Practice Exercise  11-IV Internal Rate of Return 


Metropolis Health System (MHS) is considering purchasing a tractor to mow the grounds.


It would cost $16,950 and have a 10 year useful life. It will have zero salvage value at the end of 10 years. The head of the MHS grounds crew estimates it would save $3,000 per year. He figures this savings because just one of the present maintenance crew would be driving the tractor, replacing the labor of several men now using small household-type lawn mowers. Compute the internal rate of return for this proposed acquisition.





Solution to Practice Exercise  11-IV


Assemble the assumptions in an orderly manner:


Assumption 1: initial cost of the investment = $16,950. 


Assumption 2: estimated annual net cash inflow the investment will generate = $3,000. 


Assumption 3: useful life of the asset = 10 years. 





Perform calculation:	


Step 1: Divide the initial cost of the investment ($16,950) by the estimated annual net cash inflow it will generate ($3,000). The answer is a ratio amounting to 5.650. 


Step 2: Now use the abbreviated look-up table for the Present Value of an Annuity of $1, which is found at the back of the Examples and Exercises section. Find the line item for the number of periods that matches the useful life of the asset (10 years in this case). 


Step 3: Look across the 10 year line on the table and find the column that approximates the ratio of 5.650 (as computed in Step #1). That column contains the interest rate representing the rate of return. In this case the rate of return is 12%.





