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Long Term Decision Making 

Long Term Decision Making – Exercise 1 

Model Answers 

You work as the Cost Accountant for the Seven Dials Soap Company which 

manufactures a range of high quality soaps. 

The company currently employs two members of staff to package the soap but 

is also looking into the idea of purchasing an automated packaging machine. 

The cost of the machine would be £150,000 and this would be paid for in full 

upfront. It is expected that the machine would last for five years and at the end 

of this time it could be sold for scrap which would bring in £4,000. In addition, 

the company would generate cost savings through no longer employing the two 

members of staff who currently package up the soap. This would bring in cost 

savings of £45,000 per year in years 1 – 5.  

(Note – you can ignore VAT, Income Tax and National Insurance implications). 

The Managing Director of the company wants to know the Payback Period of the 

investment and has asked that you calculate this. 

Year 

 

Net Cash Flow (£) Cumulative Net Cash Flow (£) 

0 

 

(150,000) (150,000) 

1 

 

45,000 (105,000) 

2 

 

45,000 (60,000) 

3 

 

45,000 (15,000) 

4 

 

45,000 30,000 

5 

 

49,000 79,000 

 

The criteria that the company has set for Payback Period is that the investment 

pays back within four years. Does this investment meet the company’s criteria? 



Yes, the investment pays back in 3 years and 4 months [3 + (15,000 / 45,000)]. 

The Managing Director also wants to know the Net Present Value of the 

investment and has asked that you calculate this. The company’s cost of capital 

(discount factor) is 10%. 

Year Net Cash Flow (£) Discount Factor Discounted Cash 

Flow (£) 

0 

 

(150,000) 1.00000 (150,000) 

1 

 

45,000 0.90909 40,909 

2 

 

45,000 0.82645 37,190 

3 

 

45,000 0.75131 33,809 

4 

 

45,000 0.68301 30,735 

5 

 

49,000 0.62092 30,425 

Net Present Value 

 

  23,068 

 

Based on the Net Present Value alone, should this investment go ahead? 

Yes, the investment should go ahead because it has a positive net present 

value. 

What other factors might the company want to take into account when making a 

decision as to whether or not to proceed with this project? 

The effects of poor morale on the remaining members of staff from losing their 

colleagues, negative publicity for the business due to staff losing their jobs, 

moving to machines to do the work could detract from the high quality image of 

soap being hand finished which could affect sales. 

 


