


Part Two
Wales Company


















1. Executive Summary

The Wales company looking to invest in Project A or Project B and this report evaluates these projects by using four project appraisal methods. In addition to the recommendation of the project, the advantages, disadvantages of evaluation methods, and other factors need to be looked at before an investment is discussed in this report.
There may be biased decisions on investments due to faith and trust. In addition to that overconfidence in the return on investment may be influenced the decisions. These factors need to be considered before investment decisions.
Net Present Value method, the projects which show positive cash flows of future earnings can be taken as viable projects. The rate used for the discount on the cash flow can be taken after adjusting the taxation and inflation. In this report discount rates or cash flows are not adjusted for the inflation and taxation effects.
Non-qualitative factors such as economic and market environment, risk, and uncertainties have not been considered for this evaluation. The best way of evaluating investment was discussed in this report. According to the analysis, Net Present Value Technique gives the most favourable decisions on project evaluations. 




.







2. Introduction of Investment evaluation options

Typically, companies compare various investment decision-making methods in order to predict the most accurate investment decision (Drury, 2019). The NPV approach is widely regarded as the priority method. There are other methods such as payback, Accounting rate of Return (ARR), and Internal Rate of Return (IRR) (Atril and McLaney, 2023). 

The IRR method is regarded as a superior criterion for guiding investment decisions (Xinyi, 2022). When a project consists of an initial capital outlay followed by subsequent cash inflows to the firm, the internal rate of return is a good measure of project viability. However, issues arise when a project has an unusual cash flow stream, necessitating an initial investment, as well as additional capital, outlays over the course of the project (Hall, & Sibanda, 2016). The payback period is a popular capital budgeting tool for analyzing capital projects. It has been challenged for its inability to consider all project flows in a current valued context (Boardman et al., 1982).  The Accounting Rate of Return is a calculation that compares a project's after-tax income to its average book value. Projects are approved if the accounting rate of return exceeds the average accounting return target. (Hall, & Sibanda, 2016).

Introduction of the Project Evaluation

Wales Company has taken out research relating to a service that it has recently extended. The service requirement would need investment in whether a machine (A) would cost £100,000 or machine (B), which cost £100,000, payable immediately. Sales of the service would take place throughout the next five years. At the end of that time, it was calculated that machine (A) could be sold for £30,000 and machine (B) for 25,000. The actual discounted factor is 20%. NPV, Payback, IRR, and ARR methods were applied to evaluate these projects.

3. Appraisal of investment 

3.1 Net Present Value technique

In Wales company Project A investment gives a total Net Present Value of positive 33,200 pounds at the discount rate of 20%. In Project B total Net Present Value is positive 15,080 pounds (See appendix). A positive NPV indicates that the projected earnings from a project, when discounted for present value, exceed the anticipated costs, also in today's pounds. It is assumed that a positive NPV investment will be profitable.  A negative NPV investment will result in a net loss. The net present value method, states that only investments with a positive NPV should be considered. However, assumptions taken for NPV calculation about future events may or may not be correct. In the NPV method inflation and the tax, effect can be adjusted to the discount rate.

There are basic assumptions in the NV method, such as cash inflow and outflow will flow at the end of each year and cash generated by a project is immediately reinvested in order to generate a return at the same rate as the discount rate used at present value analysis.

3.2 Payback period method

In Project, A Payback period is 2 years and two months. In Project, B payback period is 3 years. A project which gives a minimum payback period considers a good project. This method is easy to calculate and understand and also guides the managers to do further analysis. 

These calculations do not look at the cash inflow after the recovery of the capital. It may generate losses after the payback period. It’s not considering the time value of the money. However, sometimes big money-making projects can be started slowly and generate money heavily after a few years (Chron, 2023a). We cannot determine which project is more valuable if the payback period is the same for both (Finance Management, 2022). The payback period method only answers the question of how long it will take to recover the initial investment. It is silent in terms of which investments are profitable (Accounting coach, 2023).

3.3 IRR method

In Project A’s IRR is 34.81%. Project B’s IRR is 26.1%. The internal rate of return is the interest rate at which the future value of cash inflow equals the initial investment. It is the minimum rate of return required to break even on an investment (Chron, 2023). If the project has a higher IRR that exceeds the cost of capital, it is profitable and should be pursued. However, the IRR is low but the size of the project and the project’s contribution towards the goals of the company can be changed the investment decision (Investopedia, 2022).

3.4 ARR method 

Project A’s ARR is 30%. The project, B’s ARR is 25%. Project A indicates that it is expected to earn 30% for every pound invested per year and Project B expects 25% for its investments. The Accounting Rate of Return is simply a ratio of annual net income to the initial investment. It uses accounting profit (after deducting depreciation and Taxation) instead of cash flows. It does not consider additional investment value that the project brings to the company (Expert writing help, 2015).


