Financial Management
Unit 3
Remaining Portion.
(1) Write a note on Cash Flow Estimation.
Answer:
Cash flow estimation is the process of forecasting the
inflows and outflows of cash over a specific period of time
for a business, project, or investment. It is an essential part
of financial planning and decision-making, especially in
capital budgeting and investment analysis.
Cash flow estimation involves identifying all sources of
expected cash receipts (like revenues, loans, or investments)
and all expected cash payments (such as expenses, taxes,
and capital expenditures). The aim is to determine the net
cash flow, which helps businesses assess their liquidity,
profitability, and financial viability.
There are three main types of cash flows typically estimated:
e |nitial Investment Outlay — The cash required at the
beginning of a project for purchasing assets or setting
up operations.
e Operating Cash Flows — The periodic net cash inflows
generated during the life of the project from operations.
e Terminal Year Cash Flow — The final year’s cash flow,
including salvage value and recovery of working capital.
Accurate cash flow estimation is vital for evaluating
investment opportunities, ensuring business continuity,
managing working capital, and making informed financial
decisions.

(2) Write a note on discounted Payback Period Method.



Answer:

The Discounted Payback Period Method is a capital
budgeting technique used to evaluate the profitability and
risk of an investment project. It is a modified version of the
traditional payback period method, where the cash flows are
discounted to reflect the time value of money.

Key Features:

e |t calculates the time required to recover the initial
investment in present value terms.

e Future cash flows are discounted using a
predetermined discount rate (usually the cost of capital).

e |t provides a more accurate assessment than the simple
payback period because it considers the time value of
money.

Formula:
There is no single formula; instead, the method involves:
e Discounting each year’s cash inflow to present value.
e Accumulating the discounted cash flows until they
equal the initial investment.
e Thetime it takes to recover the investment in present
value terms is the discounted payback period.

Advantages:

e (Considers time value of money.

e Helps in assessing project liquidity and risk.
Limitations:

e [gnores cash flows after the payback period.

e Does not measure overall profitability.
This method is useful for risk-averse investors who want to



recover their investment quickly, taking into account the
decline in value of future cash flows.

(3) Write a note on Net Terminal Value.

Answer:

Net Terminal Value (NTV) refers to the value of an
investment or project at the end of its forecast period, based
on the expected cash flows generated during that final year
and beyond. It represents the future value of all projected
cash inflows reinvested at a specific rate until the end of the
project's life.

In capital budgeting, NTV is used to determine the total
worth of a project at its completion, especially when using
methods like the Modified Internal Rate of Return (MIRR).

Key Features:

e |t considers all future cash inflows from the project,
compounded forward to the end of the project at the
reinvestment rate (usually the cost of capital or
reinvestment rate).

e |t provides a better estimate of a project’s worth when
reinvestment assumptions differ from the project’s
internal rate of return (IRR).

Formula:

NTV = Sum of Future Values of Cash Inflows compounded at
the reinvestment rate

Importance:
e Helps in evaluating long-term profitability.
e Used in calculating MIRR.
e Offers a more realistic picture of project performance,



especially when reinvestment of interim cash flows is
considered.

Conclusion:

Net Terminal Value is a useful concept for understanding the
end-of-life value of a project, especially when evaluating
investments under the assumption that interim cash flows
are reinvested at a rate different from the project'’s internal
return.

(4) Write a note in Capital Budgeting under Risk Certainty
Equivalent Approach and Risk Adjusted Discount Rate.
Answer: Capital Budgeting under Risk: Certainty Equivalent
Approach and Risk-Adjusted Discount Rate

In capital budgeting, investment decisions are often made
under conditions of uncertainty. Future cash flows from
projects may be affected by various risks such as market
volatility, operational issues, inflation, or political instability.
To make informed decisions, two prominent approaches are
used to incorporate risk into capital budgeting: the Certainty
Equivalent Approach and the Risk-Adjusted Discount Rate
(RADR).

1. Certainty Equivalent Approach

The Certainty Equivalent (CE) Approach adjusts the expected
cash flows of a project before discounting. It converts
uncertain cash flows into their risk-free or certain
equivalents, which reflect the amount of cash an investor
would accept today instead of taking a chance on a higher
but risky cash flow in the future.

In this approach, each year’'s expected cash flow is multiplied



by a certainty equivalent coefficient (ranging between 0 and
1). This coefficient represents the investor's degree of risk
aversion. A lower coefficient indicates higher perceived risk.
Formula:
CE Cash Flow=Expected Cash FlowxCertainty Equivalent Coe
fficient
These risk-adjusted (certain) cash flows are then discounted
using the risk-free rate (e.g., government bond rate).
Advantages:
e Separates risk analysis from the time value of money.
e More precise if the decision-maker can accurately
assess certainty equivalents.
Limitations:
e Subjective and difficult to estimate appropriate certainty
equivalent coefficients.

2. Risk-Adjusted Discount Rate (RADR)

The Risk-Adjusted Discount Rate Approach involves
discounting the expected cash flows of a project using a
discount rate that includes a risk premium. This premium
reflects the degree of risk associated with the project and is
added to the risk-free rate.
Formula:
RADR=Risk-Free Rate+Risk Premium
The higher the project risk, the higher the risk premium, and
thus the higher the discount rate. Riskier projects must
generate higher returns to be considered viable.
Advantages:

e Simple and widely used in practice.

e Captures risk through a single adjustment to the



discount rate.
Limitations:
e Assumes uniform risk over the project's life.
e Estimating an appropriate risk premium can be
challenging.

Conclusion

Both the Certainty Equivalent and Risk-Adjusted Discount
Rate approaches aim to incorporate risk into investment
decisions. While CE modifies cash flows and uses a risk-free
rate, RADR keeps cash flows unchanged and adjusts the
discount rate. The choice between the two depends on the
availability of data, managerial preference, and the specific
nature of the project.



