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What risk-based project prioritization metricWhat risk-based project prioritization metric
doesn’t disadvantage early-stage developmentdoesn’t disadvantage early-stage development
assets?assets?

n eIRR incorporates defensible concepts
ä incremental, multiperiod cash flows

ä time value of money

ä decision-making flexibility

ä phase-appropriate risk

ä the non-risk adjusted precursor, IRR is familiar to management

n eIRR is a suitable gauge for measuring projects against
important management goals

ä eIRR is consistent with maximizing ROI

ä eIRR is consistent with minimizing risk
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where eCFt = expected commercial cash flows after tax through period t

eDC = expected development costs

n = number of periods in project’s life

IRR = project’s internal rate of return

eDC = 
n

t = 1

eCFt

(1 + IRR)
t

A more appropriate name may be the IRR of expected free cash flows
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Early-stage project’s eNPV & eIRR reflect lowEarly-stage project’s eNPV & eIRR reflect low
probability of successprobability of success

Cash Flows - Project A, Phase I
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Mid-stage project’s eNPV & eIRR grow as costs areMid-stage project’s eNPV & eIRR grow as costs are
sunk and risk is resolvedsunk and risk is resolved

Cash Flows - Project A, Phase II
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Late-stage project’s eNPV & eIRR balloon as theLate-stage project’s eNPV & eIRR balloon as the
likelihood of expected future cash flows growlikelihood of expected future cash flows grow
disproportionatelydisproportionately

Cash Flows - Project A, Phase III
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10%

eNPV outpaces eIRR growth as costs are sunk andeNPV outpaces eIRR growth as costs are sunk and
risk is resolvedrisk is resolved

Relative Growth of eNPV vs eIRR
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eIRR fills a gap left by eNPVeIRR fills a gap left by eNPV

n Summarizes project information in a single rate of return

n Communicates a project’s performance level

n Considers the returns expected from investors

n Frames the discussion of opportunity cost

n WACC is the project selection threshold
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Select

Corporate Goals
eNPV

Investment size

eNPV
eIRR

Investment size

Prioritize

Debate

eIRR rounds out the discussion when debatingeIRR rounds out the discussion when debating
projects on the marginprojects on the margin
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When used with other metrics, eIRR helps completeWhen used with other metrics, eIRR helps complete
the picture of a project’s expected economicthe picture of a project’s expected economic
contributioncontribution

n To ensure project-to-project comparisons are fairly
assessed, portfolios should be evaluated by
development phase

n Early and Late phase portfolios should be funded from
separate budgets


