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Introduction 

Drury (2015) contends that before a company can make a good decision, there must be certain 

guiding criteria that will aid the management to determine the desirability of preferring one 

course of action and abandoning the other. Therefore, in order to determine the viability of a 

project and help in deciding the best project to undertake, and assess the value of a company and 

as such help in making the right decision during acquisition, some techniques have been devised. 

As such, this assignment will critically discuss investment appraisal methods used to determine 

the viability of projects. Further on, this assignment will discuss some approaches a company can 

use in order to determine the valuation of a firm it intends to acquire using BlueSky Ltd as our 

case study. Lastly, the assignment will advise on which of the two methods (cash offer or share-

for- share offer) is the best company acquisition approach for BlueSky Ltd.   

(a) ((i) Advantages and disadvantages of methods of investment appraisal 

Net Present Value (NPV) 

Advantages 

To start with, Atrill and Mclaney (2019) put forth that NPV accounts for the time value of money 

making it a better method than other methods that fail to discount the future cash flows. 

Consequently, stakeholders can clearly see how much value a certain project will contribute. 

According to Atrill and Mclaney (2019), this method is more useful than other techniques like 

IRR. As such, in case the IRR and NPV provide conflicting decisions, the NPV decision is to be 

considered. 

Disadvantages 

Firstly, Atrill (2015) posits that it is very sensitive to changes in the estimates for the future cash 

flows and cost of capital. Secondly, Drake et al. (2015) explicate that NPV is hard to apply when 

a company is comparing projects which are of different life span.  

Internal Rate of Return (IRR) 

Advantages 

To start with, Dillon and Madsen (2015) contend that this appraisal method assesses the time 

value of money as it is determined by assessing the interest rate at which present value of the 

future cash flows is equal to the required capital investment. Furthermore, Dillon and Madsen 

https://xplaind.com/484996/irr
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(2015) concede that this method is easy to calculate and offers a simple method of comparing the 

value of different projects. 

Disadvantages 

To start with, Atrill and Maclaney (2019) acknowledge that it ignores the size of different 

projects. Furthermore, Atrill and Maclaney (2019) profess that IRR ignores future costs as it is 

only concerned with projected cash flows that results from capital injection. 

Payback Period   

Advantages 

Atrill (2017) explains that the main advantage of this approach is that it is quick and simple 

involving easily understood calculation concept. Further on, this method considers risks in the 

project. As such, projects with shorter payback period are preferred as they are considered to be 

less risky (Rohrich, 2014).  

Disadvantages 

Atrill (2017) puts forth that the most serious limitation of this method is its failure to take into 

account the time value of money and therefore does not provide clear decision as to which of the 

projects should be preferred. Furthermore, Atrill (2017) explains that this approach ignores 

timing of the cash flows during the payback period and cash flows after payback period and as 

such, the total return of the project. 

   (ii) Investment Appraisal of Project 1 and Project 2 

Net Present Value 

Bodmer (2014) elucidates that the “NPV rule” directs that projects with a negative NPV should 

be rejected while those with positive NPV should be accepted. Moreover, in cases where projects 

are compared and all have positive NPV and funds are limited, projects with highest discounted 

value must be preferred (Bodmer, 2014). In our case study, project 1 according to appendix 1 has 

NPV of £7.32 million, and project 2 has NPV of -£58.55 million according to appendix 2. As 

such, project 1 should be accepted. 

Internal Rate of Return 
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This is discount rate that gives an NPV of zero. Moreover, an IRR higher than cost of capital 

suggests that the project should be accepted as it is profitable (Bodmer, 2014). In our case study, 

IRR of project 1 is 19.10% according to appendix 3, and at discounting factor of 1 % NPV of 

project 2 is -£19.1675 million. As such, a discounting factor capable of giving an NPV of zero is 

less than 1%. Therefore, IRR of project 2 cannot be calculated because it is impossible to find a 

discount factor that will give a positive NPV. Consequently, IRR cannot to assess the feasibility 

of the two projects and therefore NPV and payback method should be used. 

