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Depreciation must be added back to the annual profit figure to derive

the annual cash flows.

Annual depreciation = (§110,400 - $9,600)/4 years = $25,200
Adding $25,200 to each year's profitfigure produces the following cash

flows.
Cash flow Cumulative cash flow
$
Initial investment (110,400) (110,400)
Year 1 64,800 (45,600)
Year2 44,800 (800)
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1.50
1.50

Year3 47,600 46,800
Payback period in years = 2 + (800/47,600) = 2.02 years

If you selected a payback period of 3.89 years, you based your
calculations on the accounting profits after the deduction of
depreciation.

The calculation of the payback period should be based on cash flows.

ROCE:

Average profit = $(39,600 + 19,600 + 22,400 + 32,400)/4 = $28,500
Average investment = §(110,400 + 9,600)/2 = $60,000

ROCE = §(28,500/60,000) x 100% = 47.5%

If you selected a ROCE of 25.8%, you calculated the ROCE using the
opening investment rather than the average investment.

Haya
0.049
0.1
0.149
Ret:|uity ﬁ
New Project
0.098
0.1
0.198
Requity 19.8
Year Flow
YO -10000
Y1 12500
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The CAPM is based on a number of assumptions:
well-diversified investors
perfect capital market

= Wl gy (e a3lall S 031
(28500 / 60000) X 100%
47.50%

ROCE
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Present Value
(10'000.00)
10'416.25
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Since the NPV is positive we accept the project
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