CAPITAL BUDGETING – CAPITAL INVESTMENT DECISIONS

The term 'Capital Budgeting' is used interchangeably with capital expenditure management, capital expenditure decision, long term investment decision, management of fixed assets, etc. It may be defined as "planning, evaluation and selection of capital expenditure proposals." 
Capital budgeting involves a current outlay or serves as outlays of cash resources in return for an anticipated flow of future benefits.

According to G. C. Philippalys, "Capital budgeting is concerned with the allocation of firm's scarce financial resources among the available market opportunities. The consideration of investment opportunities involves comparison of expected future streams of earnings from a project with immediate and subsequent streams of expenditure for it."

Lynch - "Cash budgeting consists in planning, development of available capital for the purchase of maximizing the long term profitability in the concern."
In other words, the system of capital budgeting is employed to evaluate expenditure decisions which involve current outlays, but likely to produce benefits over a period of time longer than one year. 
These benefits may be either in the form of increased revenue or reduction in costs. Capital expenditure management therefore includes addition, disposition, modification and replacement of fixed assets. 
The basic features of capital budgeting are: 


1. potentially large anticipated benefits;


2. a relatively high degree of risk;


3. a relatively long time period between initial outlay and anticipated returns.

Fixed assets are frequently termed as earning assets of the firm in the sense that they usually generate large return. Future sales growth is correlated with expansion of capital expenditure. It is a specialized process requiring highly sophisticated techniques and intricate forecasting for future years. Closely scrutinized capital expenditure selections result in increased sales, profits, dividends and ultimately share price value of the firm.
Capital Budgeting is the process by which the firm decides which long-term investments to make. Capital Budgeting projects, i.e., potential long-term investments, are expected to generate cash flows over several years. The decision to accept or reject a Capital Budgeting project depends on an analysis of the cash flows generated by the project and its cost. 
IMPORTANCE OF CAPITAL BUDGETING:

Capital budgeting is of paramount importance in financial decision making. Special care should be taken in making these decisions on account of the following reasons:


1. Such decisions affect the profitability of the firm. They also have bearing on the competitive position of the enterprise. This is mainly because of the fact that they relate to fixed assets. The fixed assets represent in a sense, the true earning assets of the firm. 
They enable the firm to generate finished goods that can ultimately be sold for a profit. However, current assets are not generally earning assets. They provide a buffer that allows the firm to make sales and extend credit. Capital budgeting decision determines the future destiny of the company. An opportune investment decision can yield spectacular returns. 
On the other hand an ill advised and incorrect investment decision can endanger the very survival even of large sized firms. A few wrong decisions and a firm can be forced into bankruptcy. Capital budgeting is of utmost importance to avoid over-investment and under-investment in fixed assets.

2. A capital expenditure decision has its effect over a long time span and inevitably affects the company's future cost structure. To illustrate, if a particular plan has been purchased by a company to start a new product, the company commits itself to a sizable amount of fixed assets in terms of supervisors, salary, insurance, rent of buildings and so on. 
If the investment in future turns out to be unsuccessful or yields less profit than anticipated, the firm will have to bear the burden of fixed costs unless it writes off the investment completely. In short, a firm's future costs, break-even point, sales and profits will all be determined by the firm's selection of assets i.e., capital budgeting. Long term investment decision is more difficult to take because


    (i) decision extends to a series of years and beyond the current accounting period;


    (ii) uncertainties of future; 
and


    (iii) higher degree of risk.

3. Capital investment decision once made is not easily reversible without much financial loss to the firm. It is because there may be no market for second hand plant and equipment and their conversion to other uses may not be financially feasible.

4. Capital investment involves cost and the majority of the firms have scarce capital resource. This underlines the need for thoughtful, wise and correct investment decisions as an incorrect decision would not only result in losses but also prevent the firm from earning profits from other investments which could not be undertaken for want of funds.

5. Over / Under capacity - To improve timing and quality of asset acquisition, the capital expenditure decision must be carefully drawn. If the firm has invested too much in assets, it will incur unnecessary heavy expenditure. If it has not spent enough on fixed assets, two serious problems may arise


    (i) The firms equipment may not be sufficiently modern to enable it to produce competitively.

   (ii) If it has inadequate capacity it may lose a portion of its share of market to its rival firm. To  

        regain lost customers it would require heavy selling expenses, price reduction, product  

        improvement, etc.

6. Investment decision though taken by individual concerns is one of national importance because it determines employment, economic activities and economic growth.

