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A Comparative Study of the ^iff^0.t 
Methods of Ir vestment Appraisal,   with 
Special reference to the Discounted 

Cash Plow 

Introduction! 

Financial appraisal of projects is an   important part 

of resources allocation.    In any country - and more so in a developing 

economy, resouroes are limited and in order -to put them to efficient 

»se som« kind of control or screening becomes necessary to determine 

whether or not certain projects shall be undertaken; and  if alternatives 

are available which ones shall be chosen.   In deciding priorities, 

financial return or profitability of the projects will no doubt play a very 

important role, but other factors like national requirements, foreign 

exchange earnings, choice of technology, availability oí specftlised 

know-how, interrelationship with other sectors, skill formation etc., 

will also have to be weighed.   To ascertain the relative financial return. 

on industrial investments, various methods of appraisal are in use, 

out the most recent on« is the Discounted Cash Plow (D.C.F.). It is 

claimed that, apart from its theoretical superiority,  the technique 

of D.0.F. has altered the emphasis   of investment policy, not only of 

industrial business units but also of economy as a whole.   However, it should 

be emphasised that, for the economic betterment of any country, what is 

Basically important is not UM evaluation technique adopted but the près «no« 

of abundant sound investment opportunities, from which to make the choice. 

â system of sélection of investments, however perfect in itself, can be 

of littt« use if adequate investment opportunities are not «fallasi«. That is, 

if «he circumstances in the economy are capable of affording only poor 

investment opportunities, even the best method of selection will lead tope©» 

results.   This important first step of ensuring the best possible investment 

alternatives is largely a Governmental task, involving tke creation of 

an atmosphere that is oonduoive to the generation ant development of 

imaginative and soundly oono«ived investment possibilities. 

- •—•—'-•--'• - - -..«¿.a;..... -... - - -_.^ _-. _-. ,~        . iffite^L' -M 
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Alternative Technics of Investment Appraise^ 

Granting that an adequate supply of investment alternative« 

is available, the next step   is to determine the expected oath 

flow patterns of the different projects.   Evaluation of future 

oath flows which are associated with the different projects it 

possible only ifùthe cost of capital is known.    Leaving aside 

the rick factor», this oost of capital is, in effect, the «change 

rote between prêtent and future SHIM of money.   Aetuning the relevant 

aaan-fiow patterns - outflow and inflow - in regard to alternative 

proposals are known, the next task is to coordinate them in scat 

•aaaingful way, which will help in screening, ranking and seleoting 

P*ojeeta rationally.   To meet this technical problem, various methods of 

investment appraisal have been developed and it is proposed to study 

tat« in this note in some detail. 

The method« of investment appraisal may be divided into 

two sain catégorisât 

S*     traditional or Conventional Methods, which inoludedt- 

(a) Rate of letami 

(%) Payback Period (Recoupment Period )f 

(e) necessity - Postponabilityj   and 

(d) Annual Return on Capital Seployed 

lisoounting Methods, which include - 

(a) Annual Capital Charge» 

(b) Discounted Caah Plow j and 

(o) lot Prêtent falúa 

m. 



£•   y^Mtlon".! Methode : 

Although conventional raothodo normally inolude 

only the four types mentioned abovo, t.'iose haro nany 

variante ani each variant aay load to dlfforont results« 

FOT instance, investment» or oash outflows are 

variously measured in toras of gross or not fixed 

assets, *ith or without gross or not working capital 

ana occasionally taking into oonslxloration thing» like 

futuro reinrofl ¡aont requirements and broak-up or 

torminnl recovery values* Receipts or cash inflows 

art measured in torma of profits before or after taxa* 

•onetimes adjusted to aocount for doprooiation ani 

Other non-cash chargea, and with othur co3ta fully or 

lnoreuDantally allocated »    If different départants of 

• particular industrial unit used different variante 

Of tha conventional methods, airain ing and ranking 

Of tho various projects would be meaningless«   Of course, 

the Company's executives could spoclfy any ©ne oetfaod» 

e.g«, earning before depreciation but after taxes, and 

that would substantially solve the probloa of differing 

Otl eolations of the relevant oaah-flews«   Bat even thro, 

too traditional nothods would lead to inoorreot raaking 

ft the pejeets, sinoe thftir application is subjeot 

ti too following two major defects i 

(i)   îraditionol methods do not take auffioiaat 
# 

ooptsaaof> of tot ufferenow la the expected 

•tossalo Uvea of various projette.   Of tea 

paleóte offering equal rate« of rstura, 

aa investor would naturally like to inveat 

la tee oat with a loas» ***** of lift, 

although it la not easy to decide 

.        Ü would at Vetter te tato up a 

' pa§eo* with a 15 far 

-jfa___. 
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»eturn.   The time factor is a very important consideration, 

and this has to be accounted for suitably. 

(ii) Traditional methods show incorrect ranking of projects 

in situations where investments (cash outflows) and/or 

receipts (cash inflows) are spread out unevenly over the 

years.   Having outlined the limitations of the traditional 

methods generally,  we may now proceed to discuss these 

methods individually. 

(*) Ratti of Beturn Method 

ìhi rate of return on capital is defined as the ratio of 

profit to capital.   This method has many variants, but the importent 

ones are as listed below; 

(f.) Average gross annual income, before depreciation, 

expressed as a percentage of investments in fixed 

Meets.   The formula for calculating this percentage 

1st 

Total gross income beforn depreciation « 

Ho« of years life x initial investment 

Average gross annual income for n years per rupe« ©f 

initisi investment. 

(s) Average njr| annual income, after depreciation, expressed M 

* pexentage of investments in fixed assets, including initial 

development and research expenditure.   The formula   for 

calculating the percentage ist 

Total net income, i.e., Cash Proceeds 
•SUMSIBIIUS 
•«I of years 

¿uSi 
life x initial investment 

Average net annual income for n years o«p rupee of initial 

investment 
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U)      Average net annual income after 

depreciation, expressed as per- 

centage of one-half of investment, 

fhe formula for calculating the 

percentage is: 

Total net income, i.e., Cash Proceeds 
lees depreciation » 
No. of years life x half initial 
investment 

Average joel annual income for n years 
per rupee of average investment in 
fixed assets over n years. 

v*/     Average net annual income, after 

depreciation, expressed as a percentage 

of the total of average working capital 

together with one-half cf initial 

investment on fixed assets. The formami 

for calculating the percentage is: 

total net income, i.e., Cagh Proceeds 
lesa depreciation » 
Ho. of years life x (average working 
ospitai + half initial investment) 

Average net annual income for n year» 
per rupee of average investment over 
n years in both fixed and net current 
assets. 

, Profit can either bo gross or net of taxf 

Ms desirable to take it after tax as 

the gonoral aia of investment is to maximia* income 

after tax« Profits after tax can be either intial 

profita or average profits» Sine« average, prof i to 

talit into account also the profits of later years - 

it «ay be bettor to take into account only average 

profits. Similarly, caotial base could bo total investoont 

'or half at total investmentt in the latter caso it would 

approximate no» eloooly to the average amount 

but it 

"*• •-^««•c^st:... ,a, ^.nrfatiial ^-.'ÉftteJ.j^^W-^ty^||^^-^y?^^y^^^i^^^^felg^rg 
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the oapital expenditure, or it may as well include 

associated outlays currently written up as expenses« 

"*""" The most «rious drawbacks of the rate of return 

method are as under» 

(i)     It fails to tuke into account the uneven nature 

of the actual year-toyear earnings as compared to the 

over-all rate of return. This limitation arises 

because under this method projects with the 

same capital cost, life and over-all profitability 

would be ranked equally, whereas in fact the earning* 

nay be spread out differently over the period, fhie will 

be olear from the following illustrations 

Let us consider three projects A, B and Cf 

each having a total oapital cost of Rs. 1000, a total 

life of 5 years and. residual value of assets as «ero. 

