
                                                                

                                                                 

LECTURE NOTE ON ACC 414 ( MANAGEMENT ACCOUNTING II) 

The objectives of this course is that after studying; 

 A student should be able to understand long –run decision making or investment 

appraisal  

 Understand the two main traditional methods of appraisal: accounting rate of return and 

payback period; 

 Know the principles of Discounted Cash Flows(DCF); 

 A Student should be able to calculate the (NPV)Net Present Value of an Investment; 

 Understand the meaning of NPV(Net Present Value); 

 Know how to calculate the Internal Rate of Return(IRR) of an Investment; 

 Understand how to use NPV and IRR in varying circumstances. 

 

 

Long-run decision making 

Investment decisions are long-run decisions where consumption and investment 

alternatives are balanced over time in the hope that investment now will generate extra 

returns in the future. There are many similarities between short-run and long-run 

decision making, for example, the choice between alternatives, the need to consider 

future costs and revenues and the importance of incremental changes in costs and 

revenues but there is the additional requirement for investment decisions that, because of 

the time scale involved, the time value of the money invested must be considered. The 

time scale also makes the considering of uncertainty and inflation of even greater 

importance than when considering short term decisions. 

        Assuming that finance is available the decision to invest will be based on three 

major factors: 

a. The investor’s belief in the future. In business the beliefs would be based on forecasts 

of internal and external factors including: costs, revenues, inflation and interest rates, 

taxation and numerous other factors 

b. The alternatives available in which to invest. This is the stage at which the various 

techniques used to appraise the competing investments would be used. 

c. The investor’s attitude to risk. Because investment decisions are often on a large 

scale, analysis of the investor’s attitude to risk and the project uncertainty are critical 

factors in an investment decision.  

 

Traditional investment appraisal techniques: 

 



There are two particular methods of comparing the alternativeness of competing 

projects and have become known as the ‘traditional techniques’. These are the 

Accounting Rate of Return and Payback. These are further explained as; 

Accounting Rate of Return: This is the ratio of average annual profits, after 

depreciation, to the capital invested. This is a basic definition only and variations 

exists, for example; 

 Profits may be before or after tax 

 Capital may or may not include working capital 

 Capital invested may mean the initial capital investment or the average of the 

invested over the life of the project. 

 

However, an alternative term is Return on Capital Employed(ROCE).  

             Advantages ARR 

a. It is very simple to calculate 

b. It is easy to understand. 

 

Disadvantages of ARR 

a. It does not allow for the timing of outflows and inflows 

b. Uses as a measure of return the concept of accounting profit. Profit has subjective 

elements, is subject to accounting conventions and is not as appropriate for 

investment appraisal purposes as the cash flows generated by the project. 

c. There is no universally accepted method of calculating ARR. 

 

Payback period: 

Payback is a popular technique for appraising projects either on its own or in 

conjunction with other methods. Payback can be defined as the period, usually 

expressed in years which it takes for the project’s net cash inflows to recoup the 

original investment. The usual decision rule is to accept the project with the shortest 

payback period. 

 

   Advantages of Payback period: 

a. Simple to calculate and understand. 

b. Uses project cash flows rather than accounting profits and hence is more objectively based. 

c. Favours quick return projects which may produce faster growth for the company and 

enhance liquidity. 

d. Choosing projects which payback quickest will tend to minimize those risks facing the 

company which are related to time.  



 

 

Disadvantages of Payback Period: 

a. Payback does not measure overall project worth because it does not consider cash flows 

after the payback period. 

b. Payback provides only a crude measure of the timing of project cash flows. 

 

Discounted cash flow (DCF): 

There is growing use of DCF techniques for appraising projects and for assisting investment 

decision making. The use if DCF overcomes some of the disadvantages of the traditional 

techniques but it must be stressed that DCF itself has problems and contains many assumptions 

so that it could be used with care and awareness of its limitations. The main DCF techniques of 

Net Present Value (NPV) and Internal Rate of Return (IRR) are described as the use of cash 

flows and the time value of money. 

 

Use of cash flows: 

All Discounted Cash Flow methods use cash flows and not accounting profits. Accounting 

profits are invariably calculated for stewardship purposes and are period oriented (usually 

monthly, quarterly or annually) thus necessitating accrual accounting with its attendant 

conventions and assumptions. For investment appraisal purposes a project oriented approach 

using cash flows is to be preferred for the following reasons. 

a. Cash flows are more objective and in the end are what actually count. Profit cannot be 

spent. 

b. Accounting conventions regarding revenue/ capital expenditure classifications, 

depreciation calculations, stock valuation become largely redundant. 

c. The whole life of the project is to be considered; therefore it becomes unnecessary and 

misleading to consider accounting profits which are related to periods. 

d. The timing or expected timing of cash flows is more easily ascertained. 

 

 

Cash Flow should include the following: Cash flows is divided into two; (a) Cash Inflows and 

(b) Cash Outflows. 

a. Cash Inflows 

i. The project revenues 



ii. Government grants 

iii. Resale or scrap value of assets 

iv. Tax receipts 

v. Any other cash inflows caused by accepting the project. 

 

b. Cash Outflows 

i. Initial investment in acquiring the assets 

ii. Project costs (labour, materials etc) 

iii. Working capital investment 

iv. Tax payments  

v. Any other cash outflow caused by accepting the project. 

 

 

Time value of money: 

Investment appraisal is concerned with long-run decisions where costs and income arise at 

intervals over a period. Monies spent or received at different times cannot be compared directly, 

they must be reduced to equivalent values at some common date. This could be at any time 

during the project life but appraisal methods which take account of the time factor use either 

now, the present time, or the end of the project as the common date. 

 

Assumptions in basic DCF appraisal: 

The assumptions underlying the principles are as follows: 

a. Uncertainty does not exist 

b. Inflation does not exist 

c. The appropriate discount rate to use is known  

d. A perfect  capital market exists, i.e unlimited funds can be raised at the market rate of 

interest. 

 

 

Net Present Value (NPV): 

The NPV method utilizes discounting principles which should be familiar to management 

accounting students. The NPV method calculates the present values of expected cash inflows and 

cash outflows (ie the process of discounting) and establishes whether in total the present value of 

cash inflow is greater than the present value of cash outflows. 

 



 

 

 

 

 

 

 

 

    

 

 

 

 

 

 

 


