
We Are Evaluating A Project That Costs
$840,000, Has A Six-year Life, And Has
No Salvage Value. Assume
We Are Evaluating A Project That Costs $840,000, Has A Six-year Life, And Has
No Salvage Value. Assume that this project is under consideration for investment, and
understanding how to analyze its viability is crucial for making informed financial
decisions. In this comprehensive guide, we will explore the key aspects involved in
evaluating such a project, including methods like Net Present Value (NPV), Internal Rate
of Return (IRR), Payback Period, and other relevant financial metrics. Whether you are a
financial analyst, a business owner, or a student, this article aims to provide clear,
detailed insights into project evaluation techniques.

Understanding the Basics of Project Evaluation

Before diving into specific methods, it’s essential to understand the fundamental concepts
involved in project evaluation.

What Is a Capital Budgeting Analysis?
Capital budgeting is the process of planning and evaluating long-term investments to
determine their profitability and feasibility. It involves analyzing cash flows, assessing
risks, and selecting projects that maximize value.

Importance of Accurate Cost and Cash Flow Estimation
The initial investment amount ($840,000 in this case), expected cash inflows, operating
costs, and salvage value are critical inputs in the evaluation process. Precise estimates
lead to better decision-making.

Key Assumptions in This Scenario
Given the details:
- Initial Cost: $840,000
- Project Life: 6 years
- Salvage Value: $0
- No salvage value at the end of six years
- Additional assumptions (to be clarified):
- Discount rate or cost of capital
- Cash inflows generated by the project annually
- Operating costs and taxes, if applicable



Financial Metrics for Project Evaluation

Several financial metrics assist in determining whether the project is a worthwhile
investment.

Net Present Value (NPV)
NPV is the sum of the present values of all cash inflows and outflows over the project's
lifespan, discounted at the cost of capital.

Formula:
\[
NPV = \sum_{t=1}^{n} \frac{Cash\ Inflow_t - Operating\ Costs_t}{(1 + r)^t} - Initial\
Investment
\]

- Advantages:
- Considers the time value of money
- Provides a dollar value indicating potential profit or loss

- Interpretation:
- NPV > 0: Project is potentially profitable
- NPV = 0: Break-even point
- NPV < 0: Not financially viable

Application:
Estimate annual cash inflows, discount them at the required rate, sum, and subtract the
initial cost to determine NPV.

Internal Rate of Return (IRR)
IRR is the discount rate that makes the NPV of the project zero.

Calculation:
- Find the rate 'r' such that:
\[
0 = \sum_{t=1}^{6} \frac{Cash\ Inflows_t - Operating\ Costs_t}{(1 + r)^t} - 840,000
\]

Importance:
- Compares directly to the company's required rate of return
- If IRR exceeds the hurdle rate, the project is considered acceptable

Payback Period
This metric measures how long it takes to recover the initial investment from cash inflows.



Calculation:
- Sum annual net cash inflows until they equal or exceed $840,000
- The year when the cumulative cash flow surpasses the initial investment is the payback
period

Limitations:
- Ignores cash flows after payback
- Does not consider the time value of money

Profitability Index (PI)
The ratio of the present value of future cash inflows to the initial investment.

Formula:
\[
PI = \frac{\text{Present value of cash inflows}}{\text{Initial investment}}
\]

- PI > 1 indicates a profitable project

Applying the Evaluation Methods to the Project

To analyze the project effectively, specific data about expected annual cash inflows are
necessary. For illustration purposes, let's assume the project generates uniform annual
cash inflows.

Example Assumptions:
- Annual cash inflow: $200,000
- Discount rate (cost of capital): 10%
- No salvage value at the end of 6 years

Calculating NPV
Using the formula for the present value of an annuity:

\[
PV = Cash\ Inflow \times \left( \frac{1 - (1 + r)^{-n}}{r} \right)
\]

\[
PV = 200,000 \times \left( \frac{1 - (1 + 0.10)^{-6}}{0.10} \right) \approx 200,000 \times
4.3553 = 871,060
\]

Subtracting initial investment:



\[
NPV = 871,060 - 840,000 = 31,060
\]

Since NPV is positive ($31,060), the project appears financially viable under these
assumptions.