Payback Period  

Rohrich (2014) explains that a project with shorter payback period should be accepted as it is 

less risky and ideal for firms with limited funds. According to appendix 5, project 1 payback 

period is 3.5 years. The cumulative cash flows for project 2 in 10 years is -£11.5 million 

according to appendix 6. As a consequence, project 1 should be preferred as it has a shorter 

payback period. 

      b. Other factors to be considered before making an investment decision 

Firstly, Dillon and Madsen (2015) pin point that the most important factor a company should 

consider before undertaking a project is to assess its resources. In this scenario, resources may 

mean time, people or budget. In our case study, BlueSky Ltd should assess whether it has enough 

resources (personnel or money) to undertake project 1 or project 2. If for example, the personnel 

of BlueSky Ltd are more experienced in road projects, then project 2 may be their better choice. 

Similarly, Dillon and Madsen (2015) acknowledge that selecting projects that a firm do not have 

sufficient resources to undertake, may stall or drain the limited resources that a firm may have.  

Secondly, Dillon and  Madsen (2015) opine that before undertaking any project, a firm should 

assess the impact that the project would have on its financial position. For example, BlueSky Ltd 

should assess whether project 1 or Project 2 would increase or decrease its revenue, and which of 

the project would improve or reduce its profit margins. 

Thirdly, Rohrich (2014) elucidates that no project is without risks and as such, risks should be 

well mitigated before undertaking a project. In our case study, project 1 has potential risk of sub 

contracted labourers going on strike and companies hiring plant equipment lending faulty 

machines thereby delaying the project. Similarly, project 2 has a long payback period meaning it 
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is more prone to financial risks and bad weather conditions thus delaying the project even 

further.  

      (c) Methods of valuations 

Potential valuation of Sand Ltd 

Net asset valuation  

               £ Million 

Net assets       15.0 

Add back: revaluation on land (25 – 13)  12.0 

Add back: revaluation on fixtures         4.0  

 Less: Increment in the current liabilities                  0.48 

after reducing the tax cost    

Value of Sand Ltd                                                   31.72 

Value of Sand Ltd = £31.72 million 

 P/E ratio method 

Value  = Distributable earnings times P/E ratio 

Distributable earnings    £ Million 

Profit (before tax)     15.4 

Add back salaries of senior management 1.2 

Adjusted profit (before tax)    16.6 

Less tax @ 30%    4.98 

Profit after tax              11.68 

  

Value of Sand Ltd   = 11.68 * 7= £81.76 m 
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Dividend growth model 

 

Where: 

P is the Value of the Company 

D1 is the current dividend/ share 

g is the dividend growth rate 

K is the required rate of return 

D1 = current dividends times (1 + dividend growth rate) 

     =10 * (1+0.02) 

     = 10.2 

                                 Cost of equity = 13%  

 

Value of Sand Ltd    

 

       = 10.2 ÷ (0.13 -0.02) 

Value of Sand Ltd= 10.2 ÷ 0.11 =£ 92.72 million 

Since the lowest valuation based on the valuation approaches above is £24 million, this is the 

value that BlueSky Ltd should offer Sand Ltd shareholders 
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 d. Advantages and disadvantages of valuation methods 

Net asset valuation method 

Advantages 

To start with, Arikan and Stulz (2016) hold that one advantage of this method is that it is very 

useful in setting a minimum price during a takeover. As such, shareholders are usually not 

willing to sell at any price less than net asset valuation whether prospects for income growths are 

good or not. Secondly, Autore et al. (2015) profess that this valuation method can be used in 

asset stripping. This is unusual situation that a firm will be purchased and broken up and all its 

assets sold off. However, this approach has some limitations.  

Disadvantages 

Ben-David et al. (2015) postulates that the main disadvantage of this approach is that it ignores 

non- balance sheet assets such as strong management team and highly skilled workforce. 

Furthermore, this method does not consider a firm’s prospective earnings as it only take into 

considerations the amount of tangible assets that a firm possesses. 

