
UNIT 3: BUSINESS ANALYSIS AND STRATEGY
Investment Appraisal

Investment Appraisal
Definition: Investment Appraisal is a technique used to 
evaluate planned investment by a business and measure its 
potential value to the business.

There are several different IA methods used to compare 
projects that may be competing for a business’ investment 
capital.

• Payback period

• Average rate of return (ARR)

• Discounted Cash Flow (DCF).

Qualitative Factors
When deciding on whether to invest, alongside the 
financial figures a business will need to consider other 
factors:

Internal business considerations such as:

• Does the investment match the strategy and objectives 
of the business?

• Impact on staff. Can staff handle the changes brought 
about by the investment? Can staff be trained to use 
new technology? Will there be redundancies as a result 
of the investment?

• Impact on existing products. Will managers concentrate 
on new products/investment to the detriment of 
existing output?

External Economic Environment factors include:

• The state of the economy. Is the economy booming? Or 
is there a recession, which is likely to reduce demand, 
on the way?

• Action of competitors. Are they investing in/improving 
their products?

• Does the investment have any ethical considerations? 
Would the investment damage the environment?

• Is there sufficient funding available to invest in the 
project? Would the investment put the business at risk 
by reducing cash flow or increasing borrowing?

• Availability of new technology. New technology is one 
of the main factors that encourage further investment.

• Confidence of managers. Optimistic managers are more 
likely to invest.

Net Present Value/ 
Discounted Cash Flow

Discounted Cash Flow: The discounted cash flow method 
of investment appraisal considers the time value of money 
i.e., the realisation that the value of money changes over 
time.

Net Present Value: The NPV is the value of future money if 
you had it now (considering inflation and the potential for 
earning interest on investment capital or cost of finance on 
raising investment capital). In other words, money in the 
future is worth less than the same amount today.

Advantages:
• Allows for future earnings to be adjusted to present 

values.

• Easy to compare different projects.

• Allows for impact of inflation on value of future cash 
flows.

• Discounts can be changed to accommodate changes in 
the economic and financial climate.

• Allows for effect of risk on estimated future cash flows.

Disadvantages:
• Complex to calculate.

• Discount factors could be incorrect which makes the 
NPV inaccurate.

• Difficult to set discount factors far into the future, 
the longer into the future we go the less reliable the 
discount factor.

• Interest Rate estimations over time period may be 
inaccurate.

NPV Using the Discount Table
A discount factor is given (which is based on bank interest 
rates). These are normally given in tables to show how 
much future values will be discounted to give its present 
value. The further into the future the earnings go the lower 
the discount factor will be.

Years Ahead 6% 8% 10% 12% 15%

0 1.00 1.00 1.00 1.00 1.00

1 0.94 0.93 0.91 0.89 0.87

2 0.89 0.86 0.83 0.80 0.75

3 0.84 0.79 0.75 0.71 0.66

4 0.79 0.74 0.68 0.64 0.57

5 0.75 0.68 0.62 0.57 0.50

Example: A business is faced with two alternative 
proposals for investment. Both cost £250,000 but have 
different future cash flows over their projected lives. The 
rate of interest over the period is 10%. Work out the NPV 
for both investments and state which one the business 
should invest in.

Cashflows
Definition: To make a financial assessment of a capital 
investment, businesses must utilise data regarding the 
expected cash flows associated with it. The cost of the 
investment is calculated and set against the expected 
returns.

E.g. an investment of £50,000 will bring £80,000 over the 
following years:

Year Cash In Cash Out Net Cash 
Flow

Cumulative 
Cash Flow

0 0 £50,000 (£50,000) (£50,000)

1 £30,000 £20,000 £10,000 (£40,000)

2 £50,000 £30,000 £20,000 (£20,000)

3 £40,000 £20,000 £20,000 0

4 £40,000 £10,000 £30,000 £30,000

Average Rate of Return
Definition: This is an investment appraisal technique which 
calculates the average annual profit of an investment 
project, expressed as a percentage of the sum of money 
invested. The option/project that has the highest average 
rate of return is chosen.

Calculation:

ARR = * 100
Average Annual Return

Initial Outlay

Advantages:
• Uses all the cash flows over life of the project.

• Focuses on profitability.

• Easy to make comparisons (compare % returns on 
different investments).

• Allows comparison with costs of borrowing for 
investment.

Disadvantages:
• Ignores timings of the cash flows.

• Does not allow for effects of inflation on values of 
future cash flows.

Example 1

AC Carpets is considering whether to invest £20,000 in a 
labour-saving wrapping machine. The company policy is 
to invest in projects only if they deliver a 15%+ profit. The 
initial outlay generates £36,000 of positive flows in four 
years as detailed below:

Year Net Cash Flow Cumulative  
Cash Flow

0 (£20,000) (£20,000)

1 + £5,000 (£15,000)

2 + £11,000 (£4,000)

3 + £10,000 + £6,000

4 + £10,000 + £16,000

Calculate the ARR...

ARR = * 100
Average Annual Return

Initial Outlay

Step 1 
Identify lifetime profit £16,000

Step 2 
Divide by no. of years (4) £4,000 (£16,000/4)

Step 3 
Calculate annual profit as a % 
of outlay

£4,000/£20,000 x 100 
= 20%

Payback Period
Definition: The payback period is the time it takes for the 
project to pay back the initial outlay.

Calculation:

Month of Payback =
Income needed in period
Contribution per month

Example: A £100,000 investment brings in £30,000 in 
Year 1, £40,000 in Year 2, £60,000 in Year 3 and £35,000 
in year 4. Calculate payback.

Year Net Cash Flow Cumulative  
Cash Flow

0 (£100,000) (£100,000)

1 + £30,000 (£70,000)

2 + £40,000 (£30,000)

3 + £60,000 + £30,000

4 + £35,000 + £65,000

The income needed in the third year is £30,000

The total income, or contribution, for year 3 is £60,000, so 
the monthly contribution is (£60,000 / 12 =) £5000

Using the formula, we get: £30000 / £5000 = 6 months

So, payback period is 2 years and 6 months.

Advantages:
• Easy to calculate and simple to use.

• Helps with managing cash flow.

• Considers timings of cash flows.

• Effective to use when technology is changing at a fast 
rate, such as hi-tech projects, in order to recover the 
cost of investment as quickly as possible.

Disadvantages:
• Ignores what happens after the payback period.

• May encourage a short-term attitude.

• Ignores total profitability, the focus is just on the speed 
to which the initial outlay is repaid.

Project Z Project Y

Year Cash Flow Discount Factor Present Value Cash Flow Discount Factor Present Value

0 (£250,000) 1.00 (£250,000) (£250,000) 1.00 (£250,000)

1 + £50,000 0.91 £45,500 + £200,000 0.91 £182,000

2 + £100,000 0.83 £83,000 + £100,000 0.83 £83,000

3 + £200,000 0.75 £150,000 + £50,000 0.75 £37,500

NPV = £28,500 £52,500

To calculate the NPV per year as a percentage of the initial cost:

NPV / Initial Investment * 100

Project Z 
= 28500 / 250000 *100 
= 11.4%

Project Z 
= 525000 / 250000 *100 
= 21%

Project Y seems a better option as the payback is sooner and the NPV is greater.