Capital Budget Decision

Capital budgeting refers to the total process of generating, evaluating, selecting and following up on capital expenditure alternatives. The firm allocates or budgets financial resources to new investment proposals. Basically the firm may be confronted with three types of capital budgeting decisions


1. Accept / Reject decision
This is the fundamental decision in capital budgeting. If the project is accepted, the firm invests in it. If the proposal is rejected the firm does not invest. In general all those proposals which yield a rate of return greater than a certain required rate of return or cost of capital are accepted and the rest are rejected. 
By applying this criteria, all independent projects are accepted. Independent projects are projects that do not compete with one another in such a way that acceptance of one precludes the possibility of acceptance of another. Under the acceptance decision, all the independent projects that satisfy the minimum investment criteria are implemented.
2. Mutually exclusive project decision
Mutually exclusive projects are projects which compete with other projects in such a way that the acceptance of one will exclude the acceptance of other projects. The alternatives are mutually exclusive and only one may be chosen. It may be noted that the mutually exclusive project decisions are not independent of accept / reject decision. 
Mutually exclusive investment decisions acquire significance when more than one proposal is acceptable under the accept / reject decision. Then some techniques have to be used to determine the best one. The acceptance of 'best' alternative automatically eliminates the other alternatives.

3. Capital rationing decision
In a situation where the firm has unlimited funds, capital budgeting becomes a very simple process. In that, independent investment proposals yielding a return greater than some predetermined level are accepted. However, this is not the situation prevailing in most of the business firm's of real world.

They have fixed capital budget. A large number of investment proposals compete in these limited funds. The firm allocates funds to projects in a manner that it maximizes long run returns. Thus capital rationing refers to the situation where the firm has more acceptable investments requiring a greater amount of finance than is available with the firm. 
It is concerned with the selection of a group of investment proposals acceptable under the accept / reject decision. Ranking of the investment project is employed. In capital rationing, projects can be ranked on the basis of some predetermined criterion such as the rate of return .The project with highest return is ranked first and the acceptable projects are ranked thereafter.

CAPITAL INVESTMENT DECISION TECHNIQUES
There are four main techniques used to evaluate an investment decision:
· Pay back period method.
· Accounting rate of return method.
· Net Present Value method.
· Internal Rate of Return method.

PAY BACK PERIOD METHOD.

The Payback Period represents the amount of time that it takes for a Capital Budgeting project to recover its initial cost. The use of the Payback Period as a Capital Budgeting decision rule specifies that all independent projects with a Payback Period less than a specified number of years should be accepted. 
When choosing among mutually exclusive projects, the project with the quickest payback is preferred.
The payback method is the simplest way of looking at one or more major project ideas. It tells you how long it will take to earn back the money you'll spend on the project. The formula is:

	Cost of Project 



Annual Cash Inflow
	= Payback Period


	


Thus, if a project cost $50,000 and was expected to return $12,000 annually, the payback period would be $50,000 ÷ $12,000, or 4.16 years.

If the return from the project is expected to vary from year to year, you can simply add up the expected returns for each succeeding year, until you arrive at the total cost of the project.

For example, if the project costs $100,000 and the expected returns were as follows:

	Year 1
	$18,059

	Year 2
	$25,513

	Year 3
	$27,951

	Year 4
	$32,021

	Year 5
	$40,072


The project would be completely paid for about 10 1/2 months into the fourth year, because $100,000 (cost of project) is equal to all of the first three years' revenues, plus $28,477. $28,477 is equal to about 10.7 twelfths of the fourth year's revenues.

Choosing among competing projects.
Under the payback method of analysis, projects or purchases with shorter payback periods rank higher than those with longer paybacks. The theory is that projects with shorter paybacks are more liquid, and thus less risky — they allow you to recoup your investment sooner, so you can reinvest the money elsewhere. 
Moreover, with any project there are a lot of variables that grow increasingly fuzzy as you look out into the future. With a shorter payback period, there's less of a chance that market conditions, interest rates, the economy, or other factors affecting your project will drastically change.

There are a couple of drawbacks to using the payback period method. For one thing, it ignores any benefits that occur after the payback period, so a project that returns $1 million after a six-year payback period is ranked lower than a project that returns zero after a five-year payback. But probably the major criticism is that a straight payback method ignores the time value of money. To get around this problem, you should also consider the net present value of the project, as well as its internal rate of return.

