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Long Term Decision Making – Worked Example  

Model Answers 

Payback Period 

A company has the option of buying a telephone conferencing system for 

£25,000. It is thought that this will save the company £8,000 per year over the 

next 5 years in time and cost saved through staff not travelling to meetings. 

You should calculate the payback period for this investment. 

Year Net Cash Flow (£) 

 

Cumulative Net Cash Flow (£) 

0 

 

(25,000) (25,000) 

1 

 

8,000 (17,000) 

2 

 

8,000 (9,000) 

3 

 

8,000 (1,000) 

4 

 

8,000 7,000 

5 

 

8,000 15,000 

 

Payback period = 3 + (1000 / 8000) = 3 + 0.125 = 3.125 years or 3 years 2 months. 

Discounted Cash Flow 

The same company now decides to appraise the investment using the 

Discounted Cash Flow technique. 

The company’s cost of capital (discount factor) is 10%. 

You should calculate the net present value for this investment. 



Year Net Cash Flow (£) Discount Factor Discounted Cash 

Flow (£) 

0 

 

(25,000) 1.00000 (25,000) 

1 

 

8,000 0.90909 7,273 

2 

 

8,000 0.82645 6,612 

3 

 

8,000 0.75131 6,010 

4 

 

8,000 0.68301 5,464 

5 

 

8,000 0.62092 4,967 

Net Present Value  

 

 5,326 

 

The same company also is thinking about whether to fully commit to telephone 

conferencing by removing all the senior managers’ company cars in addition to 

cutting staff travel. The cost of buying the upgraded system is £60,000 and this 

will bring in savings of £18,000 per year over the next 5 years. 

You should calculate the payback period and Discounted Cash Flow for this 

investment. The cost of capital (discount factor) is still 10%. 

Payback Period 

Year Net Cash Flow (£) 

 

Cumulative Net Cash Flow (£) 

0 

 

(60,000) (60,000) 

1 

 

18,000 (42,000) 

2 

 

18,000 (24,000) 

3 

 

18,000 (6,000) 

4 

 

18,000 12,000 

5 

 

18,000 30,000 

 

Payback period = 3 + (6000 / 18000) = 3 + 0.333 = 3.333 years or 3 years 4 

months. 



Discounted Cash Flow 

Year Net Cash Flow (£) Discount Factor Discounted Cash 

Flow (£) 

0 

 

(60,000) 1.00000 (60,000) 

1 

 

18,000 0.90909 16,364 

2 

 

18,000 0.82645 14,876 

3 

 

18,000 0.75131 13,524 

4 

 

18,000 0.68301 12,294 

5 

 

18,000 0.62092 11,177 

Net Present Value  

 

 8,253 

 

Can you think of any non-financial factors which may affect the company’s 

decision? 

Company cars are often seen as a sign of status in companies and are a ‘perk of 

the job’. To remove these may de-motivate senior managers in the company 

which may result in them leaving the company to join one of its competitors. 

Not all customers will have the same telephone conferencing system and 

therefore staff will have to travel after all. 

Visiting customers is also courteous and develops good relationships with 

them. Senior managers are able to see in person how their customers work and 

identify any additional needs the customers may have. By not visiting 

customers, it might damage the relationship between the business and its 

customers. 

Sales staff often need to visit the customers in person to meet with their staff 

and develop good business relationships, otherwise customers may give their 

business to competitors of the company. 

 

 


