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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.

Why environmental impact is documented in a project report?
· To protect the components of the environment that is within the legislative authority from significant adverse environmental effects caused by a designated project.
· To ensure that designated projects that require the exercise of power or performance of a duty or function by a federal authority under any act of parliament are considered in a careful and precautionary manner to avoid significant adverse environmental effects.
· To promote communication and cooperation with non original people with respect to environmental assessment.
· To ensure that opportunities are provided for meaningful public participation during an environmental assessment
· To ensure that an environmental assessment is completed in a timely manner.


How can it affect Future cash inflows and outflows:
· The net present value and internal rate of return techniques are discounted cash flow evaluation techniques. These are called discounted cash flow methods because they recognize the time value of money.Net present value is the present value of the project’s expected future cash flows both inflows and outflows, discounted at the appropriate cost of capital.
· The modified internal rate of return assumes that cash flows from all projects are reinvested at the cost of capital as opposed to the project s own internal rate of return. This  makes the modified internal rate of return better indicator of a project s true profitability.
· Capital projects with no normal cash flows have a large cash outflow either sometime during or at the end of their lives. A common problem encountered when evaluating projects with no normal cash flows is multiple internal rate of return’s. A project has normal cash flows if one or more cash out flows or costs are followed by a series of cash inflow.
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