I. Chapter 7: Net Present Value & Capital Budgeting
A. Cash flows vs. earnings
1. Always discount cash flows, not earnings

2. Earnings ≠ real $$$

3. Only use cash flows that are incremental to a project, not firm’s whole cash flows with that project

a) You don’t need to compare things the firm is doing anyway

B. Sunk Costs

1. “Let bygones be bygones”

2. Never use them in your projections

C. Opportunity Costs

1. Always use them!

2. When you take one project, you forego taking other projects on using those assets sunk into the project

D. Side Effects

1. Erosion

a) New project reduces cash flows from existing projects

2. Synergy

a) New project increases cash flows of existing projects

E. So how to calculate cash flow?

1. = revenues – costs – taxes – capital investment – depreciation

a) Taxable income = Revenue – operating costs – depreciation

b) Taxes = (marginal rate)(taxable income)

c) Investment = Δ working capital + capital expenditures

F. Working Capital

1. = Cash flow required for operation
a) If working capital requirements increase in a year, then there’s a cash outflow for the company as a whole because money must be brought in from other parts of the company to cover the project’s working capital increase

b) If working capital requirements decrease in a year, then the project generates a cash inflow for the company as a whole

2. Investment in WC occurs when:

a) Inventory is purchased

b) Cash is kept in reserve

c) Sales on credit

d) Purchases on credit decrease investment in WC

3. Working capital is always recovered at the end of a project

a) All production is sold, assets are liquidated, cash is liquidated, A/R is collected, when project ends

4. Working capital ignores the cost of debt financing

a) Adjustments for debt financing are reflected in discount rate

b) Otherwise, assume financing through capital

G. Depreciation

1. Use the IRS books, not the accounting books

2. Because depreciation with the IRS results in tax benefits, which are a cash inflow!
3. Use half-year convention

a) Treat everything as if put in service in midyear

b) Treat everything as if taken out of service in midyear

H. Interest & Inflation
1. Real interest rate = 
[image: image1.wmf]1

rate

 

Inflation

1

rate

interest 

 

Nominal

1

-

+

+


2. Real interest rate ≈ Nominal interest rate – Inflation rate

3. Nominal cash flow = actual dollars

4. Real cash flow = purchasing power-adjusted dollars

5. Use only one kind of cash flow at a time to be consistent, but either is right

I. Equivalent Annual Cost

1. How do you adjust for different useful lives of two capital investments you’re comparing?

2. Equivalent annual cost = per-year cost

3. EAC = 
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4. C = present value of the machine
5. Use real cash flows

6. Assumes that machines are replaceable; if they’re irreplaceable, then you need to take into account the cost of losing them 
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