Example

Company C is planning to undertake a project requiring initial investment of $105000. The project
is expected to generate $25000 per year in net cash flows for 6 years and desired rate-of-return is

10%.

1- Payback period of the project is:

A) 4.2 years
B) 5.3 years
C) 6.5 years

2- Net present value of the project is:
A) $3881.51

B) $ 15500.25
C) $14333.40
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Net present value does not take into account the size of the project. For example, say Project A
requires initial investment of $4 million to generate NPV of $1 million while a competing Project B
requires $2 million investment to generate an NPV of $0.8 million. If we base our decision on NPV
alone, we will prefer Project A because it has higher NPV, but Project B has generated more

shareholders’ wealth per dollar of initial investment ($0.8 million/$2 million vs $1 million/$4 million).