Calculating IRR
The IRR is the rate where NPV = 0:

\[
0 = 200,000 \times \left( \frac{1 - (1 + IRR)^{-6}}{IRR} \right) - 840,000
\]

Using financial calculator or software (like Excel's IRR function), the IRR approximates to
11.5%.
Since this exceeds the 10% discount rate, the project is acceptable.

Payback Period Analysis
Total cash inflows over 6 years:

\[
200,000 \times 6 = 1,200,000
\]

Cumulative cash inflows:

- Year 1: $200,000
- Year 2: $400,000
- Year 3: $600,000
- Year 4: $800,000
- Year 5: $1,000,000
- Year 6: $1,200,000

Initial investment of $840,000 is recovered during Year 4:

\[
\text{Remaining after 3 years} = 840,000 - 600,000 = 240,000
\]

During Year 4:

\[
\text{Time to recover} = \frac{240,000}{200,000} = 1.2 \text{ years}
\]

Total payback period:



\[
3 + 1.2 = 4.2 \text{ years}
\]

Since the payback period is less than the project’s 6-year life, the project recovers its
initial investment within its lifespan.

Additional Considerations in Project Evaluation

While the calculations above provide a quantitative assessment, other qualitative and
strategic factors are also important.

Risk Analysis
- Market risk
- Technological risk
- Regulatory risk
- Operational risk

Sensitivity Analysis
- Assess how changes in key assumptions (cash inflows, discount rate) impact project
viability.

Scenario Analysis
- Evaluate best-case, worst-case, and most-likely scenarios to understand potential
outcomes.

Conclusion: Is the Project Worth Pursuing?

Based on the hypothetical analysis with assumed cash inflows, the project demonstrates a
positive NPV, an IRR exceeding the discount rate, and a payback period within the
project's lifespan. These indicators suggest that, under these assumptions, the project is
financially feasible and worth considering.

However, actual decision-making should be based on precise estimates of cash flows, risk
factors, and strategic alignment with company goals. It’s also prudent to perform
sensitivity and scenario analyses to account for uncertainty.



Summary of Steps to Evaluate Similar Projects

Estimate initial investment, cash inflows, operating costs, and salvage value.1.

Select an appropriate discount rate based on company’s cost of capital.2.

Calculate NPV to determine overall profitability.3.

Determine IRR to compare against hurdle rates.4.

Assess Payback Period to understand liquidity impacts.5.

Consider qualitative factors and risks.6.

Use sensitivity analysis to evaluate robustness of results.7.

By thoroughly applying these methods and considerations, decision-makers can
confidently assess whether to proceed with the project or explore alternative investment
opportunities.

Frequently Asked Questions

What is the primary purpose of evaluating an $840,000
project with a six-year lifespan and no salvage value?
The primary purpose is to determine whether the project is financially viable and aligns
with strategic goals by analyzing expected cash flows, profitability, and return on
investment over its lifespan.

How should the depreciation expense be calculated for
this project?
Since the project has no salvage value and a six-year life, straight-line depreciation would
allocate $140,000 annually ($840,000 divided by 6 years).

What financial metrics are most appropriate for
evaluating this project?
Key metrics include Net Present Value (NPV), Internal Rate of Return (IRR), Payback
Period, and Profitability Index to assess profitability and risk.



How does the absence of salvage value influence the
project’s analysis?
The lack of salvage value means the entire initial investment must be recovered through
cash flows generated during the project's life, impacting profitability calculations and
asset recovery considerations.

