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Part 4

The knowledge bank

Internal rate of return (IRR). In this analysis, the calculation involves determin-
ing what the interest rate would be on the capital invested in the project. If this 
interest rate is higher than the company could obtain in another way, the project
will be attractive. A company will often require a higher internal rate of return, 
for the sake of security, than the interest it could obtain from a bank. If we use 
the designations from the section on net present value, we can express this as 
follows: The internal rate of return is the interest rate that gives a value in use of 0.

In the example above, the internal rate of return can be calculated with the 
help of the formula:

Value in use = 0 = –700 + 500 * (1 + IRR)–1 + 400 * (1 + IRR)–2 + 300 * 
(1 + IRR)–3

… and can be obtained for just over 36 %

Sensitivity analysis
The sensitivity analysis belongs to the area of the project’s economic advantages.
We all know that projects are precarious entities, and that budgets and other 
preconditions are rarely met. So being able to present an attractive payback
time, a high net present value, or a high internal rate of return is not much use 
if even minor changes in the preconditions cannot be met. The Project Charter 
should therefore contain a sensitivity analysis.

A sensitivity analysis showed that if the company 
had acquired just 20 % fewer customers than 
assumed, payback time would have increased by 
three years. However, this knowledge did not stop 
the owners from saying: “Go!”. When the com-

pany was taken over by a competitor in 2004, the 
customer base was only 400,000 and, during the 
preceding seven years the owners had lost several 
million Euro

A mobile phone company was founded in 1997. 
The major investments were justified by a five-year 
payback time. Therefore, in 2002, the company will 

begin to earn money for its owners. The precon-
ditions were that the company calculated on the 
following number of customers per year:

MOBILE PHONE PROJECT

EXAMPLE

1998 1999 2000 2001 2002

100.000 200.000 400.000 700.000 1.000.000

The sensitivity analysis involves making small changes in the figures used in 
the preconditions and then seeing how attractive the project is. The following 
questions could be asked:

Figure 4.15  Forecast for customer volume in a mobile phone company
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FIGURE 4.15
Forecast for customer volume in a mobile phone company. © Praxis − Nyt Teknisk Forlag 2020


