Tutorial 6

1- Barstucks manufactures and sells coffee machines and tea urns to coffee shops. The company often receives requests to hire out the coffee machines and tea urns and has recently commissioned market research to establish whether such a business would be feasible. If a hire business were set up, it would rent out coffee machines and tea urns.
The following cash flows have been estimated or incurred:
a) The business would acquire coffee machines at a cost of £400,000 and tea urns at a cost of £500,000. These would have a life of four years and a scrap value of £10,000 in total at the end of that time.
b) Cash flows from the hire business would amount to £300,000 in the first year and increase by 10% per annum every year thereafter.
c) Barstucks expects a return of 15% on projects undertaken but considers this project rather risky.
d) The business would run for four years initially as that is the expected useful life of the equipment.
e) Assume all cash flows arise at the end of the year to which they relate.
Required:
a) Calculate the NPV of this project using a 15% discount rate.

b) Calculate the NPV of this project using a 20% discount rate as this reflects a higher level of risk.

c) Calculate the Internal Rate of Return of this project using the formula given below:
		IRR (%) = a +        NPVa        (b-a)  % 
				NPVa - NPVb	
d) Comment on your findings, and advise management as to whether they should proceed with the hire business.
Note: The discount factors to be used are as follows:
	Time
	15%
	20%

	1
	0.870
	0.833

	2
	0.756
	0.694

	3
	0.658
	0.579

	4
	0.572
	0.482












2- A company has two possible projects to consider. It cannot do both as they are mutually exclusive. The cash flows for each project are shown below

Points in time (yearly intervals)        Project A (₤)           Project B (₤)
                                 0                            -5,266                         -2,100
                                  1                             2,500                        200
                                  2                             2,500                        2,900
                                   3                             2,500                        0
Assuming cost of capital is 16%

a) Indicate which project should be taken by using NPV approach.

b) Given the IRR for project A and B are 20% and 22.4%, respectively. Indicate which project should be taken according to IRR rule.

c) Finally advise the firm which project should be taken based on your results from a) and b). 

d) Outline line the drawbacks of IRR approach.



3- A firm is considering two investment projects whose cash flows are shown below:

Points in time (yearly intervals)        Project A (₤)         Project B (₤)
                                   0                        -60,000             -60,000
                                   1                         30,000              7,500
                                   2                         22,500             22,500
                                   3                         21,000             27,500
                                   4                          9,000             30,000
The company’s required rate of return is 15%.

a) Using payback method to decide which project should be taken by the firm.



 
	
