Capital Budgeting = analysis of business investment opportunities.
Three types

a. Increase profit/ sales

b. Expense reduction

c. Regulatory

The analysis is based on three types of cash flow, which are

a. initial

b. operating

c. terminal

All three are actual cash flows and not accounting profits.  However, we may need to determine accounting profits for the purpose of calculating the “gain / loss” on sale and corresponding tax “credit/ liability”.  
The evaluation of capital budgeting projects are primarily measured by:

a. Internal Rate of Return (IRR

b. Net Present Value (NPV)

c. Pay Back Period (PB)

d. Profitability Index (PI)

Technically speaking, the IRR is the rate that equates the NPV to zero.  By definition, the reinvestment rate assumption of the IRR is itself, which in practice rarely occurs.  Therefore, we modify the IRR the IRR to incorporate an alternative reinvestment rate assumption and we call it the modified IRR (MIRR).

The NPV is the discounting of the operating and terminal cash flows at the REQUIRED RATE OF RETURN (RRR).  The RRR is a reflection of the risk in the project.  As the risk rises, the RRR should rise as well.  [  Note that the RRR  should also > cost of capital.]  

The PB is the amount of time it takes to recover the initial investment.  The final year will be a fractional year.  The PI is the (DCF of operating CFs and the discounted terminal)/ the initial investment.

Decision Rules to accept the project:

1. IRR> RRR

2. NPV > 0

3. PB < management mandated time period

4. PI > 1.0

Problems

1. The initial investment (II) = $100,000 and subsequent CFs are $50,000, $60,000, and $70,000.  The RRR is 20%.  Provide the IRR, NPV, PB and PI.

2. The II  is $100,000 the CFs are $30,000 three times, $50,000, two times, $40,000, three times.  Same question as in #1

3. As the RRR increases, what happens to the NPV?

4. What happens if the IRR < the cost of capital?

5. An old piece of equipment is bought originally for $100,000 and the accumulated depreciation is $60,000.  It sells for $20,000 and has a tax rate of 30%.  Determine the tax credit/ liability and cash position.

6. Using #5, a new piece of equipment is bought to replace the old one for $90,000.  What is the update aggregate investment (cash position)?

7. If the original sales in the store were $600,000, and the new total sales are $720,000, what is the benefit of the project?
8. Develop this cash flow:  $100,000 sales, 40,000 expense, $10,000 depreciation, 30% tax.

9. What will the NPV be like if the IRR < RRR?
10. Under what type of projects are bad IRR/ NPVs acceptable?

11. What are the three types of terminal value?