Assuming straight-line method of depreciation of 

Is. 200 a year and tax at the rate of 50 

per cent oharged «c profits after depreciation in eaoh 

case, the details of earning will be ae under: 

falle - 1 Detail« of Barnes 

(In rupees) 

^TTTt^. 

t 
I 
h 

I 

1        6 

W0 800 600 

400 300 500 

4» ,m im 
m 9» m 
*00 600 200 

»00   2000   2000 

itfMDepre-* 
elation of 

8» 

**§• tax afe 
»ti «f Wot 

100 

100 
100 

loo 
200 

¿ï«$tl-ï; 

• 200 

100 100 
350 50 
200 • 

100 
100 
100 
100 
100 

•» ' 200 

SO 150 
200 loo 

W SO 
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(tt) 

Bino« all ths projects have the same 

total irosa earning« over the period, their 

average groes earnings are also the.sane, As 

the rats of return method is based on average 

.profits, it would rank ths' thrse projeots 

equally. This would mean a 10 per oent roturo on 

investment (Rs.lOO/Ri.lOOO) or a 20 per oent 

«tarn on »average« (half) capital (Rs.l00/fos.50O). 

Evidently, the three investments cannot be 

ranked as squally attractive, though their total 

earning« are ¡tasjnms. However, ae project OU 
earnings arise earlier than A's and B's, and A»« 

earnings aria« earlier than B»s,C is preferable to 

A and B, and A is preferable to B. The 

projeots would, therefore, correotly rank as 

0,A and B. tn ranking projeots, regard must be 

had for the earlier earning« became the amount 

representing differences in annual earnings oan 

»•gainfully employed el ««where during ths life- 

time« of the projects« 

If wo examine the figures of the net profits 

(i.e. profits after taz), tas position is no * 

better and the project« - with R«. 300 as not 

profit« in saca oass - would again be incorrectly 

ranked as squally attractive. It will be «een that ta« 

tares project« have different profit treads, vis., A shows 

««••tint profits, while B and C have rising ana falling 

prof it« trends respectively. Here also, the nst result is 

ths sjuss - 0«s ast profits ari«« earlier than A's aM 

1% «MA A's net profits earlier than B's. 

II doss not tsks into account tas gestation 

or pro^prodaotloa period between «is no—e hoe 

•sat of a projeot sal ths tiste when it begins 

t 

£2M 

:*MWmBêfl rj^«b": *äfe' 
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co produce an inooiao« The rato of rotini, as * - 

seen In the example of the three project», 

would have roraainod unohangBd even if th» 

projects had taken two years to ccaaenoo pro» 

amotion«   This dofeot is saoe-tinea reaediod 

by charging a nominal rate of interest oa 

capital outlays during the pre-produotion period« 

(ill)   In oases of constant cash inflows, the rat* 

• of return baaed on •average1 oapital will bo 

half the rato oalculatod on the basis of 

initial oapital and will unduly show preferenoo 

.   for short-torà projoots and for those baring 

largo eash inflows in earlier years,. 

(i?)    fhia method oannot b* used for segregating ani 

OOsparlng the returns on investnonts finanood 

fro« external ro aouroe s with those financed 

with intomü. resouroes«  The probloa aastiaot 

great significance where expansion of a fin 

Is finanoed throuch retained profits.  Unless 

• first oon show better results intornolly, 

tetro will be no justification in retaining 

profits, If the o*e» profits could os» a botta» 

return outside« 

»Tine oxaoined law limitations of tho 

»te of return astbod la sons details, it now 

itami«» te be ssid that the only point In foroor 

Of talo Botiiod ia simplicity la ^i^tlnn, 
* * " Method 

*•* 

%e payback period say bo defined as the long* 

tsJcoa for tS» atrasa of each proceeds produood'. 

Inresteent to oçial the effigiasi eash outlay 

go sailed by tho Invaslusnt,   for arriving at tho 

period, tho following formula my be «sèdi 

•    ft** if pgoJse^ 

-"- "*•*- 



M«» tte purpoao pf thia TOthod u ¿ «.¿^^ 

fet porlo* orar «fai* tte »t oaah ßonerotad by tte 

!nroateent «m »cow ^ coot tf ^ projaot, tte 

«WoiaOon on inmteent has to te i^KWDd, tei ou« 

*• to te taken to doduct tax on tte additional profits, 

^"»»laor, in applying this «thod, oooa «aia» payte* 

*a*A,i* fiaod a* «n inatenta v/iti» pa^nk pwUA¿ 

fraatar tten. this aro rojee tad. 

O» pacaci rothod has COK» ai«u!irantaeoif 

felto os« âisouaaad telo« t 
(!)  A aojor dafaot is tttt it rank« projaota 

inoomatty teosos« it Iporoo tte yoora after 

tho payback period«   îb> #»1 of an industrial 

ttadortakiag it to «ora profits iad. not narely 

to te ooaoornod nith ¿ottinc tíio invootoont 

*••*•   If tte coal is to sate profita, what 

rtoUy «attore ia tte ear&inga after tte pay* 

emoti poriod*  An industrial project raj pay 

itili in 4 years but produco no earaanp Itere. 

»fterf «hila another projeote, «ita « sip ¡year 

P*ybaok# aey tevo • tan-year earning lira. 

¿•f^taf tte payteok sotted» it will te arpad 

t*t tte first projoot would rerfe otead of tte 

(flinea tte peyteok poriod ma abortar ), 

tha aooMft io eetuoUy Ite tettar 

»•  lot ptyteok «pproooh iflnopoa tte 

«••Al lift of fee lamtoont and olao tte 

m iß teal ou tad 

to »ttoa« or «liquidity« oonoept 

fete •profitebiliV ooaoont,   lot o 

liopii for ite 0«o •**•• ftp 
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(ili) 

recovering the bait rather than the fish - 

since it takes into account an aspect which 

is not very important and relevant. 

Investment in projects with a low payback 

period is referred to as, part of a 'dynamic* 

investment policy, but this is irrational, 

It may be that the firm may raise a wide range 

of profitable investments because of the insis- 

tance on shorter payback periods, as some 

schemes with longer payback periods may turn out 

to be more profitable. 

(iv)   Payback method is said to be a practical method 

of ranking investment projects under condition« 

of risk.   4s it is a time concept, it would appear 

prime facie to be suited only to risks of a tin« 

nature,   fhe method would work satisfactorily under 

conditions where the estimated net cash flow fro« 

a projeot is likely to accrue uninterruptedly for a* 

certain period only and thereafter disappear suddenly 

completely.   Suoh extreme external risks in business, 

are however, rare and the risks that one normally 

enoounters relate to lower sales, higher costs or 

unsuspected teething trouble etc.    Payback does not 

Masure such risks as it is an 'all or nothing* 

indicator. 

Table 2 below gives the annual   net cash flows 

of two projects each having a capital coet of RB.100 

• paybaok period of 4 years. 