NOTE:

Mutually Exclusive Projects are a set of projects from which at most one will be accepted. For example, a set of projects which are to accomplish the same task. Thus, when choosing between "Mutually Exclusive Projects" more than one project may satisfy the Capital Budgeting criterion. However, only one, i.e., the best project can be accepted.

ACCOUNTING RATE OF RETURN METHOD

Return on investment method overcomes the deficiencies of payback period method in the sense that it considers the earnings of a project over its entire economic life.


1. The return on investment is estimated i.e., earnings or profits estimated from an investment proposal during its economic life, after providing for depreciation and taxes. It means net profit from estimation are as per the accounting principles.

2. The rate of return is compared with cut off rate as determined by the management. Cut off rate is the minimum rate of return on investment. It should be generated from a profit which is generally the firm's cost of capital.

Cost of capital 15% - cut off rate of return = 15%. The comparison helps management to rank the various projects and select the most profitable one. If return on investment proposal is less than the cut off rate, it is rejected and accepted if it is equal or more than the cut off rate. In case of mutually exclusive alternative projects, the projects with higher rate of return are selected.

ADVANTAGES AND DISADVANTAGES OF ARR
1. The most favourable attribute of this method is its simplicity. It is easy to understand.
2. It is based on the accounting concepts of profit which are easily calculated for financial data. 

3. The total benefits associated with projects are taken into account while calculating the IRR. Payback method for instance do no use the entire stream of income. This approval gives due weightage for the profitability of project.

4. Profits determined under this method after deducting depreciation and tax are as per the accounting principles which gives a better basis of commission.

However, this method of evaluating investment proposals suffers from serious deficiencies.
DEMERITS
1. It uses accounting profits and not cash flows in appraising the projects. Accounting profits are based on arbitrary assumptions and choices and also include non-cash items. It is, therefore, inappropriate to rely on them for measuring the acceptability of the investment projects.

2. It does not take into account the time value of money. The timing of cash inflows and outflows is a major decision valuable in financial decision making. Accordingly benefits in the earlier years and later years cannot be valued at par. To that extent, the ARR method treats these benefits at par and fails to take into account the difference in the time value of money.

3. It does not differentiate between the size of investment regarding each project. Competing investment proposals may have the same ARR but may require different average investments.

	Machine
	Average annual earnings
	Average interest
	ARR

	A
	6,000
	30,000
	20%

	B
	2,000
	10,000
	20%

	C
	4,000
	20,000
	20%


The ARR method in such a situation will leave the firm in an indeterminate position.

4. This method does not take into consideration any benefits which can accrue to the firm from the sale or abandonment of equipment which is replaced by the new investment. The new investment from the point of view of correct financial decision should be measured in terms of incremental cash outflow due to new investment (i.e., new investment minus sale proceeds of existing equipment plus / minus tax adjustment). 
But the ARR method doesn't make any adjustment in this regard to determine the level of average investment. Investment in fixed assets are determined at their acquisition costs.
5. It ignores the period in which the profits are earned as, a 20% rate of return earned in 2½ years may be considered to be better than 18% rate of return in 1 1/2 years. This is not proper because the longer the term of project, greater the risk.

6. This method cannot be applied to a situation where investment in a project is to be made in parts.

NET PRESENT VALUE METHOD
The Net Present Value (NPV) of a Capital Budgeting project indicates the expected impact of the project on the value of the firm. Projects with a positive NPV are expected to increase the value of the firm. 
Thus, the NPV decision rule specifies that all independent projects with a positive NPV should be accepted. When choosing among mutually exclusive projects, the project with the largest (positive) NPV should be selected.

The NPV is calculated as the present value of the project's cash inflows minus the present value of the project's cash outflows. This relationship is expressed by the following formula:

The net present value method (NPV) of evaluating a major project allows you to consider the time value of money. Essentially, it helps you find the present value in "today's dollars" of the future net cash flow of a project. Then, you can compare that amount with the amount of money needed to implement the project.

If the NPV is greater than the cost, the project will be profitable for you (assuming, of course, that your estimated cash flow is reasonably close to reality). If you have more than one project on the table, you can compute the NPV of both, and choose the one with the greatest difference between NPV and cost.