P/E Ratio Method 

Advantages 

Atrill and Mclaney (2019) emphasize that this method is quick and easy when valuing a firm 

using earnings. Moreover, when using this method, similar firms in the same sector are usually 

grouped together regardless of their varying stock prices for comparison.  

Disadvantages 

Some of limitations of this method include. Firstly, Atrill (2017) opines that one year P/E ratio is 

not a good basis especially when earnings are volatile and when the price of share is at high 

levels due to takeover bid expectation. Secondly, if this method is used, then past data is the one 

used to value how a company will perform in the future (Arikan and Stulz, 2016). 

Dividend Growth Model 

Advantages   
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Francis et al. (2016) assert that this method provides an easy approach to determine if an equity 

is overvalued or not in the short term. Secondly, the method can be adopted easily and used in 

complex models thereby aiding in multi-year analysis (Drake at al., 2015).  

Disadvantages 

According to Atrill and Mclaney (2009) its main limitation is that it assumes a fixed dividend 

growth rate in the future which is not practical. Moreover, when a company has lower rate of 

return as compared to dividend growth rate, this approach fails. This scenario may occur when a 

firm continues to pay the dividends even during the times it is not making profit. 

Atrill and Mclaney (2019) highlight that due to different inputs used to value a firm, it is 

common to experience difference in valuation of companies using the three methods discussed 

above. For example, Net asset valuation method accounts for assets and liabilities, P/E ratio 

earnings per share, whereas dividend growth model is focused on current dividend growth rate 

and required rate of return. 

Recommendation 

As per valuation methods discussed above, this report recommends that BlueSky Ltd should 

offer Sand Ltd, £31.72 million as it is the lowest value based on the net asset method. This is 

mainly due to the fact that this method is concerned only on tangible assets owned by a firm.  

e. Advantages of cash offer and share-for-share exchange 

Advantages of Cash offer 

According to Surendranath et al. (2020) one of the benefits of cash offer when acquiring another 

firm is that the amount to be paid is certain. As such, the method is less risky for both firms than 

stock acquisition since stocks fluctuate in value more than cash. Furthermore, cash acquisition 

prevents dilution of ownership of the acquiring firm (Malmendier, et al., 2016).  

Advantages of share-for-share exchange  

Mortal and Schill (2015) state that the main advantage of this approach is that it preserves the 

acquiring company’s cash. This as a consequence avoids the acquiring firm from borrowing so 

as to fund the acquisition. Secondly, if price earnings ratio of the acquiring company is higher 

than that of the company it intends to acquire the acquiring firm can bootstrap earnings per share 

(Goluboy et al., 2016). 
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Having discussed the two methods that BlueSky Ltd can use to acquire Sand Ltd, the cash offer 

method is the best approach for BlueSky Ltd as it undertakes construction projects worth more 

than £24 million which like we calculated earlier is the value of Sand Ltd as per Net asset 

valuation method. 

Conclusion 

In closing, after calculating which of the two projects is more valuable based on NPV, IRR and 

payback period, this assignment has highlighted that BlueSky Ltd should undertake project 1 as 

it is  more viable based on NPV and IRR approaches. However, it has been discussed that apart 

from these three appraisal methods, a firm should take into account several factors before 

undertaking a project. These factors include, the resources available in terms of personnel and 

funds, the impact a project would have on its financials, and lastly the potential risks that may be 

experienced when undertaking a project. Furthermore, based on the net asset approach method, 

P/E ratio and dividend growth model, the valuation of Sand Ltd are £32.72 million, £81.76 

million and £92.72 million respectively. As such, BlueSky Ltd should offer Sand Ltd £31.72 

million for acquisition. Lastly, the assignment advises that the cash offer method would be the 

best method for acquisition as the firm has in the past undertaken projects worth more than the 

minimum valuation of Sand Ltd.  
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Appendices 

