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The business environment in which cooperatives are work­
ing is changing at a rapid pace. This means that Oklahoma 
cooperatives are faced with many investment opportunities. 
These opportunities may be traditional, such as building a 
new grain bin, or very non-traditional. Some innovative and 
non-traditional projects that cooperatives are undertaking are 
urban lawn stores, convenience stores, and agri-tourism. 

Boards of directors and management of cooperatives 
are not evaluating these non-traditional opportunities as they 
would a new grain bin. In looking at investment opportunities 
cooperatives should use multiple tools. These tools are: 

• Payback Period 
• Internal Rate of Return 
• Net Present Value 

Net Present Value, while a good method, is complex to 
calculate and seldom used, therefore onlythefirsttwo methods 
will be discussed. 

Payback Period 
Payback period is the simplest method of evaluating an 

investment. It measures the length of time an investment 
takes to pay for itself by dividing the cost of the investment 
by the annual cash flows generated by the investment. The 
shorter the payback period the better and while there is no 
exact benchmark, a general rule of thumb is to invest in op­
portunities with a payback of Jess than three years. 

A company that is looking for a quick turnaround on their 
investment will find payback period to be very useful; however 
it has a major weakness. It ignores the cash flow beyond the 
payback period. If the investment will only create revenue for 
three years, it has no long-term value and could eventually 
become a financial drain. 

Internal Rate of Return 
The internal rate of return looks at the cash flows over 

the life of the project. Companies should invest in opportuni­
ties with rates of return higher than the interest rate paid on 
capital plus a premium for risk. 
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Projected internal rate of return is the most commonly 
used method of evaluating investments because it is still 
relatively easy to calculate and provides information about 
the long-term viability of the investment. Another benefit of the 
internal rate of return is that it considers the interest expense 
of the investment. 

The interest expense, or time-value of the money, is a 
measure of what the company could be earning had they 
invested elsewhere. Interest expense is important to take 
into account when considering various alternatives, because 
a business wants to invest in an opportunity with the highest 
possible return in relation to other opportunities. 

The best way to evaluate an alternative is a combina­
tion of payback period and internal rate of return, but how do 
cooperatives really evaluate alternatives? Oklahoma State 
University recently performed a survey of cooperative man· 
agars and board members in Oklahoma to find out how they 
evaluate investment opportunities. 

There were 35 cooperatives that responded to the survey, 
which covered several topics. These topics included: 

• Important factors considered by cooperatives 
• Criterion used 
• Acceptable payback period 
• Acceptable return on investment 
• Decision tools used 
• Difficulties of making a decision 

Important factors 
Cooperatives were asked to place a level of importance 

on certain factors that they considered when making an in­
vestment decision. Five factors were llsted with one being of 
little importance and five being very important. 

When asked to rank important factors when considering 
a new investment the most important factor listed was the 
projected rate of return on the investment. Other factors, in 
order of ranking, are projected payback period, risk, potential 
to increase customer base or market share, and potential to 
increase service to members. However, all factors ranked 
above a level of importance of four. 
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Criterion Used 
When asked what the primary criteria the cooperative 

used was, the answer was overwhelmingly projected inter­
nal rate of return. Rate of return accounts for 74.29% of the 
cooperatives swveyed followed by 22.86% using payback 
period and 2.86% using net present value. 

Returns on Investment 
Managers and directors were asked what their coopera­

tive considered to be a minimum acceptable rate of return 
and payback period. The rate of return ranged from 6 to 25%, 
and averaged 12.17%. The payback period ranged from 2·15 
years, and averaged 5. 73 years. This is slightly higher than 
the benchmark 3 years discussed earlier. 

Decision Tools Utilized 
The quality of information used in making an invest­

ment decision is an important consideration. When asked to 
indicated what tools boards used in making a decision, the 
overwhelming response was that their primary tool was the 
general manager. It also indicated that boards relied on verbal 
recommendations as opposed to written recommendations. 
The result of this section is listed in figures 1 and 2. 
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Written Report prepared by 
Board Sub-Committee 
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Study by Manager or Staff 
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Study by Outside Consun 

• Verbal Recommendation by 
Board Sub-Committee 
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Prepared by Manager or 
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Verbal Recommendation by 
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