Tapie - 2. showing Annual net cash flow 

fear        Annual net cash flows of project 
A oasital outlay 8«. 100 B 

1 
t 
I 

ê 

25 
täL 

25 
amm 

10 

ssS 

m 

-JTÁ*.-%-**- 
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recovera fíQ'í   of capital ooat sriihln two years aa 

against orl¿- 50 por oont recovered i>y A, yet both 

the projects -rrcmld rank o<ruaUy beo?.use the paybnok 

peri oí fcr both the projects is the samo,    itero, in 

ranking tbx projects, tho wthod cover.? on^j' tho 

•tine» rink crû other parlalo rioks are not oœ>- 

»idGrod at all« 

•   (•)      This uatiiod does r.ot &et any objective cut-off 

ori tarlar, to sep&ratc projects that iaproyo tlio 

fina* a profits iVca tlioae wiiicii do not. Tho problem 

of fixir^; a perdei ay ceiling lor payback, in air/ 

firot can at bost bQ taeiisd only arbitrarily, 

(ri)    JfiîLiUy, peybaok disc/ara^aa ii:voatDonto in 

projects turning out nes proùicts as thoee aay 

«ooetiao bo esaoolated wita ¡Initial losses« 2vea 

If profits «r<î eventually subatanti¿*iajr hi$i, fitteli 

projeta trill not bo u&iurtaken, 

Hering considered tho short comings of the pcybaafc 

fttthod, we 3haH ncw examino its serits.   Tlioeo aro 1 

(4)     It ia aiople to operate because it is easily 

«aîérsîarJable. 

(iâ}   It conooniratas oa the earning» in the near future 

which are valuable ana certain, r&thsr than on 

those in the distant future, 

(lai)     Jt aafegaards liipMtty by preventing inve a tarata 

that tie up funda for loas perioda« 

(it)     It can bo aafeJjr applied to indu «trie a «hioh ON 

»«eject to rapid tochnolorieal chancer., i.©,# 

toiletries niicre plant io likely to be outnoded 

long bofcre ti» eta of its technical life, ^asraOl/ 
within 2 to 4 yware of ite use. 

W »»—** - f^fee»^«? «etfcoa; t 
this oethod sooeurea the attraotivenMe of m projoot 
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(a) 

gß% the highest priority and those which can bo 

postponed havo to ?*ait indefinitoly,   Tho no od for this 

aothod is folt rrhon a fins is, wiiat nay bo called. In 

ft situation of capital rationing,   The shortcoming of 

this method are    t 

(i)      <ïts use say result in postponement of ft 

highly profitable cost-oaving projeot, 

•spooiolly nhen there is & continuing straaa 

of 'onoe and for all* opportunités to 

invest in ©arginai projects. 

Urgency »sed not neeoaaarily be synonyaous 

with profitability»   For instance, repair« to 

« ftsflsagsd railrray bridge nay not be as pro* • 

fitable as laying down u new railtjay linaj 

yet in order to avoid loss on daily earning», 

repairs to the bridge my claim priority« 

M) |^a»l Rotara on Capital Eaplo.ved Ket!iod 

This method assesses the profitability of ft 

business as o whole.   Tho annual profit carnod duriug 

* purtioular year on the capital eoployod (l«o« tot 

•ftfittl cnployed on the aggregata of past project«) 1« 

late» into aooount.  The application of this oethed atjr 

bo satisfactory to* ft «uffioisntiy large busineas whioh 

ftaa fairly eren-aget aol conventionally depreoiatsa 
•Istrlbutlon oá* ««seta.   But its UM as a general asasui 
4f profitability for determining ranking Is caito un- 

satisfactory.   The method has ne^,shortcomings and Is 
to abuse,   these nay bo discussed as under i 

(l)      Slaoo all projeots during a period ars ooasA» 

derod as a «hole, little con be known about 
tholr character individually.   As a result, 
unprofitable lnvestaenta in SOBS projects aay 

jsms undetected sinoe thoy ^t nijccd up wità 
otter profitable inrestoeríte.  Aleo, sinos 
««^••jPSyp^SJëK   ^PS^^SISM^^^SUSV   esSW   e^S^S^BiéWíipmi^BSJS^   sjFAVMJSJMS)    VOV 

^MüMflA tut^amm mam MHMHM 
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©r at ftr averaga finire at tha be^Lnninß 

of oaob year, it ia po&siblo to run domi 

working capitai deliberately so ae to reduce 

ti» flffoct of on© year's low profits on the 

profil/capital ratio»   If vrorkiag capital 

in xU& dorm below tha re cu trod lainfatin in 

one year, it nill liar© it-*» impact on tho 

profita in tha following ¿aar.   Rit tíaj 

rsduood profits of th9 second year can be 

'"'"©oneeâled by taking the average and shotri-^ 

codiala profita for two years» 

(li)   Another unsatisfactory charaofcDr of tho aothoâ 

is thai it treats a single year in isolation. 

TtrM ©ay result in worthwhile projocts boing 

left out because a single year e o ohosan say 

•how loner annual re torn on capital,   .¡höre 

projoots haw a longioh period &oy inevitably 

tonportu'Uy loser the animal return on capital 

as thoy increase the a&ount of oapital espleyed 

tail» tcaporarily making no contribution to 

profita.   But tf tho projects are sound, it s«y 

%• «orthnkJls undertaking them and tho tonqporery 

set-cook in their annual »tern on capital ehouU 

net steal in the tay, 

(111) Si^nifioant fluotuaUona la the return on 

ospitai ney oocur because of tho cannar & 

which the assets are valued sand doppeelateâ 

la the books rather than an increase or doollat 

la *er**ag.affie**iiiey» lor anstauet, If aspra- 

ffaéfa* funis are reinvested at Ho yecr^aat 

«ithent increasing ftiaj* aojiHr oejdtal 
poriodieally, tat net profits as perwalagt 

tit&Ba^Lj-^..^- ¿nt.Jj.3.3.; ,, „, t. +*u\t$»M&mM 
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or oonotant trond - phich will result aot 

fixan increased officienoy but from tho 

financial policy piirauodt 

II • Mg^trH^ l-'othoda    t •• 

tho basio assucçtioB of discounting oothods la 

that aonoy has a timo valuó.   A given amount of noney 

now la normally worth moro than an equal amount of »oney 

at son» distant tins, because It permits profitable 

iavostaont or consumption in the interval« 

Wo «ill noir take up the discounting methods eñe 

by one» 

W Annual Capital Charra Method 

This raethod Is aleo known as the * Annuity ttethodl 
this is not auoh used oxeept in oartain tppoa of inane« 

trios whore oporating eosts remain store or losa atablo» 

ïn Britain, tîw laathod is comonty used in publie utilities 
and nationalised Industries where the oash flows art 
generally constant. 

This Quthod recognises the faot timi * interest' 
oost (the cost of capital) ana depreciation (tho recovery 

of oapltal, apart fron residual value) aro tho too items 

of eoat which aro associated with the use of capital» To 
determine whether any investment is profitable, it mot 

bo known whether the net oash Inflow «ill bo sufficient 
to cover both,   The annual capital charos formila »Iff 

at calculatinc the avenge annual choro» (doproolation 
pine Interest) and coopering this with the annual not 
oash inflow (which is aasuaod to bo oonstant from year   ' 
to year).   If tho net oash inflow exceeds tho capital 
abare?, the project io aooeptable•   In short, tho anual 

ospitai ohoree method alas at ohoreinß dopreoiation on 
a sinkinß fund basis so that the full capital invested 

la a ©reject will be reooverod at the end of tfao prejeoVo 
*Ü0«   Dopreoiation is charged on tho sinking fund *—1- 

m» involves tho «f^osBtt annual depredation 
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provision being losa than the tote! initial oapital 

to b© ûeprociatod,   Hotion&lly, the annual depreciation 

proviaiono oan be reiaveotod at the firafs oost of 

oapital in tira interval botwoon when It ia act asido 

and the end of tho project's lifo,   Also, It chnrgas 

(interest) OP the full initial oapital,   As tho ultimi 

capitel is doomed to bo recovered only at the end of 

tho project* a lifo ítntoro¿tf is duo on it for each 

year of tho projet* s life. 

