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Answer Sheet 

Answer Q1:  

1.1 Net present value method is a popular capital budgeting technique that takes 

into account the time value of money. NPV accounts for the time value of money. 

It provides a method for evaluating and comparing capital projects or financial 

products with cash flows spread over time, as in loans, investments, payouts from 

insurance contracts plus many other application  It uses net present value of the 

investment project as the base to accept or reject a proposed investment in projects 

like purchase of new equipment, purchase of inventory, expansion or addition of 

existing plant assets and the installation of new plants etc. applies to a series of 

cash flows occurring at different times. The present value of a cash flow depends 

on the interval of time between now and the cash flow. It also depends on the 

discount rate. NPV accounts for the time value of money. It provides a method for 

evaluating and comparing capital projects or financial products with cash flows 

spread over time, as in loans, investments, payouts from insurance contracts plus 

many other applications. 

1.2. equivalent annual cost (EAC) is the cost per year of owning and operating an 

asset over its entire lifespan. It is calculated by dividing the NPV of a project by 

the "present value of annuity factor": 

AEC= NPV/Atr           Atr ={1-1/(1+r)t}/r 

where  

where r is the annual interest rate and 

t is the number of years. 

 1.3: Benefits of benefit-cost ratio;  The benefit of using the benefit-cost ratio 

(BCR) is that it helps to compare various projects in a single term and helps 

to decide faster which projects should be preferred and which projects 

should be rejected. 



 It compares benefit and cost at the same level that is it considers the time 

value of money before giving any outcome based on absolute figures as 

there could be a scenario that project appears to be lucrative without 

considering time value and when we consider time value the benefit-cost 

ratio goes less than 1. 

1.4; part i:Financial analysis 

 

 



  Q2 Answer; 

 2.1 IRR(Internal Rate of Return): 

What Is Internal Rate of Return – IRR? 

The internal rate of return (IRR) is a metric used in capital budgeting to 

estimate the profitability of potential investments. The internal rate of return 

is a discount rate that makes the net present value (NPV) of all cash flows 

from a particular project equal to zero. IRR calculations rely on the same 

formula as NPV does. 

Formula and Calculation for IRR: 

 

 

 To calculate IRR using the formula, one would set NPV equal to zero and 

solve for the discount rate (r), which is the IRR. Because of the nature of the 

formula, however, IRR cannot be calculated analytically and must instead be 

calculated either through trial-and-error or using software programmed to calculate 

IRR. 

Generally speaking, the higher a project's internal rate of return, the more desirable 

it is to undertake. IRR is uniform for investments of varying types and, as such, 

IRR can be used to rank multiple prospective projects on a relatively even basis. 

Assuming the costs of investment are equal among the various projects, the project 

with the highest IRR would probably be considered the best and be undertaken 

first. 



IRR is sometimes referred to as "economic rate of return" or "discounted cash flow 

rate of return." The use of "internal" refers to the omission of external factors, such 

as the cost of capital or inflation, from the calculation. 

2.2 Difference between IRR and NPV: 

NPV and IRR are both used in the evaluation process for capital expenditures. Net 

present value (NPV) discounts the stream of expected cash flows associated with a 

proposed project to their current value, which presents a cash surplus or loss for the 

project. The internal rate of return (IRR) calculates the percentage rate of return at 

which those same cash flows will result in a net present value of zero. The two 

capital budgeting methods have the following differences: 

 Outcome. The NPV method results in a dollar value that a project will produce, 

while IRR generates the percentage return that the project is expected to create. 

 Purpose. The NPV method focuses on project surpluses, while IRR is focused 

on the breakeven cash flow level of a project. 

 Decision support. The NPV method presents an outcome that forms the 

foundation for an investment decision, since it presents a dollar return. The IRR 

method does not help in making this decision, since its percentage return does 

not tell the investor how much money will be made. 

 Reinvestment rate. The presumed rate of return for the reinvestment of 

intermediate cash flows is the firm's cost of capital when NPV is used, while it 

is the internal rate of return under the IRR method. 

 Discount rate issues. The NPV method requires the use of a discount rate, 

which can be difficult to derive, since management might want to adjust it 

based on perceived risk levels. The IRR method does not have this difficulty, 

since the rate of return is simply derived from the underlying cash flows. 

2.3; Inflation: Inflation is an economic term that refers to an environment of 

generally rising prices of goods and services within a particular economy. As 

general prices rise, the purchasing power of consumers decreases. The measure 

of inflation over time is referred to as the rate of inflation or the inflation rate. 

Commonly, people may refer to inflation as "the rising cost of living." 

For example, prices for many consumer goods are double that of 20 years ago. 

When you hear your grandparents recall, "A movie and a bag of popcorn only 

cost a buck-twenty-five when I was your age," they are making an observation 

about inflation—the rising cost of goods and services over time, and the 

decrease in the purchasing power of the dollar. 
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