-Ignores cash flows after the payback period

 - Objective not consistent with shareholder wealth maximization

PAYBACK PERIOD



Accounting rate of return is the rate arrived at by 
expressing the average annual net profit (after tax) as 
given in the income statement as a percentage of the total 
investment or average investment. The accounting rate of 
return is based on accounting profits. Accounting profits 
are different from the cash flows from a project and hence, 
in many instances, accounting rate of return might not be 
used as a project evaluation decision. 

ACCOUNTING RATE OF RETURN



Accounting rate of return does find a place in business 
decision making when the returns expected are 
accounting profits and not merely the cash flows. 

The formula is:-

ACCOUNTING RATE OF RETURN



 To appraise the overall impact of a project using DCF techniques involves 
discounting all the relevant cash flows associated with the project back to their PV 
(present value).

 If we treat outflows of the project as negative and inflows as positive, the NPV of the 
project is the sum of the PVs of all flows that arise as a result of doing the project.

 Decision rule:

 The NPV represents the surplus funds (after funding the investment) earned on the 
project, therefore:

• if the NPV is positive - the project is financially viable

• if the NPV is zero - the project breaks even

• if the NPV is negative - the project is not financially viable

• if the company has two or more mutually exclusive projects under consideration it 
should choose the one with the highest NPV

NET PRESENT VALUE



 Assumptions in calculating the net present value

 The following assumptions are made about cash flows when calculating 

the net present value:

 - all cash flows occur at the start or end of a year

 - initial investments occur T0

 - other cash flows start one year after that (T1).

 Also interest payments are never include within an NPV calculation as 
these are taken account of by the cost of capital.

NET PRESENT VALUE



NET PRESENT VALUE



NET PRESENT VALUE
 Advantages and Disadvantages of the NPV Method:

 Advantages

 - Consistent with shareholder wealth maximization: Added net present 
values generated by investments are represented in higher stock prices.

 - Consider both magnitude and timing of cash flows

 - Indicates whether a proposed project will yield the investor’s required 
rate of return

 Disadvantage

 -Many people find it difficult to work with a dollar return rather than a

 percentage return



 The IRR can be defined as the discount rate which, when applied to the 
cash flows of a project, produces a net present value (NPV) of nil. This 
discount rate can then be thought of as the forecast return for the 
project. If the IRR is greater than a pre-set percentage target, the project 
is accepted. If the IRR is less than the target, the project is rejected.

 Considering the definition leads us to the calculation. The IRR uses cash 
flows (not profits) and more specifically, relevant cash flows for a 
project. To perform the calculation, we need to take the cash flows of a 
project and calculate the discount factor that would produce a NPV of 
zero.

INTERNAL RATE OF RETURN



 CALCULATION

 It would be very time consuming to calculate the NPV of a project for 
many different discount factors and then plot the graph and estimate 
where the graph crosses the x-axis. Instead, there is a short cut using 
the formula:

INTERNAL RATE OF RETURN



 Advantages and Disadvantages of IRR
 Advantages
 - People feel more comfortable with IRR
 - Considers both the magnitude and the timing of cash flows
 Disadvantages
 - Multiple internal rates of return with unconventional cash flows
 Any change in sign (+,-) in period cash flows produces as many IRR’s as
 there are changes in the cash flow directions of the investment.
 - lending or borrowing. The IRR does not distinguish between a lending
 (investing) or a borrowing (borrow and invest) situation, whereas the NPV
 clearly points out the negative aspects of the borrowing strategy. 

INTERNAL RATE OF RETURN



When deciding for your business what flight to take, what 
car to buy, what person to hire, or when to make an 
investment, you involve money in your decision. You 
need to consider the true value of money in your decision 
making. The true value of money in such decision-making 
scenarios has two different components: opportunity cost 
-- which is the monetary value of what you may need to 
give up to make the selection -- and time value of money.

NATURE OF INVESTMENT IMPORTANCE 

OF TRUE VALUE OF MONEY



The time value of money considers all financial 
expenditures or receipts in today’s dollars. The $10,000 
you receive today is worth more than the $10,000 you 
receive in one year. The time value of money reflects this 
difference. You calculate this difference by multiplying 
the amount of money you have by the interest rate or 
investment return you would make on those funds over 
the period of time. 

NATURE OF INVESTMENT IMPORTANCE 

OF TRUE VALUE OF MONEY



For example, if you expect to make 5 percent on your cash 
each year, then you would expect $10,500 in one year to 
equate to $10,000 today. Put another way, $10,000 in one 
year would only have a true value of $9,500 to you today.

NATURE OF INVESTMENT IMPORTANCE 

OF TRUE VALUE OF MONEY



When you make a decision to purchase a product 
or service, hire an employee, or invest in an asset 
for the company, you typically consider your 
priorities. You and your company have certain 
needs that are more critical than others. If you have 
a limited amount of capital, you cannot obtain 
everything you need at the same time. 

NATURE OF INVESTMENT IMPORTANCE 

OF TRUE VALUE OF MONEY



You must forgo something to obtain the other. 
What you forgo is called the opportunity cost. 
When you incorporate these varied 
considerations in a business exchange, 
opportunity cost reflects the true value of 
money as an exchange medium.

NATURE OF INVESTMENT IMPORTANCE 

OF TRUE VALUE OF MONEY



 For all methods of investment appraisal, with the exception of ROCE, 
only relevant cash flows should be considered. These are:

 - cash flows that will happen in the future, and

 - cash flows that will arise only if the capital project goes ahead. future

 The following should always be ignored in investment appraisal:

 - sunk costs (costs that have already been incurred)

 - committed costs (costs that will be incurred anyway)

 - non-cash items

 - allocated costs.

CASHFLOW



 The following assumptions are made about cash flows when 
calculating the net present value:

- all cash flows occur at the start or end of a year 

- initial investments occur T0 

- other cash flows start one year after that (T1).

-Also interest payments are never include within an NPV calculation as 
these are taken account of by the cost of capital.

ASSUMPTIONS IN CAPITAL INVETSMENT 

DECISIONS



 Decisions are based on cash flows and not accounting profits. Intangibles are 
often ignored since it is assumed the benefits or costs will eventually be 
reflected in cash flows.

 • Timing of cash flows is critical.
 • Cash flows incorporate opportunity costs. We use incremental cash flows; 

these are the total cash flows that occur as a direct result of taking on a 
specific project. 

 • Cash flows are on an after-tax basis-taxes should be incorporated in the 
analysis 

 • In the analysis we use cash flows that accrue to the project that is used to 
pay the capital providers to the project. 

 • Financing costs are ignored in the cash flows as they are accounted for in 
the weighted-average cost of capital being used to discount the cash flows.

ASSUMPTIONS IN CAPITAL INVETSMENT 

DECISIONS



 The company is considering a capital investment of $450,000 in new 
equipment.
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