As an example of how NPV works, let's say you're looking at a project costing $7,500 that is expected to return $2,000 per year for five years, or $10,000 in total. At first glance, the project looks profitable. Under the payback method, it looks as if the project will pay for itself in 3.75 years. 
However, using NPV analysis you can determine that if the discount rate on the project was 10 percent, the net present value of the expected returns would be $7,581.60. In other words, if you had $7,581.60 today and invested it at 10 percent, after five years you'd wind up with $10,000, the same return as your project. Thus, it looks as if the expected additional return on the project has shrunk to about $81, which may not be worth all the time and effort you'd have to put in.

NPV analysis is generally used to evaluate the project's cash flows, rather than the income from the project that would be shown on an income statement. Why? Because the income statement factors in depreciation, but depreciation is not an out-of-pocket expense. 
For instance, if revenue of $10,000 is reduced to $7,000 of income because of a $3,000 depreciation deduction, you still have the use of the full $10,000. So, the cash flow figure of $10,000 is the more instructive one to look at. 
However, if you are very concerned about the appearance of your income statement (for example, if you anticipate putting the business up for sale or seeking major financing in the future, or if you're under stockholder pressure to show more income) you may decide that the income figure is more appropriate to use.

Merits

1. The most significant advantage is that it explicitly recognizes the time value of money, e.g., total cash flows pertaining to two machines are equal but the net present value are different because of differences of pattern of cash streams. The need for recognizing the total value of money is thus satisfied.

2. It also fulfils the second attribute of a sound method of appraisal. In that it considers the total benefits arising out of proposal over its life time.

3. It is particularly useful for selection of mutually exclusive projects.
4. his method of asset selection is instrumental for achieving the objective of financial management, which is the maximization of the shareholder's wealth. In brief the present value method is a theoretically correct technique in the selection of investment proposals.

Demerits

1. It is difficult to calculate as well as to understand and use, in comparison with payback method or average return method.
2. The second and more serious problem associated with present value method is that it involves calculations of the required rate of return to discount the cash flows. The discount rate is the most important element used in the calculation of the present value because different discount rates will give different present values. The relative desirability of a proposal will change with the change of discount rate. 
The importance of the discount rate is thus obvious. But the calculation of required rate of return pursuits serious problem. The cost of capital is generally the basis of the firm's discount rate. The calculation of cost of capital is very complicated. In fact there is a difference of opinion even regarding the exact method of calculating it.
3. Another shortcoming is that it is an absolute measure. This method will accept the project which has higher present value. But it is likely that this project may also involve a larger initial outlay. Thus, in case of projects involving different outlays, the present value may not give dependable results. 

4. The present value method may also give satisfactory results in case of two projects having different effective lives. The project with a shorter economic life is preferable, other things being equal. It may be that, a project which has a higher present value may also have a larger economic life, so that the funds will remain invested for longer period while the alternative proposal may have shorter life but smaller present value. 
In such situations the present value method may not reflect the true worth of alternative proposals. This method is suitable for evaluating projects whose capital outlays or costs differ significantly.

INTERNAL RATE OF RETURN(IRR)
The Internal Rate of Return (IRR) of a Capital Budgeting project is the discount rate at which the Net Present Value (NPV) of a project equals zero. The IRR decision rule specifies that all independent projects with an IRR greater than the cost of capital should be accepted. 
When choosing among mutually exclusive projects, the project with the highest IRR should be selected (as long as the IRR is greater than the cost of capital).
The determination of the IRR for a project, generally, involves trial and error or a numerical technique. Fortunately, financial calculators greatly simplify this process.
The internal rate of return (IRR) method of analyzing a major purchase or project allows you to consider the time value of money. Essentially, it allows you to find the interest rate that is equivalent to the dollar returns you expect from your project. Once you know the rate, you can compare it to the rates you could earn by investing your money in other projects or investments.

If the internal rate of return is less than the cost of borrowing used to fund your project, the project will clearly be a money-loser. However, usually a business owner will insist that in order to be acceptable, a project must be expected to earn an IRR that is at least several percentage points higher than the cost of borrowing, to compensate the company for its risk, time, and trouble associated with the project.

As an example of how the internal rate of return works, let's say you're looking at a project costing $7,500 that is expected to return $2,000 per year for five years, or $10,000 in total. 
The IRR calculated for the project would be 10 percent. If your cost of borrowing for the project is less than 10 percent, the project may be worthwhile. If the cost of borrowing is 10 percent or greater, it won't make sense to do the project (at least from a financial perspective) because, at best, you'll be breaking even.

