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1. Definition: Investment appraisal methods are techniques used by businesses to evaluate and
compare potential investment opportunities to make informed decisions about allocating
resources.

2. Common Methods:

a. Payback Period: Calculates the time it takes for an investment to generate enough cash flow
to recover the initial investment. The shorter the payback period, the more attractive the
investment.

b. Net Present Value (NPV): Assesses the profitability of an investment by discounting all
expected cash flows to their present value using a specified rate of return. A positive NPV
indicates a potentially profitable investment.

c. Internal Rate of Return (IRR): Determines the rate of return at which the present value of
future cash flows equals the initial investment. A higher IRR suggests a more desirable
investment.

d. Accounting Rate of Return (ARR): Compares the average accounting profit of an investment
to the average investment cost. It is expressed as a percentage, with a higher ARR indicating a
potentially better investment.

3. Factors to Consider:

a. Risk: Evaluate the level of risk associated with the investment and adjust the appraisal method
accordingly to account for uncertainties.

b. Timing: Consider the timing of cash flows and how they affect the overall profitability of the
investment.

c. Opportunity Cost: Assess the potential returns that could be earned by investing in alternative
projects or opportunities.

4. Limitations:

a. Assumptions: Appraisal methods rely on various assumptions which may not always reflect
real-world scenarios accurately.
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b. Subjectivity: Interpretation of results can be subjective, leading to potential biases in decision-

making.

c. Ignoring Non-financial Factors: Some methods focus solely on financial metrics and may
overlook important non-financial factors like environmental impact or social implications.

5. Conclusion:

Investment appraisal methods are essential tools for businesses to evaluate and compare
investment opportunities. By considering various factors and using appropriate methods,
businesses can make informed decisions that align with their strategic objectives and financial

goals.
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