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S that use variants of these four methods. It is also possible to find
businesses, particularly smaller ones, that do not us
but rely more on the * gut feeling” of their managers”,

business

o
o

D
=t
=

formal appraisal method

[ volved with rely on the ‘gut feeling’ in making investments
E’aéghﬁghﬁz‘zg the nature of Capital Investment Decisions.
[2 Marks]
!
b) Mr. Paul Perera, who is mechanical engineey, retired from his employment. Now Mr.
Paul wants to start his own business by investing the gratuity fund received at the
retirement,
One of his friends ga rmation ‘ it Opportunities. Each option
requires an initial investment of Rs. 2,500,000/ - to purchase machineries. Both projects
will run over five years. Fach investment option has following net cash flow
projections; ?

i

|

Year | Emvegtf@gaiﬁp%ion 1 Investment: Option 2 I
Rs. ; Rs. |
0 (2,500,000 | (2,500,000)
1 1,900,000 (600,000)
2 1,200,000 1,800,000
3 i 600,000 | 2,100,000
4 900,000 2,450,000
5 L 600,000 3,400,000 |

At the end of the five year project period, the residuals of the machineries purchased
for the option 1 and option 2 can be sold for Rs. 450,000/~ and Rs. 950,000/ -
respectively.

i}

The Company has estimated that the cost of capital of this projectis 12%. According]y,
the discounting factors at 12% for each year are;

Year

LDiscc»unting Factor @ 12%
L

[ 02 03 [ o4 05 |
0892 | 0797 | 0711 f 0.635 0.567 J
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