T7e novi tern to the ahorteoainss of the aothod, 

which »ro ûC follows i 

(i) Before cac^uting a »inìdag fu¿4, a baaio 

assumption of a firm's 003t of oapital ha« 

to be oade, but it mj be difficult to 

obtain an agr^íd opeo if i o definition of tho 

coct of oapital, 

(ii) In oaooe of irret^lariV in the o»sh flows, 

there will bo need for either taming tho» 

into r«0Oar oash inflows or alternately, 

for ignoring the irwçularity, 

(ili) Cost of oapital is related to tho oost of 

borrowing, i.e., interest.   In nationalised 

institutions, Government looses rsstriotlono 

on borrowings beyond eertain presoribed ratei 

Of interest.  Under those conditions, tho 

,   '«sot* of oapital osano* U easUj detonino* 

and this Hait» the use of the àmnol 

nethod.   It it evident that» ia the 

of knowlc^ of true coot of capital, sinfciaf 

fuals osxa»et be operated. 
Pomlaritr of this jwthod in naMeuttlisósl ^* ^pjp^p^^p^^^^^p ^^^OJF     ^P^P      ^^^^P^^^   eee•^ ^^P^^^^^P   e^M   epppp ^^^P^^^^^^^^P^^PP^P^P^W 

iaduotrios aourbo related to the fast teat tho ^Joatfer ejeppMP^w ^p* ^PWF^   ^P»^^    ee^r   vinsses» wprws»   ww    w*w^   SB^P^FW    WBJBP»^»   ejsjpw  esBPSMjs/^PSjsesv^sv 

. of oonoerns finonoe their rcguireaients tap BOWOOOA 

^•^•sjBTes>'^peaee>  beveva   jjpesw^F A    e^sjossa» ^PO>OJPO> ** A    OMp SMSMBVOW   ^^PoiOlsnaV  J^a^avesVeWSjeasia ^p^•4P• 

ássr^   A_^pj|^B#   -¿Mesefe       deflessi  ftAtJEssrä^ass? 

-*•«••-* âHÉiMlittÉil*! ^^A^âCgîfc, SUS .^¡Aejügä. • 
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(b)   plnoountod Cash FIQIT Method 

Wo liara aeon that tho traditional methods of 

, ' appraisal of IRTO o tao nt projoota are not satisfactory 

olnoo thoy either do not teJ» Into aooount the entire 

life, of a projoot or/not /»ivo suffioiont weight to 

tho timings of futuro oaah flows*   Tho discounted oash 

flow ooncopt is uniijie in tho aonae tliat it provides a 

method of imreataant appraisal whioh taJcoa into aocount 

the timings of tt.» oaah flows (in ani out) over tho 

entire lifo of tho projeet,   Iho D.C.F, nothod In bawd 

en the notion of prosont value; that is, the present 

í •value of a SUB of aoney to be paid or received in the 

f futuro la leas than Ita nominal future value,   Shi* 
i 
I differenoe bet?aen the present value and nominal «liter« 

value ariaoj from the faot tint there is an inveatïcent 

löte of coportuniíy ooat aaeooiated with receiving a 

wa of money later rather than earlier.   In general, 

"Olia investment rate can be considered to be the ooxapounl 

rate of interest that the money nicht be expected to 

earn between the present tías and the date of reoeipt 

in future.  She D.CI. method tokos this factor into 

ooneidorotion and determines the ranking of an invest» 

.    »»at by findin" eat the present oash value of a sun to 

be received in future dlsoounted at ocnpouai interest, 

ïhe figures oould either be take» fren readily available 

tables» or ealeolated en the basis of tat felleelnc feranUi 
Tm      C 

MHMHNI 
U e rja 

vzhere ? • Present Tate 
0 »Cashflow 
SHk   ^¿.    MblMián«dbi      •mJf*'Slmili A   ii     ?   I» 1 ' w m sate or. pivnreit 

of years 
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Vter» prooooda for a nuabor of yoaw» favo to 

b» oonalderod, tho fornii« nay bo oxpantted as - 

Sfa» praaent foJao'of « sua to bo roccivod at 

MB» tühm ünt ahould bo suoh an amount whioh oan, 

idth pt*datand»d ooopooM rot», OQIOX tho ra to bo 

rootirod in aitavo, 

mm ooaoopt of Proaant Valuó Í» laiuatmtoA 

ia tin* ffebli ill» i 

«A3« - 3 - Proaont Valu» of R »,2009 
orar a period of «oars 

z *«*& 
&» 

0 
X 
i 
I 
k 
§ 

1.000 3000.000 1.000 1000,000 
0.952 m 0.909 91» 
0.907 '   m 0.G26 6Cé 
0.0ft. *V 0.751 751 
0^23 .        m 0,683 Ü* 
0.7», ta 0.6a 6a 

M I •••—<•»•••• I I i 

l»JÍg| Hfffof 

1.000 1000.000 
0.870 870 

©.15* 15§ 
M98 653 
0#J72 fît 
OA97 V97 

«a»§ If «a inr»a»nt projoot hoa as trwoaMoat 

i*M of 15 por east, von B»4000 tob» raoaitod at M 

Ma tf fit» /•»» bo» * pvoaont valaa in j»ar 0 of JB»% 

laU97 M3ft tti MM M*f ••* bo «grotta by Mfias 

that **M? 0 In) M if M»*jr MMTITIMM*M 

•I M) MMMHÉ §M> €f l§Mf MM) VOttM MMtMB M> 

ItkAflfitt oft üt ooft ^ ^wo> A.   lo otti 'te MEA lont «Jao ^^(•M^P^^   Mw   MM   MMf   MI    afMMMT   OFV       **W   MMJMM»   M>   MMMBp    fP")»    MM 

yMoi of MJt i*M> M» ÉfÉM 
& M MMJi Hi toruMi 

* jB    *0M^^P * fl^V^W^^HHPOF    T^^^^^MMOT    IMMi^VR   •^^^^OflO"HMO^^   ^W^F    O^^H 

to òOJHO aoft. aoalft okoMOfto* Woiaao ooootfaa* 
gduj^uvA   lòMh.jNMflk   O^BO^^O^O^^OI       J»^^_^  ^M^MÌMBìMOÀ   ^Bi»9   ^H^äMM.   JH^MMVK    ffjMWK' 

«pi I») MA |M* W MMMMi 1st» woi* 

.^¿^i^fa^aÉ^.«^^^^^^^ 
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H " 

Io Urna tad 
ûjWlow 
and Inflow 

0 

t 

-5,000 

• 3*000 

• 2,000 

• 4,000 

• 6,000 

Kost of l'io ag^eßato cash fleers of industrial 

enterprises have normally the foUovrlaß charateriatios t 
(i)   Th° annual cash flow for the firat year 

or for a low initial yoara Ì3 nerp.tive. 

(li) All the eubaequent annual oash fions are 
positi^©. •• 

(iii)Th: acsroffitô oash flow is positivo» 

In^ostaont rato or earning power is defined as 

ih© doferaont rata which just oakoa the prosant rala« 

©f iho aggredito oash flow aero.   Suoh a rata of intazor 
oan bo foustì by trial and error»   If at a oertain rate 

ôf into roafc the present valu« of oash prooeods (oash 
Inflow) oroooda tl» pro sent valuo of oash outflows 

(invnatD9nta)y thon eoo« hi$ior rate of interest would 
Cioko thea eoual,   % & process of trial aad error, the 

correct investment rato ofoi be dotorained. 

An axaoplo of the oaleulatíono involved in the 

D»C*F* oethod would illustrate this point«   Sable 4 
below allows the calculations In respect of a projeot 
•with a total oost of Rs ,8,000 sproni ovor two 
«ad with total futuro oarninßo of «a ,12,000» 

^blo - k m Calculation of Investoant Batf 

Prosont value at year 0 
—jj—.¥**."<* 4'0.» *     L| 

2Eß Present 
discount valf.3 

 Case Jo.2 
1!?/* ¿resent 
discount   val1, a 
fbotor  ••    Re. 