IRR analysis is generally used to evaluate the project's cash flows, rather than the income from the project that would be shown on an income statement (also known as the profit and loss statement). Why? 
Because income on a P&L reflects depreciation, but depreciation is not an out-of-pocket expense. For instance, if revenue of $10,000 is reduced to $7,000 of income because of a $3,000 depreciation deduction, you still have the use of the full $10,000. So the cash flow figure of $10,000 is usually the more instructive one to look at. 
However, if you are very concerned about the appearance of your income statement (for example, if you anticipate putting the business up for sale or seeking major financing in the future, or if you're under stockholder pressure for increased income) you may decide that the income figure is more appropriate to use

Comprehensive Example: Investment appraisal

The management of Amir Plc has determined that there is a strategic need to replace a machine to be their production department. A choice is to be made between two models of machines; machine A and machine B. They have provided the following information on the two machines. 
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You are also informed that:

The fund available is sufficient to acquire only one machine.

The cost of capital is 12%.

Amir Plc depreciates all its assets on the straight-line method.

Required:

Using the following methods recommend which of the two machines should be acquired.

· Pay-back method(PB)

· Accounting rate of return method (ARR)

· Net present value method (NPV)

· Internal rate of return method (IRR)

PAYBACK METHOD

Amir’s payback period for the two machines can be computed as:
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From the above table we see that machine payback periods are:

Machine A:
 4 years.

Machine B:
 5 years

With the absence of company’s specific target pay period, an investment with the shortest payback period will be undertaken in priority with that with higher longer pay back period.

Therefore:
Amir Plc should acquire machine A.

ACCOUNTING RATE OF RETURN

Is computed as:
Average Accounting Profit




Average investment capital

Whereby:
Average accounting profit =
Total profits for the length of the project
          The length of the project.

Average investment capital
=
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Machine A:
Depreciation
Depreciation
 = 
cost – scrap value





Economic Life




=
£500,000 – £20,000
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=
£80,000.
Accounting profits

With the available information, we will assume that profits will be the remainder after deducting depreciation expense from the net cash inflows.
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(
Average accounting profit = £270,000/6

= £45,000
Average capital employed
=
Initial cost + scrap value 



     2

=
£500,000 + £20,000



2

= £260,000

ARR
=
Average accounting profits/ average capital employed x 100%

= 
£45,000/£260,000 x 100%

=
17.30%
If machine A was evaluated in isolation, the decision would be to acquire it as it produces an average accounting rate (17.30%) which is higher than the company’s target cost of capital (12%).

Machine A:
Depreciation
Depreciation
 = 
cost – scrap value





Economic Life




=
£800,000 – £80,000
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=
£120,000.
Accounting profits

With the available information, we will assume that profits will be the remainder after deducting depreciation expense from the net cash inflows.
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= £440,000

ARR
=
Average accounting profits/ average capital employed x 100%

= 
£55,000/£440,000 x 100%

=
12.50%
If machine B was evaluated in isolation, the decision would be to acquire it as it produces an average accounting rate (12.50%) which is higher than the company’s target cost of capital (12%).

However, machine A will be selected because it gives the highest ARR (17.30%).

NET PRESENT VALUE

NPV is computed as:
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To adjust the future cash flows to the present value, the following formulae is observed:

Present value 
=
Future cash flows  X discounting factor at the cost of capital.

Decision rule:
Accept all projects with positive NPV. If projects are mutually exclusive, accept the project with the highest positive NPV. The projects are mutually exclusive when only one can be accepted at a time. Hence, acceptance of one project automatically excludes the other.

Machine A
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If machine A was evaluated in isolation, the decision would be to acquire it as it produces a positive NPV (£51,840).

Machine B
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Even if machine B was evaluated in isolation, the decision would be NOT to acquire it as it produces a negative NPV (£41,040).

Therefore, Machine A should be acquired.

INTERNAL RATE OF RETURN (IRR)

Is a discounting rate, which equates the present value of future cash flows to initial cash outlay, hence producing the NPV equal to zero. For simplicity, it can be assumed as a break-even rate of return.

IRR can be calculated by using an interpolation method as:

IRR =
P% + 
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Whereby:
P% 
= Interest rate that results into positive NPV.
N% 
= Interest rate that results into negative NPV.
P
= Positive NPV.
N
= negative NPV.

Decision rule:
Accept all projects with an IRR greater than the company’s cost of capital. If the projects are mutually exclusive, accept the project with the highest IRR above the company's cost of capital.

