


Week three session two tutorial questions solutions
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A company is considering a capital investment, where the estimated cash flows are as follows.

Year Cash flow
S

0 (ie now) (100,000)

1 60,000

2 80,000

3 40,000

4 30,000

The company's cost of capital is 15%. You are required to calculate the NPV of the project and to assess
whether it should be undertaken.
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Year Cash flow Discount factor 15% Present value

0 (1oo,sooo) 1.000 (1o:,ooo)
1 60,000 o5 0N 52,200
2 50,000 T 0756 60,480
3 40,000 g - 0658 26,320
4 30,000 (1.115|‘ =087 12.160

NPV = 56,160

(Note. The discount factor for any cash flow ‘now’ (year 0) is always = 1, regardless of what the cost of
capital is.) The PV of cash inflows exceeds the PV of cash outflows by §56,160, which means that the
project will earn a DCF yield in excess of 15%. It should therefore be undertaken.
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Payback period = 4+~= 4.125 years