1*000 

0.509 

0»826 

12.000 0,751 

0.603 

-5,000 

• 1,652 

4 3,00V | 8,754. 

• 4,098 

• 1,027 

1.000 

0.870 

0.756 

0,658 

• 5,000 

-2,610 

• 1,512 

• 2,632 ?,r/f 

<W2       »3,432 

•     * 

2» tha first oaao, with a 10 per oont ipveataeat rate, the prasant 
» « 

of tha fbtare proceeds is Re, 8.754 «ad tbi« 
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aoteeeds the prosent valúa of the investment 
by-Rs.1027 t   Agalli   in thr second ease,tritìi the 
investment rato ranicd to 15 per e ont, tlio prosent faino 
Of tho proocodo eoœs to. Rs>7576 and thia fall* short of 
the pro39«t value of the investment by Kei5^ Sino» the 
D.C,?, yiald iß that at vliioh the investment i« exaotOy 
recovered, by interpolation this would bo about Ik- 
par oent. 

The calculation of D.C.?. yield ia boat dona 
(¡praphiually.   In tho above example, «o oaa soleo i * 
tow invostnont ratea and o&lottlata the oorroaponftiag 
present values at year 0«  Harking out at 10 per ooat» 
25 par oent,, 20 par cent and 30 par oont tavastaea* ratea, 
»a oan put the roaulta aa in ¡table   5. 

Table 5 - Present value at différent 
|nvo8toint ratee 
Xflfootoent rata Present valúa at 

JaUrÇ,*»« 

0 par oast •  4,000 

10    » •   1»027 

U   .• ;.   *            ^ 

m   • -     fpOO 

JO      « m   2,200 

lb oaa plot the resulta a« a íTaph »tdah oiU 
..•     '* 

i*»t-attached) apyaar aa shorn» ia a*aaa % attaohed. 

.   ' fro» the graph, no oaa road off the itmtaavt 

iati «I «» point «Ma %at oarre eata 

•     aa aaoat IV par oast» At Ma fata la» 

'   a* the e*^§e»i aaifc no* »teoaaiatia* fati 

ataaly a»a# the iavaetaoiit iato aa aaoaabylae 

dHHaajaSjH^  ^ai   B|^a aBaaveFflewenk 4ea^^aveVjHP^aaaHaaaaBa^aF   aaaF ^aaaaaa aapayaaaeaaA  e^aaFi^wwwejf^   ^^^ w^^^i- 'j ^^^^^^^^eoa/   aay^   ^eaaaar 

mâi^a *•** fff •mi«—¿t    aftÊli a ^<*»^* •^BAat^*- ea» aanoBw «JWP» « vwiOTiif   w^^» • •••^^ p*w«a^*f w 

•Mlr-wlafrliHia aaa aa aaât fatato HHSAI» ««a oaaaaaàlÉr, 

. ' *•     **' '.Sí-' ' • t », 

-'_;;;' '        *Mta ^^*ai^A .e^sâd âa aaad' ÉaJP HMfcfiaji dEEjajsa^sa ^M^^H^K^ 

•íV. »5¿^M»a-7^Tj»#^«*^*^^iffftffi.a .a.nAJ&É^i.aÉÌSMl^i aaà£aà 



•MPI 

d 

-22 - 
fl» swpoait!« *f «te »JO jr# ylold nothod it 

«tei «I» tee« *aits«M&t is «te ei» fit« whioh, 

«te imito mU jrlsU «te hicteat mte «f 

ilwitH trttvtst I» tétine pteent isla» «i«a 

frtPt ¿roots!*,' «tes, An a testes 

is üMMd villi altan***« proJeoU sai ¿s* te 

•tittt tsJ? «te assi ppsfi«t«]# «m» «11 «te« 

te tew is te ttlouUt* «te ©.CF. yisMs forali 

«ht «Käst* sal stlttt «te «te tei** 

MSSSSÉ VftsU* 

•f M«i. fiai» ii «Ul •>*• «te« «te 

SSjSStOt -W ••/ ^"  Mil»! SM» 

«te tei «f ite Uli tesstter H«h «te D.C .7. 

sU «tesa* «te sf*4tt«*s lift 

• f issi *# ste ^nlMft PCP .^*   ^^• ^w^p»»» 

MJ.jteli 

teste 4 tei« 
*.t»tt«te«4sr 

§ 

tssJi jts* «Hi te fistele 

% 

I 
V 
4 

•» 
231 



y 

-.  m 

fvcm tttblo 6, it would app^ir that not 

only thû Oûiritol imrcetaent of Rg,1000 has tara 

fully repaid but aluo a total interest of Re 250 

haa been aorxied during tha period»   This trill bo 

fouM aa boing equal to 8 por cant on the capital 

fluías repc.\c, 

Áa aborm in table 7 below, the investaont 

rate ia olññ equal to Ö per ceat on tí» outstanding 

balanoo all tlirou^h tha project«a life at any 

"¡Tablo - 7 Investment rato oa 
Atta tenrl ins balancea • 

- 

Tear Capital out- 
otarialn-; at 
folloni-iß of 
JE*ì£ÌRs-JL 

1000 

ft per ooiit 
intereot on 
oaiital CU:'** 
atardinq R s* 

80 

Cash 
flow 

250 

Capital 
rapajmsnt 

1 170 

2 m «5 250 ss 
3 Qt$ » 250 m 
k ki£ 35 259 215 

5 n% If 250 251 

250 S250 MOO 

It ionia appear that the oonoept of D.C.J, 

jiaXft i» ©losely associated with tha coat of capital 

I» tantaftârui investaont proposals»   2B order that ft 

particular project is acoepted for invests»»*, il 

It nsoeaaary to ansio» tf*% it aams ft M.f# yiftlá 

ibioh it at Isas« social to or ¿tatst than «hs *«•*, 

of ospitai«   St is s, •ohallanfli" rata, ani any 

•St earning this rata would ba repeated «alt* this 

oritorton. Thua, gitsJOftSSy, ths sonoept «saje ts Vi 

m application of an laportant principia of 

•oonoBdo theory in tha fiald of 

li 

ídilÉHMlÉdÉri •*J,JtJUfc' -"J^ ~ 
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Sil 

tooounfaç» The D.C.F. mothod cooks to answer 
the quostion that the optlxoua eoonooic scalo of 
an ontorpriae la achieved at the point whore 
Barrial cost   ecpal marginal revenues« Tho ©ost 
of capital would clearly indicate the m-tnfnw 
aoceptablo out<off rate of rotura against which" 
to test proposed investments. 

We shall now proceeds to stud/ the dofeota 
of D.C.P. Ddthod as a technique of capital infstasnt 
appraisal» 
(i)   flu trial and orror iterations necessarily 

involved in P.C.?, calculations ©an be 
tiBe-qon3uming ¡ «ad tirosoaa in the oaaes 
of projecto with complex cAoh-flow patterns 
•r ft* or@anixations having to procesa 
aère than a fva projects at a tiae.   It la 

.    difficult to deteraine faotors like fature 
pries Sovel», oost« and length of life, 

ta* alloiunoaa, serap values e to,, nooo« 

•sat? to evaluate «is «ash inflow. There- 

fare, the resalta of D.C.F. ana at test 

•t a 0»se work.   In order to avoid OBCUM 

Ê&ÊKÊm m pitfalls la mam af lasse 

Pittata, it wottU it desirable fe note 

M*f« aaìonìatlons oa the tasta of thro# 

tati af aasisaniisns m *mm% likely«, **,t« 

i rans» la the vete af 

lisait ex the Usât 

e* il* lavai*«* la 

(il) faastiafta ona any att tao BX.F. yields 

fat? taf aant lawaslaant aäth the result 

tant eoth the rates will ta vitiate 

tUl «mtfiavaf 



funda is followed by a lar/*e inflo* 

«f funds. 

