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considered to be acceptable. If the internal rate of return is less than the

required rate of return, then the project is rejected.
In the case of the Glendale School District example, let us assume that

the district has set a minimum required rate of return of 15% on all
projects. Because the large mower’s internal rate of return is only 12%,
the project does not clear the 15% hurdle and should be rejected.
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The Cost of Capital as a Screening Tool
sassilalem Y ol ades

As we have seen in preceding examples, the cost of capital is often used
to screen out undesirable investment projects. This screening 1is
accomplished in different ways, depending on whether the company is
using the internal rate of return method or the net present value method.
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The cost of capital a:
ing tool

The net present The internal rate of
value method return method

The cost of capital is used as The cost of capital is compared
the discount rate when to the internal rate of return
computing the net present value promised by a project. Any

of a project. Any project with a project whose internal rate of
negative net present value is retumn is less than the cost of
rejected unless other factors capital is rejected unless other
dictate its acceptance. factors dictate its acceptance.

Internal Rate of Return Method
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When using the internal rate of return method to rank competing
investment projects, the preference rule is: The higher the internal rate of
return, the more desirable the project.

An investment project with an internal rate of return of 18% is usually
considered preferable to another project that promises a return of only
15%. Internal rate of return is widely used to rank projects.
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