Machine A:
Under NPV above we arrived at positive NPV (£51,840) for this machine. We need to find discount rate, which will result into negative NPV.

If we try to use 20% as a discount rate for machine A, NPV will be calculated as:
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Therefore:

IRRA =
P% + 
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IRRA =
12%+ 
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IRRA =
12% + 
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IRRA =
12% + 4.52%

IRRA = 16.52%

If machine A was evaluated in isolation, the decision would be to acquire it as it produces an Internal rate of return (IRR) (16.52%) which is higher than the company’s target cost of capital (12%).

Machine B:
Under NPV above we arrived at negative NPV (£41,040) for this machine. We need to find discount rate, which will result into negative NPV.

If we try to use 4% as a discount rate for machine A, NPV will be calculated as:
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Therefore:

IRRA =
P% + 
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IRRB =
4% + 6.51%

IRRB = 10.51%

Even if machine B was evaluated in isolation, the decision would be NOT to acquire it as it produces an Internal rate of return (IRR) (10.51%) which is lower than the company’s target cost of capital (12%).
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_1144035710.xls
Sheet1

		Year		Cash flows		PV factor		PVS

						at 12%

		0		(500,000)		1.000		(500,000)

		1		250,000		0.893		223,250

		2		100,000		0.797		79,700

		3		100,000		0.712		71,200

		4		50,000		0.636		31,800

		5		150,000		0.567		85,050

		6		100,000 + 20,000		0.507		60,840

				NPV				51,840






_1144040117.unknown

_1144043685.unknown
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Sheet1

				Machine A						Machine B

				Cost = £500,000						Cost = £800,000

				Net Cash		Accumula				Net Cash		Accumula

				Inflows		ted net				Inflows		ted net

						cash						cash

		Year		£		£				£		£

		1		250,000		250,000				150,000		150,000

		2		100,000		350,000				200,000		350,000

		3		100,000		450,000				250,000		600,000

		4		50,000		500,000				100,000		700,000

		5								100,000		800,000






_1144040137.unknown
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_1144040023.unknown

_1144040104.unknown

_1144039957.unknown
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Sheet1

		Year		Cash flows		PV factor		PVS

						at 20%

		0		(500,000)		1.000		(500,000)

		1		250,000		0.833		208,250

		2		100,000		0.694		69,400

		3		100,000		0.579		57,900

		4		50,000		0.482		24,100

		5		150,000		0.402		60,300

		6		100,000 + 20,000		0.335		40,200

				NPV				(39,850)
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Sheet1

		Year		Cash flows		PV factor		PVS

						at 4%

		0		(800,000)		1.000		(800,000)

		1		150,000		0.962		144,300

		2		200,000		0.925		185,000

		3		250,000		0.889		222,250

		4		100,000		0.855		85,500

		5		100,000		0.822		82,200

		6		250,000 + 80,000		0.790		260,700

				NPV				179,950
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Sheet1

		Year		Cash flows		PV factor		PVS

						at 12%

		0		(800,000)		1.000		(800,000)

		1		150,000		0.893		133,950

		2		200,000		0.797		159,400

		3		250,000		0.712		178,000

		4		100,000		0.636		63,600

		5		100,000		0.567		56,700

		6		250,000 + 80,000		0.507		167,310

				NPV				(41,040)
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Sheet1

		Year		Net Cash		Dep'n		Profit

				£		£		£

		1		250,000		(80,000)		170,000

		2		100,000		(80,000)		20,000

		3		100,000		(80,000)		20,000

		4		50,000		(80,000)		(30,000)

		5		150,000		(80,000)		70,000

		6		100,000		(80,000)		20,000

		Total						270,000
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Sheet1

		Year		Net Cash		Dep'n		Profit

				£		£		£

		1		150,000		(120,000)		30,000

		2		200,000		(120,000)		80,000

		3		250,000		(120,000)		130,000

		4		100,000		(120,000)		(20,000)

		5		100,000		(120,000)		(20,000)

		6		250,000		(120,000)		130,000

		Total						330,000
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Sheet1

				A		B

				£		£

		Cost		500,000		800,000

		Net cash inflow:

		Year

		1		250,000		150,000

		2		100,000		200,000

		3		100,000		250,000

		4		50,000		100,000

		5		150,000		100,000

		6		100,000		250,000

		Scrap value		20,000		80,000
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		Cashflow		£

		Present value of future receipts		X

		Present value of future payments		(X)

		Initial investment		(X)

		Net Present Value (NPV)		X






