Capital Budgeting and Investment Appraisal for EcoBuild Constructions

Introduction:

EcoBuild Constructionsis currently assessing two potential investment projects. One
involves an expansion of solar panel manufacturing, and the other focuses on eco-friendly
insulation production. To evaluate the feasibility of these projects, we have employed four
capital budgeting techniques: Net Present Value (NPV), Internal Rate of Return (IRR),
Payback Period, and Net Return Value (NRV). Each method provides valuable insights into
profitability, efficiency, and liquidity, ensuring a well-rounded analysis for informed
decision making.
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Net Present Value (NPV):

Net Present Value assesses an investment’s profitability by discounting future cash flows,
calculated using the formula:
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Where CF; = the cash inflow for year t and r = Discount Rate (10%).

Both projects generate a series of cash inflows over a period of five years. The solar panel
project produces an NPV of $42,393.40 while the insulation project yields a marginally
higher NPV of $47,655.40. These positive NPVs confirm that both ventures are financially
viable, although the insulation project shows a slight edge.

Internal Rate of Return (IRR):

The Internal Rate of Return indicates the discount rate at which the NPV becomes zero. In
this regard, the insulation project achieves an IRR of 13.57%, slightly higher than the solar
panel project’s 12.89%. This suggests that the insulation investment is somewhat more
efficient in generating returns relative to its cost.
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Payback Period:

The payback period measures the time required to recover the initial investment. The
insulation project requires 4.60 years for payback, which is marginally shorter than the
4.66 years needed for the solar panel project. A shorter payback period is especially
beneficialif the company faces short-term liquidity challenges.

Net Return Value (NRV):

Net Return Value, which quantifies the absolute cash inflows after deducting the initial
outlay, favours the solar panel project slightly, with an NRV of $240,000 compared to
$230,000 for the insulation project. This indicates that over the life of the project, the solar
panel option generates greater total cash inflows in absolute terms.

Decision Making and Recommendations:

Considering both NPV and IRR, the insulation project emerges as the more financially
viable option. It achieves a NPV of $47,655.40 and an IRR of 13.57% whereas the solar
panel project produces a NPV of $42,393.40 and an IRR of 12.89%. These results suggest
that, based purely on these measures, the insulation project generates a slightly higher
return relative to its cost.

In terms of liquidity, if EcoBuild Constructions faces short term cash constraints, the
payback period is an important consideration. The insulation project recovers its initial
investment in 4.60 years compared to 4.66 years for the solar panel project. Although the
difference is marginal, the shorter payback period associated with the insulation venture
could favour this option when immediate cash recovery is a priority.

NPV is dependent on the discount rate chosen and does not capture non-financial aspects
of the project. IRR, though useful for measuring yield, might be misleading when
comparing projects of different scales or where cash flows are non-conventional. The
payback period, while illustrating liquidity, does not account for the time value of money or
any benefits realised after the payback period. Similarly, NRV focuses solely on the
absolute cash inflows and ignores the timing of those inflows, which is also important in
investment decision making.



Capital Budgeting and Investment Appraisal for EcoBuild Constructions

Beyond financial metrics, nonfinancial factors such as environmental sustainability,
regulatory impacts, brand positioning and long-term strategic alignment should also
influence the investment decision. If sustainability is a priority, the solar panel
manufacturing expansion might offer additional intangible benefits by reinforcing EcoBuild
Constructions' commitment to eco-friendly initiatives and enhancing its reputation in the
green building sector.

Summary:

Both projects demonstrate financial viability with positive NPVs, acceptable IRRs, and
reasonable payback periods. The insulation project offers a marginal advantage, achieving
a higher NPV and IRR alongside a slightly shorter payback period, which suggests a better
financial return when cash recovery is prioritised. However, the solar panel project delivers
a higher NRV, indicating higher overall cash inflows over its lifetime. While financial
metrics provide valuable insight, they do not capture nonfinancial factors that are equally
critical to the decision-making process. Considerations such as environmental
sustainability, regulatory impacts, brand positioning, and long-term strategic alignment
should also play a key role. Ultimately, EcoBuild Constructions should balance these
guantitative outcomes with broader strategic priorities to arrive at a well-informed
investment decision that not only meets financial objectives but also supports its
commitment to sustainable practices and market positioning.



