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Understanding of a Rate of Return Analysis using an IRR
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A capital investment problem is essentially one of determining whether the anticipated cash inflows from a proposed
project are sufficiently attractive to invest funds in the project. The net present value(NPV) criterion and internal rate of
return(IRR) criterion are widely used as means of making investment decisions. A positive NPV means the equivalent
worth of the inflows is greater than the equivalent worth of outflows, so, the project makes profit. Business people are fa-
miliar with rates of return because they all borrow money to finance ventures, even if the money they borrow is their
own. Thus they are apt to use the IRR in preference to the NPV. The IRR can be defined as the discount rate that caus-
es the net present value of a cash flow to equal zero. Why the project are accepted if the project's IRR is greater than
the investor's minimum attractive rate of return? Against the NPV, the definition cannot distinctly explain the concept of
the IRR as decision criterion. We present a new definition of the IRR as the ratio of profit on the invested capital.
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