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Marking Criteria:
 We expect the learners to write minimum one well expressed point in three lines against each allocated mark. This means one needs to write 15 lines with 5 well expressed points to get high grades for a 5 marks question.
For high grades use examples and illustrations where appropriate. 
	
1. Explain the various methods of appraising capital projects, including their relative merits and demerits. 

The methods used to evaluate an investment proposal include:
        • Pay Back Period: It is the period in which the total investment is returned or recovered through net cash flow. At payback period the cash inflows from a project will be equal to the project’s cash outflows. 
The merits of payback period method are: 1. It is simple to apply and easy to understand. 2. In case of capital rationing, a company is compelled to invest in projects having shortest payback period. 3. This method is most suitable when the future is very uncertain. The shorter the payback period, the less risky is the project. Therefore, it could be considered as an indicator of risk. 4. This method gives an indication to the prospective investors specifying when their funds are likely to be repaid. 5. Ranking projects according to their ability to repay quickly may be useful to firms when experiencing liquidity constraints. 
The downsides of this method are: 1. It does not indicate whether an investment should be accepted or rejected, unless the payback period is compared with an arbitrary managerial target. 2. The method ignores cash generation beyond the payback period, and this can be seen more a measure of liquidity than of profitability. 3. It fails to take into account the timing of returns and the cost of capital. It fails to consider the whole lifetime of a project. 4. It does not consider the salvage value of an investment. It fails to determine the payback period required in order to recover the initial outlay if things go wrong. 5. This method makes no attempt to measure a percentage return on the capital invested and is often used in conjunction with other methods as it cannot provide us with absolute or comparative appraisal. 
        • Accounting Rate of Return: it employs the normal accounting technique to measure the increase in profit expected to result from an investment by expressing the net accounting profit arising from the investment as a percentage of that capital investment. 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 the project. 
The merits of accounting rate of return method are:
1.Easy to calculate because it makes use of readily available accounting information. 2. It is not concerned with cash flows but rather based upon profits which are reported in annual accounts and sent to shareholders. 3. This method takes into consideration all the years involved in the life of a project. 4. Where several capital investment proposals are being considered, a quick decision can be taken by use of ranking the investment proposals. 5. If high profits are required, this is certainly a way of achieving them.
The demerits of this method could include:
1. It does not take into accounting time value of money. 2. It fails to measure properly the rates of return on a project. 3. It uses the straightline method of depreciation. 4. This method fails to distinguish the size of investment required for individual projects. Competing investment proposals with the same accounting rate of return may require different amounts of investment. 5. It is biased against short-term projects in the same way that payback is biased against longer-term ones. 6. Several concepts of investment are used for working out accounting rates of return. 7. The accounting rates of return does not indicate whether an investment should be accepted or rejected.
        • Discounted Cash Flow: There are two methods of investment appraisal that incorporate this concept:
1. Net Present Value Method: NPV is obtained by discounting all cash outflows and inflows attributable to a capital investment project by a chosen percentage. The method discounts the net cash flows from the investment by the minimum required rate of return and deducts the initial investment to give the yield from the funds invested. If yield is positive the project is acceptable. If it is negative the project in unable to pay for itself and is thus unacceptable.
The net present value criterion has considerable merits: 1. It explicitly recognises the time value of money. 2. It considers the cash flow stream in its entirety. 3. It squares neatly with the financial objective of maximization of the wealth of stockholders. The net present value represents the contribution to the wealth of stockholders. 4. The net present value of various projects can be added. 5. A changing discount rate can be built into NPV calculations by altering the denominator. This feature becomes important as this rate normally changes because the longer the time span, the lower is the value of money and the higher is the discount rate. 6. This method is particularly useful for the selection of mutually exclusive projects.
The demerits of NPV method are: 1. It is difficult to calculate as well as understand and use. 2. The ranking of projects on the NPV dimension is influenced by the discount rate. 3. It may not give satisfactory answer when the projects being compared involve different amounts of investment. The project with higher NPV may not be desirable if it also requires a large investment. 4. It may mislead when dealing with alternative projects of limited funds under the condition of unequal lives. 5. The NPV measures an absolute measure, does not appear very meaningful to businessmen who think in terms of rate of return measures.
2. Internal Rate of Return: (IRR) is another discounted cash flow method used to appraise investments. IRR is a percentage discount rate used in capital investment appraisals which brings the cost of a project and its future cash inflows into equality. It is the rate of return which equates the present value of anticipated net cash inflows with the initial outlay. 
The rate for computing IRR depends on bank lending rate or opportunity cost of funds to invest which is often called as ‘personal discounting rate’ or ‘accounting rate’. The test of profitability of a project is the relationship between the IRR (%) of the project and the minimum acceptable rate of return (%).       
The merits of IRR method are as follows: 1. It considers the time value of money. 2. It takes into account the total cash inflows and cash outflows. 3. It is easier to understand. The demerits of IRR method are: 1. It does not use the concept of desired rate of return, whereas it provides the rate of return which is indicative of the profitability of investment proposal. 2. It involves complicated calculations, based on trial and error method. 3. It produces multiple rates which can be confusing. 4. Projects selected based on higher IRR may not be profitable. 5. Unless the life of the project can be accurately estimated, assessment of cash flows cannot be correctly made. 6. Single discount rate ignores the varying future interest rates.

 • Profitability Index: It is a method of assessing capital expenditure opportunities in the profitability index. The profitability index (PI) is the present value of an anticipated future cash inflows divided by the initial outlay.       Profitability Index =  Present Value of Cash inflows
                                                Present Value of Cash outflows

Profitability Index is useless when the cut-off rate is not provided. If, however, the firm has two investment proposals that qualify the rate of
return test but the firm can only choose one, then the Profitability Index is a very important tool in determining which proposal to choose.

3. Preparing a project report involves an 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 is an environmental impact documented in a project report and how can it affect future cash inflows and outflows.

The impact of the work on the environment is, nowadays, increasingly as a factor when considering an investment. It compares what will happen under each alternative system of management in terms of the quality of life of the whole community and takes account of effects both within and beyond (off-site effects) the planning area.
Some examples of the environmental effects to be considered could be:
· Soil and water resources. Hazard of soil erosion, landslides and sedimentation; security of water supply and water quality within and beyond the planning area.
· Pasture and forest resources. Degradation of rangelands, clearance or degradation of forests.
· Quality of wildlife habitat. Structure and composition of forests, grasslands and wetlands; critical areas needed to maintain wild plant and animal communities, side-effects of terrestrial developments on wetland ecosystems;
· Scenic and recreational value for the community, tourism and leisure industries. Tolerance of the disturbance associated with leisure, and compatibility with other land uses.


In regards to this matter about environmental impact consideration, I have found a very interesting researching report that I think is relevant to mention.
The University of Melbourne’s Melbourne Sustainable Society Institute (MSSI) and Department of Accounting, in collaboration with CPA Australia and the International Federation of Accountants (IFAC) aim to advance the
objectives of HRH The Prince of Wales’ Accounting for Sustainability initiative.
This report titled “The influence and impact of sustainability issues on capital investment decisions” offers preliminary findings on current practices around the integration of sustainability issues in investment decisions. The results of this research provided insightful market commentary to businesses on the contemporary practices of integrating sustainability in investment decisions. 
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