(ili)   At tines, it nay bo wrong to cJiooce a 

particular project oat of tho alternatives 

available merely on the crcund that it 

t     »      «hows a higher P.C.?, yiold.   A oatis- 

factory ranging nay not be provided by 

the B.C.?. method whero the question is 

not of accepting 0r re Retins, "but of 

choosing from alternative means of achieving 

* given objective.   It my be that the 

alternativo showing a higher B.C.?, yield 

involves relatively a saall amount of 

capitilj or it may ba that it ia for a 

starter period of tise»   For instano«, it 

«ill not be wise to choose a projeet 

involving an invesi&ant of R 3..10 ,000 at 

35 per cent return for 2 years a» against 

one requiring the sas» amount of invest- 

»ent at 12 per cent for 8 years. Similarly 

it i» equally «owiae to select a project 

requirinc Rs .100 capital at 20 ner oent 

«•farà over another requiring RB .1000 as 

•apitJ. at 18 per oent return - if tí« 

lives of the te« projects ara the tas», 

li the exasrples oited above, D.Cf . yüü 

•Mwlt «a próvida tne correct ansver and tajej 
fcaj» U oe dealt with by other netbods.   far 

HdJ etmld be- done by evaluating the ¿Iffarsapt tft 
profitability between ttro altoractivea, or finding 

tta «prosent relue • of eadh project jBUammtai «t 

desired rate of retarn. • 

t 

1 

• fj^djs sAtlolsates? fis) nat an sent 
an^an   ^asl^ESBf   ^Hs9SBBBM.^fc 

u^É^A.^r^^  --****LiémÙ&tàBBmiÊasi 
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(it)     »«Cjr. »thoâ «loco net T»ric »atiafAotorily 
xAum tbaro aro sufricionliy lArgp Rotativo 
yn^ fioro in tbo lator period of ft jwoioct'c 
lift»* 9ucii a situation, hotwver, coold ba 
oot by splittàAC «P *í» project ani pro» 
paring two soriea of net oaah floss» on» 

In the «guài Wt o»1 th0 oth0r ftcn thi 

start of tho rxoa-tivo caeb flows«  Shi 
w>(S»tiTO each flwm, In euch a aituatioa, 
tboaM bo troatod aa froab iwaotauat» 

(f)      It say Î» dimwit to ap0y tbo D.0.F• 
Botbod io a project «hosa Ute I» difftWB* 
frea g» lifos of tfe* fSao* aaaoti »aififc 
fom tbt project* 

là «pili ©f tì» liaitatlon of D.Cf. listad 

abata* thi 0»tbod ha« atrtaia «pocial writ» which my it 

(1)      H«jQ«9* trie»« lato account Ite «rrcffilar 
pattila of tax tairSsi?, «M*» a» Äa t» 
abaagis la tea polices. 

(ift)   M«f • raoaafllaaa tí» tepertaaaa rf tba 
tini fattela af profita and tb» Mpital 
aapanditor» ißfolwl is a proJaot. A* 

of tb» D.C.r, tooted*» 
OX tb» ««* toportâût la Am. 

'   laataf üuautrjoa bocana» af tb» fit» 

faina« fcl¿*r iawiteaat fata«« 

(*ig D^cjf, I»-a botter aw^oii af FifitablUtr 

«baa va attespt ta ataaaa fia fate» for 

rabiarlos«  Thli i» boooaaa tb» ria« 

gì talataâ ta ti» «blob IB tan la rolatad 

tja tbt «MMBÉ af 

itagJS:¿aL- .-*—^-. -2-jfcz-—-.- -^.¿^t -áa^Mfcte^AS^^fc^..-....    --  .     _^^.^J.._^^J 
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íl 

(IT)    lue*?« radetooa wrong iatoa toast daoiaioi» 

vitata an ostaxpriao to o, tolarebla lovol, 

(o) fr* R»»nfc Vglao Kattoa t 

•  Od» attyoa ia A «arlos» «T tho D.C Jf, 

•otfaoi êJA utilisa* tfao ME» \**i» tootaigoo ta 

la «trà ter «te D.C.F.  Baso, aoootor, **• ***•* 

»toy it «t atipulata oatpptoprifttt pa*ooota«t icto 

«•ft tJ»a oaJouUta «fat jtoaost volât of tha oaah 

fBOOMdfl wlnc thlo porcata«»,  Th» ïamt atep i» 

«» aabataiet tte orlclail tort <©* praaaat ioli» 

o* tb« ortßiml ooot) ff« tba proaaat falot of 

mm Man prooooia axd ta» maoltâ»« itsytet (a* 

anfielt) would lo ib» art «f«*«* *•!»• «f fü 

la othtr «atta, it tfao fini toltoti 

At th» otsftgatoi wit of tatara«* to paar Ar 

«»«toóos*«* 

«talan»,   Tat «toHPt 

Wtoa«pfU 

ijMsao* «tätet is 

a» **iaa* tul 

of the 

r rojoot' 

ittfottstst *0 

at* octal ti 

O^B» aaaaiBWtt aio w VM^W W 

ia »at* 

of«aa 

J&I«JN* 

^•"*»~ ^¿^j^ÉA-^^a 
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purpose, threeratoo of iatoro3t havo boon 
sußßosted as alternatives,   îho firat 1» to toko 
the rato of interest at which tho fina can borrow 
(to whatever form) for caking the toreataont.   In 
this caoe, ¿ny surplurj resultine ovor the prosent 
value TOuld represent a real addition to the profits 
of tho firm.   Secondly, it io sax« »tod that to 
»4dng now investment a fina should cock fc> earn 
stleost the curront rato of rotura and it would 
therefore be appropriate to use this rate for deter» 
fining the present value.   Thoro seems to ** con» 
eiAereble weight in the argsaent«   Thirdly» it esr 
b» oooUlly desirable for a firn to eontiats to 
raie© and invest additional ospitai «•©a if this 
am eapital reduces its overall avettie? rate of 
return i,w.t it should «ontimo to aook new xiplttl 
to the point who» the aareinsl return is sfilai t© 
Hie snrginál cost«   This arosoent soeas to ignore 
the important element of risk ixú does not take 
toto account tho faet that, if capital is lost la 
s risk¿ venturo, the seotol oarctoal cost will no 
lonoer be merely the interest payabla for the use 
Of capital bat *£U includo tho ospitai ss 

mi. 

Heneally, only the cost of capital or tbs 
carrent set» of return oa ospitai or« ooplojod m 

. —storing the pressât talus of aa lu»ui Usent, this 
mj be illustrated by SA exaoplo. 

Ut «s asm ta» projoots, oaoh oostlivf 
um with the following «ash inflow t 

i •       1,000 M» 

i M» M® 
I 3*e® as«» 

$ 1,000 1,000 

II 

- -*1r~ifrïïlifla,8S'-~—" —  - -^a^------^M*gaiaaiS*MB¿tt>d^BÍa<i» 
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Scrap values are taken as nil and Incoro 
and profits taxes are ignored « 

¡ffho !Tg.nnrsr.ont niriit r.dah to tarar» 

(a) which ßcUooe would b© noro profitable ; 

(b) ishcthor either or both woultl bo worth 
1 undortnklns, assuisins cost of ospitai to 

(o) vjhothor eitl»r or both promts would yiold 
tho pro sont rats of return of 15 per ©eat 
'on ospitai employed. 

