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	1.Explain the various methods of appraising capital projects, including their relative merits and demerits.

Pay Back Period
It is the period in which the total investment is returned or recovered through net cash flow. If  payback period is small the business has better prospects .Short term definite results are preferable than long term indefinite estimates. Payback period does not consider the overall profitability of the project.


Accounting Rate of Return
According to this method, the net annual profits are calculated after taking into account depreciation and taxes. Then , average of the net annual profits is worked out using the number of years of the life of a project. This method is linked with the financial accounting practices of a company for which annual profits are worked out. One of the draw backs of ARR is that:
 -It does not take working capital into consideration, whereas additional working capital required for the new investment should be taken into account.
-The calculation of ARR, like the Payback method, ignores the time value of money, as it does not take into account the timing of cash generation
-The ARR method also ignores an asset’s scrap value at the end of its useful life.

Discounted Cash Flow
According to this concept, an investment yields returns that are spread over a few years and the real value of 1pound today is more than its value from a year from now, therefore , the future returns on investment should be discounted in order to reflect the real current cash flow with the investment. There are two methods of this concept being:

Net present value-
this method is based on compounding the rate of interest to determine the value of future income
 Merits of NPV includes:-it considers the time value of money
-It recognizes the project’s benefits over the entire span of it life
-it is useful when the firm is appraising mutually exclusive projects.

Demerits of NPV includes
-it is difficult to calculate
-it is difficult to decide which discounting rate should be used when calculating present values
-a change in the discounting rate may affect the desirability of the project

Internal Rate of Return
Internal rate of return(IRR) is used to derive a discounting rate at which the present value of all future cash inflows becomes equal to the current cash outflows associated with the investment proposal
Merits of IRR
-it considers the time value of money and the cash inflows during the entire life of a project
-is simple to understand and use

Demerits of IRR
-its calculation is a largely hit and trial procedure which is time consuming
-disregarding the useful life of project

Profitability Index
Sometimes an investment proposal is rejected because it has a lower IRR compared to other proposal, but the proposal with a lower IRR may be more profitable in reality when the NPV is calculated using the target discount rate

The profitability index(PI) represents the relationship between present values of net cash inflows and the present value of cash flows .It can be calculated in the form of a percentage or unitary form.
The formula for PI is:-

Profitability index= present value of cash inflows
	Present value of cash outflows

Merit- is a very important tool in determining which proposal to choose


2. Preparing a project report involves analysis of financial data to project future cash outflows
and inflows, as well as a thorough assessment of the following:
The project’s potential in the market
Its technical feasibility
Its environmental impact
Its financial feasibility
Availability of managerial skills required for the project
Why environmental impact is documented in a project report and how it can affect
Future cash inflows and outflows.


Environmental impact assessment is the formal process used to predict the environmental consequences be it positive or negative’ of a plan, policy or project prior to the decision to move forward with the proposed action. An impact assessment may propose measures to adjust impacts to acceptable levels or to investigate new technological solutions.
The purpose of the assessment is to ensure that decision makers consider the environmental impact when deciding whether or not to proceed with a project.

According to the International Association for Impact Assessment (IAIA) an environmental impact assessment is the process of identifying, predicting, evaluating and mitigating the biophysical, social and other relevant effects of development proposals prior to major decisions being taken and commitments made.
 Initial investments outlays-Initial investment outlays include the total cash that is needed for project’s implementation. This total cash covers cost for design, consultancy, survey and working capital. It also includes cost to maintain stocks and contingency reserves. The availability of credit from different suppliers always helps in minimizing the needed working capital
Economic life Of a Project-Economic life of a project is calculated by the period or duration in which earnings flows are generated by the project. This is different than the life of individual assets. An individual assets like a building may have life of fifty years: a plant may have twenty years
The economic life may end:
· When renovations or replacement costs outweigh the benefits
· When a project no longer remains viable due to its old age or undesirability of benefits.
· When maintenance costs outweigh the approximate disposal value’ that is when an introduction of new technology requires new investment and disposal of the old project’

Operating Cash Flows-The following are three main areas in operating Cash Flows
· Sales revenue: sales revenue is calculated from volume of sales and selling price per unit. Calculation of sales revenue always  influence appraisal of an investment proposal for instance during assessment  of an investment opportunity, incremental sales revenues generated as a result of it are given due weight. In some cases an investment results in reduction of operation and maintenance costs. This may result due to introduction of some new technology or latest model equipment that is economical to operate, so not only installing equipment with additional production capacity but also using more efficient and economical machinery can increase the overall revenues
· Production costs: production costs may include fixed as well as variable costs. It is pertinent to treat both these costs distinctly in order to accurately analyze the cost behavior
· Other direct costs: other direct costs include advertisement, promotion or selling costs and other categories like additional rent.

All these categories are allocated period wise and then net inflow/outflow of cash is calculated. Outflow includes the total amount to be invested and inflow covers the generated sales revenue and the salvage revenue. Once the net inflow/outflow cash is worked out, it can help us in making decision regarding the financial viability of an investment proposal and adopting the best among several proposals.

Salvage Value-when the economic life of a project ends, there maybe equipments or other assets having sale value. This value is covered under the inflow at the end of the economic life of a  project and is known as salvage value
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