Question 2		Summary of capital appraisal techniques

A business is considering investing in two projects.  It has raised a €150 million long term loan from a bank at 12% interest per annum.
Both of these projects are divisible i.e. it is possible to undertake a fraction of a total project.
The business has calculated its weight average cost of capital as 10%, after the introduction of the new loan.
The estimated net cash flows for each of the two projects are as follows:

	
	Project A
€

	Project B
€

	Initial capital expenditure
	110
	100

	Net cash flows Year 1
	55
	30

			 Year 2
	65
	35

			 Year 3
	30
	50

			 Year 4
	10
	30

	Estimated resale value end of year 4
	10
	10



Notes:

(1). The weighted average cost of capital is 10%.
(2). The present value of €1 received at the end of Year is as follows:

	Rate

	10%
	15%
	20%
	25%

	Yr 1
	0.909
	0.870
	0.833
	0.800

	     2
	0.826
	0.756
	0.694
	0.640

	     3
	0.753
	0.658
	0.579
	0.512

	     4
	0.683
	0.572
	0.482
	0.409

	     5
	0.621
	0.497
	0.402
	0.328



Required:

a) Calculate each project:

(i). Discounted payback period.
(ii). Net present value.
(iii). Internal rate of return

b) The two projects are divisible and the company has €150 million to invest,

Calculate	(1) the optimal investment policy.
		(2) The resulting NPV from your investment policy above.