Table • 0 bolo» shows tho preoont talo« of  - 
X f* *t 5 paje cent ani lb per cont ratos of discount. 

tooeipt at 
e.id of year 

At5¿ 
discount 
rate 

At 1ST? 
discount 
rato 

VI 0.95Ä O.8696 
t ©•OTO 0,7561 
I   • • 0.0638 OfO^IS 
4 0,8227 0.571Ô 
§ 0.18» 0A972 

§|§g§ if ffUjllflt 

>-*—--4 

Akblo f below stems the prof itabilitr of the 

•     JfisNnMMewsJsJEeU 

oA**gKtRtt^Bny> ,j|^ , »j^^-t^M» IBB 1 

I 
i 
i 

f 

\- .,„-~f
v. •• *, 

^^^^^^^^^ft^p--^ - - M iMîiiTffitMfftimffi 
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ThttB, the following oonolu«iona can "be 

drawn « 
(a) Project A is nor» profitatle, with 

either rate j 

(b) hot** projects would yield a profit if 
finoi»« was available at 5 pw oentj 

(o)   both promote would proiuoe a hitfœr 
rat© of rotura on capital eaployed 
than the curront rato of return 

•     # 

Under the oirounatanoes, the aanageoeat 
be advised to tato up both the projects if they an 
independent of one another and projoot A if they 
ata alternatives« 

^arativo Assetfsaont of B.C.?. Yield 
lift t-roaeat Value ;.othods i 

Sicoo both the methods are primarily basai 

m ü» principie of »present vaine* 9 it seeas 

worthwhile to ©«spare th« relative officiano* ia 

«hair working.  It would appear that for oortain 

kinds of ranking», both Methods would cive identieal 

»•suits, for »xaaple, «here the probloa is one ©f 

aareenin«, i,eM aeparatdag «as or aocopt« deaisiaa» 

fres) 'no go or rejeet« inveswaents, either nethod 

•tei be applied with «pal efficiency, sinoe both 

«Ul noraally yield the seae result.  Bus «til ha 

tea» If the aaah flw corresponding te 

or aere perioda or 
aaah onttays fullowel only by feriada of aaah infle*»« 
tinoa eoat independen* invostsents have oa&h-flov 
pattern« th»t oast this aritene©, in practioe the 
D.C.T. yield ¿oft net present faina aothods «eoli 
.fßm «hi sene «aaeoeV a» »rejeot» deoisSone«, fltaa 
If «he Í.C.F, yield freie a project is «qoal to er 
fjraaver «Jam a fira»a «at* at aepitel, tho projeat 

•ìAiiÉa«a 
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two oothods is used; provided that, in;calculating 

the net present value, only the cost of capital is 

used as the discount rate. Putting the samo thing 

another way, any project rrith D,C.P. yield creator 

than its relevant cost of capital rate will have a 

positive net present value and therefore appoar 

acceptable whichever of the two methods is used« 

It aay, howovor, be often necessary to 'rank* 

as troll as 'screen* investment al torna tires«   For 

example, an oil oonpany may need additional transport 

facilities for ita products» Should it build a 

pipe-lino or aoquire additional tanks and stoke the 

ohipnent by rrtcr?   Either of these alternativos nay 

lie profitable, -¿at the ooopany would like to choose 

the one which is core profitable. If it is deoidod 

tó build the pipe-line, another question for eon» 

sideration will be ufaether to instai A 9 or 12 inchos 

Älsoeter pipe-üna? Again, the probi©» will be to 

ohoosc the aero profitable of the two alternatives» 

In the above exaiaples, it is necessary to r*ak as 

«oil *• toreen alternative investments, ?reojuently, 

« conpany 917 hawo tao or aere proposals, any one of 

«Mob  «oiiia bo Acceptable t bat because they aio 

•ntaaHj exclusive, only one of the« has to be 

accepted« j 

It will be soon that «it D^.T. «at the net 

present value «etfaod* do sot fit» the mm roeults mm 

it comes to ßn^Äi of projeots« The D.C.y. yiold 

sjethsd wouU bo foual deficient in rankinf lAvestctn** 

for tho reason that 1* 

aetloets «inero»oatal cash flows«. U 

Z*Ê!p7 .-l&îi 

î*rr; #.--*-- MííT 
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Inorenental Cash glows : 

Lot u3 as aune that the ooat of capital 

for a company is 5 por cent and it has to choose 

one of the projects, A and B, oaoh costing 

Rs ,15,000 andRs ,20,000 respectively. Suppose the 

lifo of the projects in either oase is one year 

and they realise cash procoeds î A-     ,17,250 

(earning i5 per o«nt) and B - Rs «22,600 (earning 

13 par oont),   According to the D.C.?, method, the 

oorrect choice would he Project Â DO cause it earns 

higher .yield, i.e., 15 per sent ft0 »gainst B which 

taras only 13 per cent. 

If we take into account only tH® yield 

ignorine the sise of the invcitoent, correct ranking 

nay not he arrived at«   One important different 

Votrjcen the tuo projeots it that Project B requires 

«a additional outlay of R».5000 uA fetches addi* 

tional oash prooeeds of R#.5350,   The yield of the 

incrooental inreitment ii7ptr o«nt uhioh is worth 

oonsidoring by a eoapany whieh ean obtain funis fres 

the aerket at 5 p*r oent.  Under the oirousstaneas, 

it would be doairable to ohooee Projeot B, 

Apia, the D.C.?. aethod will not rank tat 

w^ew* ^^w^sw^w^a«   ^pi^Bwp^^^pj^ae*w/w^   ^BW*^WìBT^Pì^F W^^P   ^W^PW# OWIP <weup    wweMB^asjo   ^asawf^F   •va'V^W' 

different yields • *t the seae ictiol outlay. 

let aa consider tao project», A and B, socarlas 

iarestaant outlay of to 100 oath» the oost of capital 

in either oase beine % por osât.  The details of 

^a^Bjej^pBaajp^ff ^sw*w   ow/w •JWww  OBPW)   e^aw#   ctvpiwasMpwWoajH^p  ^^rasaMP.^I 

t , 

*- -  - —^^titf^ 11^- ^--^*^^^-^*--ai 
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Investment ïe&r 

0 

Cash fierra D.C#F 
vicia 
Jg  

85 

îlot pfm 
Outlays 

xoo 

Proco Ao 

m 

•ont valut 

A 19 

•    . 1   , <m 125 

• 2 - m *• 

« 
3 •• m 

100 22 

• » 

•• 

• ** * 
^ 

2 

3 

30 

120 

It will app«» that the D.C .F, jricld ÜP 

ft-ojoot A is 2## »Mit for Proâaot B It i» only 

2$i aal tho first reaotion would bo t© «olaot 

ffcajtot A ftoüstt Projoct D,   But if tra oaloulata 

*t oat prooent vata» of both tha pro^ota ft« 9 

per east discount (which it tha ooot of oapital), 

tbo raritinß would fea iwaraod aal Projoot • twli 

It pwfaimblo «o Projoct A - aaeamat g» aH 

«lift of Pxojott A is lost than tao not potest 

Tatet of Projoot B. Wow tha ovattata feu tt it tarn* 

tldoxod ftt to whioh avajaot it* «or» profittai* 

*a etat of oapital iO^r •***• 

tjbla M attaapta t* aal» ta 

of tbt ta» psrojoott • 

^tlo-lOIw 
it 

•.:...   JSukW      JHflBai     «EU 
•   ni 
1     123 

30 
2aS 

fla «*—r te aaMMMá lati üi 

•. . « 

-='    -t~ ßf°£i JW *%-*      ^ ** $s*m  *-4\ 

M^mÈÊÎÈâkJL 
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Re,¿20 Bore than Project A la years 2 and 3» 