4. Why Net Present Value (NPV) and What is the best method 
for investment appraisal

The NPV approach compares the project cost to the time value of money as the main discounted cash flow reference index to arrive at the best investment decision. It considers time value, which reflects the project's revenue potential, and is simple to understand and calculate. As a result, the NPV approach is widely used globally and is regarded as the primary criterion for making investment decisions (Xinyi, 2022, p.1).
The NPV calculation assists investors in determining how much they are willing to pay today for a future stream of cash flows (investguiding, 2023). It explains the project's benefits in terms of money.
NPV and IRR are using ‘Discounted cash flow ‘ techniques, which are widely accepted as better project evaluation methods. If the Internal Rate of Return (IRR) is greater than the discount rate, the project is feasible. If it is less, the project is deemed unworkable. The IRR has limited value if a discount rate is unknown or cannot be applied to a specific project for whatever reason. In such cases, the NPV method is superior (invest guiding, 2023).
The payback period does not consider inflation and the cost of capital (Chron, 2023a). In project evaluation, to overcome the shortcomings of ARR and Payback period methods need to apply IRR or NPV. According to the above analysis IRR method also has issues, therefore, NPV is the best method for investment decisions.





5. Why do decision-makers use non-discounting methods

Non- discounting methods can be used as a preliminary screening method when deciding on an investment. They are used to making quick decisions without regard for time value. These approaches are simple enough for non-financial investors to grasp (Studocu, 2023). It is easy to calculate and understand. Data relevant to analysis from discounting methods may not always be available. Therefore, decision-makers use non-discounting methods. 

Non-discounting methods according to Pike (1985) are still used by both small and large businesses. The payback Period and the Accounting Rate of Return are two non-discounting methods. The value of future earnings is treated as the same as the value of today's pound in these methods (accounting coach, 2023). The rationale for employing the payback method as a simple proxy measure for capturing the impact of liquidity constraints and risk (Drury, 1987,)


6. Other factors should be considered before an investment decision is made

The future is uncertain, and company’s must decide how much risk they are willing to accept because higher returns are associated with taking on more risk. (Dash, 2010). Various government tax policies (such as tax concessions on investment income, rebates on new investments, and the method of allowing depreciation allowance) also have an impact on capital investment, either positively or negatively (Brainkart, 2018)

The macroeconomic conditions such as GDP growth, Interest rates, and the monetary policies in the country need to look before the investment decision. Recession is the term used to describe a period of declining economic activity that results in excess capacity, higher levels of unemployment, and a slowdown in the economy due to a decline in consumer spending due to lower incomes and more economic uncertainty. Although there are several causes that might cause an economy to enter a recession, inflation is the main cause. A general increase in the cost of goods and services over a set period of time is referred to as inflation. The percentage of products and services that may be obtained for the same amount of money decreases as inflation increases. Increased production costs, rising energy prices, and national debt are only a few causes of inflation. There are numerous factors like the above that need to be considered before making a decision on projects.

One of the most important considerations is managing project time. Some projects call for extra time that is not in line with the company's goals, therefore they can be omitted. As a result, one of the elements impacting project decisions is project time management. The resources available to the project need to be identified before investment decisions (LPC, 2022). The financial position of the company plays the biggest role in investment decisions. Companies need to consider future cash flows before taking decisions. Investors need to identify possible frauds and avoid the circumstances that lead to the frauds. Government laws and regulations about the project needs considerion prior make investments.

7. Recommendation

Project A Net Present Value is higher than Project B’s at the discounted rate of 20%. It says that the present value of Project A’s return on investment value is more than project B’s value. Therefore, according to the NPV method, Project A is viable and gives positive cash flows.

The payback period of Project A is lower than that of Project B. That means investment of Project A can be recovered faster than project B.  

Project A IRR value and the Accounting Rate of Return (ARR) is higher than project B’s values. However, the company has not provided the required rate of return; therefore, in order to accept the project, the ARR should be greater than the required rate of return.

Based on the NPV and the Payback period methods, if NPV is positive and gives a shorter payback period then the project is viable and gives maximum return to the company. Therefore, recommended to do Project A. 

The advantage of using NPV and IRR is investors can be identified the present value of their future earnings. 

