Capital Budgeting – Chapter 14

Know Time Value of Money. . . .cold

	Typical Cash Outflows:

Initial investment
Repairs and maintenance
Working capital

Incremental operating costs

	Typical Cash Inflows:

Incremental revenues
Salvage value

Release of working capital

Reduction of costs



EXAMPLE:  Carver Hospital is considering the purchase of an attachment for its X-ray machine.  No investments are to be made unless they have an annual return of at least 10%. Will we be allowed to invest in the attachment?
	
 

	 
	 
	 

	 
	Cost
	 $3,170 
	 

	 
	Life
	4 years
	 

	 
	Salvage value
	zero
	 

	 
	Increase in annual cash inflows
	   1,000 
	 

	  
	 
	 
	 
	 
	 
	 

	 
	Item
	Year(s)
	Amount of Cash Flow
	10% Factor
	Present Value of Cash Flows
	 

	 
	Initial investment(outflow)
	
	
	
	
	 

	 
	Annual cash inflows
	
	
	
	
	 

	 
	Net present value
	 
	 
	 
	  
	 

	 
	 
	 
	 
	 
	 
	 


Suppose that the investment in the attachment for the X-ray machine had cost $4,000 and generated an increase in annual cash inflows of $1,200. What is the net present value of the investment?
	 
	 
	 
	 
	 
	 

	Item
	Year(s)
	Amount of Cash Flow
	10% Factor
	Present Value of Cash Flows
	 

	Initial investment(outflow)
	
	
	
	
	 

	Annual cash inflows
	
	
	
	
	 

	Net present value
	 
	 
	 
	  
	 

	 
	 
	 
	 
	 
	 


Know Cost of Capital: 

To determine Net Present Value we . . .
Calculate the present value of cash inflows,

Calculate the present value of cash outflows,
Subtract the present value of the outflows from the present value of the inflows.
	DECISION RULE, if NPV is:
	Decision is Acceptable or Not Acceptable?

	POSITIVE


	

	NEGATIVE


	

	ZERO


	


EXAMPLE:  Lester Company has been offered a five year contract to provide component parts for a large manufacturer.
	 
	Cost and revenue information
	 

	 
	Cost of special equipment
	 
	 $160,000 
	 

	 
	Working capital required
	 
	   100,000 
	 

	 
	Relining equipment in 3 years
	 
	     30,000 
	 

	 
	Salvage value of equipment in 5 years
	      5,000 
	 

	 
	Annual cash revenue and costs:
	 
	 
	 

	 
	   Sales revenue from parts
	 
	   750,000 
	 

	 
	   Cost of parts sold
	 
	 
	 
	   400,000 
	 

	 
	   Salaries, shipping, etc.
	 
	   270,000 
	 

	 
	 
	 
	 
	 
	 
	 
	 
	 


· At the end of five years the working capital will be released and may be used elsewhere by Lester.
· Lester Company uses a discount rate of 10%.
· Should the contract be accepted?

	 
	 
	Years
	 
	 Cash Flows 
	 
	10% Factor
	 
	Present Value

	 
	Investment in equipment
	
	
	
	
	
	
	

	 
	Working capital needed
	
	
	
	
	
	
	

	 
	Annual net cash inflows
	
	
	
	
	
	
	

	 
	Relining of equipment
	
	
	
	
	
	
	

	 
	Salvage value of equip.
	
	
	
	
	
	
	

	 
	Working capital released
	
	
	
	
	
	
	

	 
	Net present value
	 
	 
	 
	 
	 
	 
	 

	DECISION:  ACCEPT OR REJECT?



	Internal Rate of Return

	What is it?



	How is it calculated?

Investment/(Net Annual Cash Flow) = PVfactor for the Internal Rate of Return



-EXAMPLE:  Decker Company can purchase a new machine at a cost of $104,320 that will save $20,000 per year in cash operating costs.  The machine has a 10-year life.

	First: Solve for the Present Value Factor.  Hint: when the future cash flows are the SAME, calculating/finding the PV factor is simple:


	Second:  Using the PV Tables, find the interest rate for that factor




	The Payback Period

	What is it?



	How is it calculated?




Management at The Daily Grind wants to install an espresso bar in its restaurant.
   The espresso bar:

1. Costs $140,000 and has a 10-year life.

2. Will generate net annual cash inflows of $35,000.

Management requires a payback period of 5 years or less on all investments.

What is the payback period for the  espresso bar?

COMPARING PAYBACK PERIODS:

	PROJECT X
	PROJECT Y

	
	

	Which is better and why?



	

	The Simple Rate of Return

	What is it?



	How is it calculated? (assuming constant cash inflow)
Incremental revenues - Incremental expenses, (including depreciation)
Initial investment


	Weaknesses:  