«••peotiyely.   Project A io ©qaiTalont at a notional 

Jjwesfcaont of R M25 at tho end of yoar l$ the r»t»rii 

on which is ti» ©amine» •* Projoot B in the ytor 2 

and %  In tatte 10 it ia ahora that   the D.C.y. ylatt 

oa taia notional iuwstaont ia 20 por oontf whioh 

is ranch hi^ier than tho cost of oapital rat» of 3 

por eent. Thus of the two Project« considered, the 

right ohoioe ia Projeot ft. Of eouroo, if ^A had 

»bora & «ito of »toni of losa than 5 jarreen* thi§ 

venia sean that Projet A woaM b© the alternative 

preferred» 

the próblao aay DO looked at in another way. 

fjgjKsaing 0 ia daeidad to aoonaon Project Jl lu 

pwforenee to A» «sat would »©an that a ratealo of 

I..A25 41» the ttrat y*** «•*• ^^as^ai* for *y notional 

leeajoante of Ra.50 and Sa»120 ia the following tw 

year*. Thia would be r.pajnent at * notional intereat 

rate of 20 par cent, «Mah ia mob too hieb, dia 

ealealatlon, thawfaw» *©*la ihowo that the right 

' ohoioe |s Project B ani not Af 

Hale U, it «*» pa «te» #** 
ii tht «at preeeat «law netted, rorida« «* J**Jt*ta 
ihHiiir *A~t ***** **—i—* «aia Huta« 
goleata* S» rlnt*»***! the preee&t *el»e of the 
preeaade.   The loaar the diaoount rate, the es*ater 
wOl V» tha **•**•* ***•• of tho Hur»»* ant later 
futuro prooeeda aieoeloted with a project«  Howew, 
Joe* tha ejfoaita ftalati ooott agar» If tho discount 
rota la roieed ta m m***** M# Uwe*. 

. jAJiJa^. árii ̂ ^¡^^^a^mMÊmiÊÊm M 
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Table «• 11 not present value at 
differing; ratea of discount 

Net pre- 
laitial    tornei oaah inflow eont Yftffl* •.-, B«|H; 
invest-    Year 1     Year 2    Year 3    Ö»$•33»   J»*4 

TC57    -TTiT    "~*Ss7 ht'/     "U". **áe.     Re«     B». 

Fl»j«ot à      10,000'       2,000    4,000    12,000     8,000 5,526 («4Ä>     ST' 

ProJeotB     10f00O      10,000     3,000      3,000     6,000 ^$20     8»      J|5 

li w âaâfia t»» tea promote purely ©» tit 

biais of th* D#C«?» yiald, Proá*«t B Is prafeieiala 

.  " .   to ffce>3«ot A, ¿¿elding as It does 3# ** a^iaat 

Frojeot Á which yields only 2$.   Alt if «a tea* **• 

Mt präsent taint, the ranking of tka 1«* prajasta 

«HI fce utentd,   At & ptr œnt Aisoomat f»t»f 

Prajoot A itti appear »ara profitable, Wt if m 

ralaa the diseottat rat» ts 30 par wat, «» ru*** 

«SU afctngt *** pr#|aot I lili fcaaoa» «ow profita»« 

«baa ftpajoet A. If na •©* «t net présent *a1aa 

for the t»a pronta at different rates of diaoonat 

m ffaá H*t «pi© 12 par eeat discount rate Probat A 

* iasjore  »fitáala.   Bat if »a raiaa the disooŒt 

iuta ta 13 per eeat ani s«r*, Fra|**t 8 leapt» sea» 

prafitaUe.  The breek-eren point lisa 

12 and 13 per aast. 5his oaa be team 

Mia - 12i 

ll^wg!WBüáai> 
JPHBJjJppsBeJBea^A» 

aMMMegaaa^ejeejeaejefjia^SMieJ^ 

rraJe*tAU3t    35tó     »8       «5*    1» 
fM^tìjicL  »s*   m    **   ** 

Afta ajBjpaas^saa a» raj""** anaüe^w 
the eorrwat rate af 

•* 

•% 

«fc **.>     TIJ-^IT 
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x      discount, this could he better done ¿r&phiwlljr* * 
( not attached)ïhia is illustrated in graph 2 attached. 

Limitation of the net present talus r.athod: 

Like other methods, this ccthod is also 

subject to certain limitations : 

(i)        The not Preeent V^luo nethod doe e not work 

satisfactorily when it oooes to neasaring 

the return offered far risk-bcariAc» 

This is beoonse the moth^l caaaot provide 

finiras of oapital outstanding por golt 

of tioe (list i* related to tine is too 

•taso that it increases with tho tlaa   . 

factor)* 

(ii)        The Question of * fina* s ooat of capital 

(partiouUrljr its offeots on not prosont 

«slue when tat coot of oapital is chaning) 

otnmot bo solTod satisfactorily unlets * 

itrios of ottoni*ttoiis *» sede*   This 

any tone ti» s to oueborsooo and oonfusing. 

(ill)        The aPthedf though theoretically sound» 

•  . ' recuire« ta ostinato te bo code *f tho 

fatare earnlne».  This sow be «a exterstlj 

difficult t»ek# Xt aost, houeter, be 

' ftiXioti that no tothod which foils to 

^BBBBBssl   SHtsB •SBOHffs»  YDS   HBsVWEBXfa AK   1UIBIV 

'oojNti&ejt WOJI sreitoo o rttlantl be sit 

   -   "       ^EtStB   ttsBWSBBBB^K^BBBBVl^BBA 
•tWPt"   OsittPw^e'tw/ twjtwwsw^p y 

o U will b» «oen tl^i iho intero»?^ on ihe horitoogf 
tads of the graph roprosoat tho roopeotire D.C.7. 

STOWflWJpt"     OJ'Wt»       WÄS^S*      W^O^^Wf     tP*Wr^tffBK^t^W W'WS'0/      M^OOvtlSW      <t*C     ^S^Sl^S*tB"S> at^W      WMVr 4h 

ROjsojt wt eofuod D«C«y« yield to that rate of 
VBSHflP^nNMRrw Wl«siflWt* o^trojtBtW^tF ew¿  fjtwjtjpt^  jjîswww   0 ojtVwCttJo ^^9   Mé^V^ 

-4H|p     (PBSWSt^ttBWJp^SB^tÄt    4NW     ^tSWSWr     jtW|t^ttX^BWt^tj      WSttWSr    trONF tM* Ol     0»WSt OWtpV     OWJjW^     WjWSvW 

fem aitiooti s¿te> oeoTMtjMii to not sresont «olaot 

-"•"-      f'~»»r?,~15r.     ***-        s    - - • •* 
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L.    * 

Tb» 1*0 special  merits  of the net present 

tain» aethod are as under t 

(l) Sii* net präsent value concept has ti» 

advantage of being arithontioalJj ft 

good deal easier to use than the D.C.P« 

yield aothod« 

(li)   When the D.C#P. yield œthod and the not 

pro s wit valiie methods load to different 

¿•cisiona in ranking or project», the 

present «aloe «ethod tend« to gÍ70 bettor 

deoieioni. 

To naaarlse, the Dia counting I'^thod» of 

aaloulating earning power hare v»on evolved to 

deal with tat «ituation presented by une<iuU 

eoonooio lives and irregular eash-flow pattern» 

which tat traditional aethod« of financial appraieal 

fail to talee into account.   Throe discounting aethod» 

have been presented, of which tho D.C.P. yield «at 

sot Pressât Talus Üethod» are the more iaportant. 

In pellicular, the net Present Value Method has 

eoe» found to giro the greatest ¿ogro» of 

•ili^r totanos projeot» both for purpos»» of 

O^RB^e»^e^W»psnB»^p ^e^seHe   «SVBVOMNBMMI^P   ejpeV    flpevv^reV *ja»MPe4iVo99 

*i t , 
' '  Ï S-'r 

ËS»ag»-.3mh»-. .^.-i^ir ^jaaÊ^^^m1ér- asü¿j^-ai 
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