What discount rate should be used when calculating the
NPV for this project?
The discount rate should reflect the company's cost of capital or required rate of return,
considering the project's risk profile and market conditions.

How can sensitivity analysis help in evaluating this
project?
Sensitivity analysis assesses how changes in key assumptions—such as cash flows,
discount rates, or costs—impact the project's viability, aiding in risk assessment.

What are the implications if the project's cash inflows
do not cover the initial investment over six years?
It indicates the project may be unprofitable or not worth pursuing unless there are
strategic benefits or other intangible advantages not captured solely by financial metrics.

Should qualitative factors influence the decision to
proceed with this project?
Yes, factors such as strategic alignment, competitive advantage, technological relevance,
and regulatory considerations can be critical in the final decision.

How does the project's six-year life affect planning and
resource allocation?
Knowing the lifespan helps in scheduling investments, maintenance, and resource
planning, ensuring that the project delivers value within its expected duration and
avoiding premature obsolescence.

Additional Resources
Evaluating a project that costs $840,000, has a six-year life, and has no salvage value is a
comprehensive process that involves analyzing the financial viability, strategic alignment,
risks, and potential returns associated with the investment. Such evaluations are critical
for organizations seeking to allocate their limited resources efficiently and to ensure that
their investments generate adequate returns over their useful life. This article provides a



detailed examination of this scenario, exploring the key considerations, methodologies,
and decision-making factors involved in evaluating such projects.

Understanding the Basic Project Parameters

Before diving into the evaluation process, it is essential to understand the fundamental
details of the project:

- Initial Investment: $840,000
- Project Life: 6 years
- Salvage Value: None (i.e., zero salvage value at the end of six years)
- Additional Assumptions: (For this analysis, assume the project generates cash flows or
benefits over its life, which will be detailed later)

These parameters form the baseline for financial analysis, influencing the choice of
evaluation methods and the interpretation of results.

Key Financial Evaluation Methods

When assessing the viability of a project with these characteristics, several financial
metrics are commonly employed:

1. Net Present Value (NPV)

Definition: NPV calculates the present value of all cash inflows and outflows associated
with the project, discounted at an appropriate rate (the cost of capital or required rate of
return).

Importance: NPV provides a direct measure of the expected value added by the project. A
positive NPV indicates that the project is expected to generate value above its cost.

Calculation Considerations:
- Accurate estimation of cash inflows (revenues, cost savings, or other benefits)
- The chosen discount rate reflecting the project's risk profile
- The absence of salvage value simplifies the calculation by focusing solely on operational
cash flows

Pros:
- Accounts for the time value of money
- Provides a dollar amount that indicates value creation or destruction

Cons:
- Sensitive to the discount rate chosen
- Requires reliable estimates of future cash flows



2. Internal Rate of Return (IRR)

Definition: The discount rate at which the present value of cash inflows equals the initial
investment, resulting in an NPV of zero.

Importance: IRR offers a percentage measure of return, useful for comparing projects
against required rates of return.

Calculation Considerations:
- Assumes reinvestment at the IRR
- May produce multiple IRRs if cash flows change signs multiple times

Pros:
- Intuitive percentage return
- Useful for quick comparisons

Cons:
- Can be misleading if used alone, especially with non-conventional cash flows
- Does not directly account for scale or absolute value

3. Payback Period

Definition: The time required to recover the initial investment from the project's cash
inflows.

Importance: Measures liquidity and risk, especially relevant for projects with tight cash
flow constraints.

Calculation Considerations:
- Does not consider the time value of money unless using discounted payback

Pros:
- Simple to compute
- Provides quick insight into project risk

Cons:
- Ignores cash flows beyond the payback period
- Does not measure profitability or value creation

Cash Flow Estimations and Assumptions

A critical component of project evaluation is estimating the cash flows generated during
the project’s life. For a project costing $840,000 with no salvage value, the focus should
be on:

- Operating cash inflows: revenues, cost savings, or efficiencies



- Operating cash outflows: operating costs, maintenance, or additional expenses
- Capital expenditures (if any additional investments are needed during the project)
- Tax implications (if applicable)

Scenario Assumption: Suppose the project is expected to generate annual net cash inflows
of $200,000 over six years. This assumption will be used in the subsequent calculations.