The main drawback of the NPV method is based on assumptions. If the company cannot identify the correct discount rate, then the calculations will be wrong. The company cannot identify it until the project becomes a loss-making stage. However, adjustment of inflation and taxation is a major advantage of this method.
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Appendix
Part Two
	Wales Company
	
	
	

	Project A

	
	
	

	Calculation of Net Present Value - Machine A
	
	
	

	
	£’000
	
	

	
	Cash flow
	Discount Factor 20%
	PV

	Year 0
	-          100 
	            1.00 
	-    100.00 

	Year 1
	             40 
	            0.83 
	       33.20 

	Year 2
	             50 
	            0.69 
	       34.50 

	Year 3
	             55 
	            0.58 
	       31.90 

	Year 4
	             45 
	            0.48 
	       21.60 

	Year 5
	             30 
	            0.40 
	       12.00 

	
	
	
	

	
	
	Total NPV
	       33.20 

	
	
	
	



	Wales Company
	
	
	

	Project B
	
	
	

	Calculation of Net Present Value - Machine B
	
	
	

	
	£’000
	
	

	
	Cash flow
	Discount Factor 20%
	PV

	Year 0
	-          100 
	            1.00 
	-    100.00 

	Year 1
	             25 
	            0.83 
	       20.83 

	Year 2
	             40 
	            0.69 
	       27.78 

	Year 3
	             35 
	            0.58 
	       20.25 

	Year 4
	             75 
	            0.48 
	       36.17 

	Year 5
	             25 
	            0.40 
	       10.05 

	
	
	
	

	
	
	Total NPV
	       15.08 



	Wales Company
	
	

	Project A
	
	

	Calculation of Payback Period - Machine A
	
	

	
	£’000
	

	
	Cash flow
	Cumulative CF

	Year 0
	-                                       100 
	-                   100 

	Year 1
	                                          40 
	-                     60 

	Year 2
	                                          50 
	-                     10 

	Year 3
	                                          55 
	                       45 

	Year 4
	                                          45 
	                       90 

	Year 5
	                                          30 
	                     120 

	
	
	

	Paypay Period = Years before full recovery+
	Unrecovered cost at the start of the year

	
	Cash Flow during the year
	

	
	
	

	
	
	

	
	
	

	
	2 Years +
	

	PP =
	10
	x 12

	
	55
	

	
	2.18
	months

	PP =
	2 years and 2 months 
	




	Wales Company
	
	

	Project B
	
	

	Calculation of Pay back Period - Machine B
	
	

	
	£’000
	

	
	Cash flow
	Cumulative CF

	Year 0
	-                   100 
	-                                      100 

	Year 1
	                      25 
	-                                        75 

	Year 2
	                      40 
	-                                        35 

	Year 3
	                      35 
	                                          -   

	Year 4
	                      75 
	                                         75 

	Year 5
	                      25 
	                                       100 

	
	
	

	Paypay Period = Years before full recovery+
	Unrecovered cost at the start of the year

	
	Cash Flow during the year

	
	
	

	Paypay Period =                                 3+
	0
	

	
	35
	

	3+
	0
	

	=
	3 Years
	

	PP = End of Third Year
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	Wales Company
	
	
	

	Project A
	
	
	

	Calculation of Accounting rate of Return - Machine A
	
	
	

	
	£’000
	
	

	
	Cash flow
	Scrap Value
	

	Year 0
	-          100 
	                -   
	

	Year 1
	             40 
	                -   
	

	Year 2
	             50 
	                -   
	

	Year 3
	             55 
	                -   
	

	Year 4
	             45 
	                -   
	

	Year 5
	             30 
	               30 
	

	
	
	
	

	Average Income per annum
	           220 
	=
	44

	
	5
	
	

	
	
	
	

	Depreciation per annum
	(100-30)/5
	=
	14

	
	
	
	

	Average Net Income after Dep.
	
	=
	30

	
	
	
	

	Initial Investment
	
	=
	100

	
	
	
	

	
	
	
	

	ARR= Avg, Net Income/Initial Investment
	=
	30/100

	
	
	
	

	ARR
	
	=
	30%










	Wales Company
	
	
	

	Project B
	
	
	

	Calculation of Accounting rate of Return - Machine B
	
	
	

	
	£’000
	
	

	
	Cash flow
	Scrap Value
	

	Year 0
	-          100 
	                -   
	

	Year 1
	             25 
	                -   
	

	Year 2
	             40 
	                -   
	

	Year 3
	             35 
	                -   
	

	Year 4
	             75 
	                -   
	

	Year 5
	             25 
	               25 
	

	
	
	
	

	Average Income per annum
	           200 
	=
	40

	
	5
	
	

	
	
	
	

	Depreciation per annum
	(100-25)/5
	=
	15

	
	
	
	

	Average Net Income after Dep.
	
	=
	25

	
	
	
	

	Initial Investment
	
	=
	100

	
	
	
	

	
	
	
	

	ARR= Avg, Net Income/Initial Investment
	=
	25/100

	
	
	
	

	ARR
	
	=
	25%
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