Appendix 1: NPV of Project 1 

Year Cash flow discounting 

factor 10% 

Discounted 

cash flows 

  £ Million   £ Million 

year 0 -20 1 -20 

Year 1 0 0.909 0 

Year 2 0 0.826 0 

Year 3 0 0.751 0 

Year 4 40 0.683 27.32 

Net present value     7.32 

Appendix 2: NPV of project 2 

Year Cash flow discounting 

factor 10% 

Discounted 

cash flows 

  £ Million   £ Million 

Year 0 0 1 0 

Year 1 -50 0.909 -45.45 

Year 2 -50 0.826 -41.3 

Year 3 -50 0.751 -37.55 

Year 4 9 0.683 6.147 
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Year 5 11.5 0.621 7.1415 

Year 6 14 0.564 7.896 

Year 7 17 0.513 8.721 

Year 8 19 0.467 8.873 

Year 9 19 0.424 8.056 

Year 10 49 0.386 18.914 

Net present value     -58.5515 

Appendix 3: IRR of Project 1 

Year Cash flow discounting 

factor 20% 

Discounted 

cash flows 

  £ Million   £ Million 

year 0 -20 1 -20 

Year 1 0 0.833 0 

Year 2 0 0.694 0 

Year 3 0 0.579 0 

Year 4 40 0.482 19.28 

Net present value     -0.72 

 

Rb – Ra:   20% - 10% = 10% 

NPVa – NPV b = 7.32- (-0.72) 
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    =8.04 

IRR =10% + [(7.32/8.04) * 10%] 

       =19.10% 

Appendix 4: IRR of project 2 

Year Cash flow discounting 

factor 1% 

Discounted 

cash flows 

  £ Million   £ Million 

Year 0 0 1 0 

Year 1 -50 0.99 -49.5 

Year 2 -50 0.98 -49 

Year 3 -50 0.971 -48.55 

Year 4 9 0.961 8.649 

Year 5 11.5 0.951 10.9365 

Year 6 14 0.942 13.188 

Year 7 17 0.933 15.861 

Year 8 19 0.923 17.537 

Year 9 19 0.914 17.366 

Year 10 49 0.905 44.345 

Net present value     -19.1675 
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Appendix 5: Payback period of Project 1 

Year Cash flow Cumulative cash flow 

  £ Million  £ Million 

Year 0 -20 -20 

year 1 0 -20 

year 2 0 -20 

year 3 0 -20 

year 4 40 20 

 

Payback period = 2 + [20/ (20+20)] 

= 3 + (20/40) 

=3 + 0.5 

=3.5 years 

Appendix 6: Payback period of IRR of project 2 

Year Cash flow Cumulative cash flow 

  £ Million  £ Million 

Year 0 0 0 

Year 1 -50 -50 

Year 2 -50 -100 

Year 3 -50 -150 
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Year 4 9 -141 

Year 5 11.5 -129.5 

Year 6 14 -115.5 

Year 7 17 -98.5 

Year 8 19 -79.5 

Year 9 19 -60.5 

Year 10 49 -11.5 

 

Appendix 8: Project 1 Cash flow computation 

Cash flow computation 

Year Particulars Income Costs cash flow 

0 Upfront payment 20     

  Demolition costs   40 -20 

1 Continuing payments 30     

  construction costs   30 0 

2 Continuing payments 30     

  construction costs   30 0 

3 Continuing payments 30     
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  construction costs   30 0 

4 Completion Payment 40   40 

 

cash flow computation 

Year Description Income costs Cash flow 

0 no cost  0 0 0 

1 construction costs 0 50 -50 

2 construction costs 0 50 -50 

3 construction costs 0 50 -50 

4 income from cars 5     

  income from lorries 5     

  Running costs   1 9 

5 income from cars 6     

  income from lorries 6.5     

  Running costs   1 11.5 

6 income from cars 7.5     

  income from lorries 7.5     

  Running costs   1 14 
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7 income from cars 9     

  income from lorries 9     

  Running costs   1 17 

8 income from cars 10     

  income from lorries 10     

  Running costs   1 19 

9 income from cars 10     

  income from lorries 10     

  Running costs   1 19 

10 income from cars 10     

  income from lorries 10     

  project purchase from government 30     

  Running costs   1 49 

 

 

 

 

 

 