Assessing the Financial Viability

Using the assumed cash flows, we can evaluate the project's financial viability.

Net Present Value Calculation

Assuming a discount rate of 10%, the NPV can be calculated as follows:

- Initial Investment: $840,000
- Annual Cash Inflows: $200,000
- Project Life: 6 years
- Discount rate: 10%

Present Value of Annuity:

PV = Cash flow × [(1 - (1 + r)^-n) / r]

PV = $200,000 × [(1 - (1 + 0.10)^-6) / 0.10]

PV = $200,000 × [1 - (1 / (1 + 0.10)^6)] / 0.10

PV = $200,000 × [1 - 1 / 1.7716] / 0.10

PV = $200,000 × [1 - 0.5645] / 0.10

PV = $200,000 × 0.4355 / 0.10

PV = $200,000 × 4.355

PV ≈ $871,000

NPV:

NPV = Present Value of inflows – Initial Investment

NPV ≈ $871,000 – $840,000 = $31,000

This positive NPV indicates that, under these assumptions, the project adds value and
could be considered financially viable.



Internal Rate of Return (IRR)

Calculating IRR involves finding the discount rate that makes the NPV zero:

$0 = -$840,000 + $200,000 × [(1 - (1 + IRR)^-6) / IRR]

Using financial calculator or software, IRR ≈ 11.5%

Since IRR (11.5%) exceeds the discount rate (10%), the project is financially attractive.

Payback Period

Payback period = Initial Investment / Annual Cash Inflows = $840,000 / $200,000 = 4.2
years

The project recovers its initial investment in approximately 4.2 years, which is within its
six-year life, indicating acceptable liquidity and risk profile.

Qualitative Factors and Strategic Considerations

While quantitative analysis provides a solid foundation, qualitative factors often influence
the final decision.

Alignment with Strategic Goals

- Does the project support the company's long-term objectives?
- Does it open up new markets or enhance competitive advantage?
- Is it compliant with regulatory or environmental standards?

Risk Assessment

- Market risks: fluctuations in demand or prices
- Technological risks: obsolescence or failure
- Operational risks: implementation challenges
- Financial risks: interest rate fluctuations or funding issues

Flexibility and Scalability

- Can the project be scaled or adjusted based on market conditions?
- Does it offer options for expansion or contraction?



Pros and Cons of the Project Evaluation

Pros:

- Clear financial metrics guide decision-making
- Quantitative analysis provides objectivity
- Helps allocate resources effectively
- Identifies value-adding opportunities

Cons:

- Relies on accurate cash flow forecasts, which can be uncertain
- Discount rate selection impacts NPV significantly
- Ignores non-financial benefits or strategic value
- May overlook qualitative risks or organizational considerations

Conclusion and Final Recommendations

Evaluating a project that costs $840,000, has a six-year life, and has no salvage value
involves a careful blend of quantitative and qualitative analysis. Based on the assumptions
of $200,000 annual cash inflows, the project exhibits a positive NPV (~$31,000), an IRR
above the discount rate, and a payback period well within its lifespan. These indicators
suggest the project is financially viable.

However, decision-makers should verify the accuracy of cash flow estimates, consider the
risks involved, and assess the strategic fit of the project. If the qualitative factors align
favorably and risks are manageable, proceeding with the project could be justified.
Conversely, if cash flows are uncertain or the project does not align with strategic
priorities, alternative investments or further analysis might be warranted.

In summary, evaluating such a project requires a comprehensive approach that balances
financial metrics with strategic considerations, ensuring that the organization invests in
projects that truly add value and support long-term success.
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